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(This book contains part 1, §§ 1.441 to 1.500) 
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CHAPTER I—INTERNAL REVENUE SERVICE, 
DEPARTMENT OF THE TREASURY (CONTINUED) 

SUBCHAPTER A—INCOME TAX (CONTINUED) 

Part Page 
1 Income taxes (Continued) ........................................ 5 

SUPPLEMENTARY PUBLICATIONS: Internal Revenue Service Looseleaf Regulations System. 
Additional supplementary publications are issued covering Alcohol and Tobacco Tax Regula-

tions, and Regulations Under Tax Conventions. 
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SUBCHAPTER A—INCOME TAX (CONTINUED) 

PART 1—INCOME TAXES 
(CONTINUED) 

NORMAL TAXES AND SURTAXES (CONTINUED) 

DEFERRED COMPENSATION, ETC. (CONTINUED) 

ACCOUNTING PERIODS AND METHODS OF 
ACCOUNTING 

ACCOUNTING PERIODS 

Sec. 
1.441–0 Table of contents. 
1.441–1 Period for computation of taxable 

income. 
1.441–2 Election of taxable year consisting 

of 52–53 weeks. 
1.441–3 Taxable year of a personal service 

corporation. 
1.441–4 Effective date. 
1.442–1 Change of annual accounting period. 
1.443–1 Returns for periods of less than 12 

months. 
1.444–0T Table of contents (temporary). 
1.444–1T Election to use a taxable year 

other than the required taxable year 
(temporary). 

1.444–2T Tiered structure (temporary). 
1.444–3T Manner and time of making section 

444 election (temporary). 
1.444–4 Tiered structure. 

METHODS OF ACCOUNTING 

METHODS OF ACCOUNTING IN GENERAL 

1.446–1 General rule for methods of account-
ing. 

1.446–2 Method of accounting for interest. 
1.446–3 Notional principal contracts. 
1.446–4 Hedging transactions. 
1.446–5 Debt issuance costs. 
1.446–6 REMIC inducement fees. 
1.448–1 Limitation on the use of the cash re-

ceipts and disbursements method of ac-
counting. 

1.448–1T Limitation on the use of the cash 
receipts and disbursements method of ac-
counting (temporary). 

1.448–2 Nonaccrual of certain amounts by 
service providers. 

TAXABLE YEAR FOR WHICH ITEMS OF GROSS 
INCOME INCLUDED 

1.451–1 General rule for taxable year of in-
clusion. 

1.451–2 Constructive receipt of income. 
1.451–4 Accounting for redemption of trad-

ing stamps and coupons. 
1.451–5 Advance payments for goods and 

long-term contracts. 
1.451–6 Election to include crop insurance 

proceeds in gross income in the taxable 

year following the taxable year of de-
struction or damage. 

1.451–7 Election relating to livestock sold 
on account of drought. 

1.453–1—1.453–2 [Reserved] 
1.453–3 Purchaser evidences of indebtedness 

payable on demand or readily tradable. 
1.453–4 Sale of real property involving de-

ferred periodic payments. 
1.453–5 Sale of real property treated on in-

stallment method. 
1.453–6 Deferred payment sale of real prop-

erty not on installment method. 
1.453–7—1.453–8 [Reserved] 
1.453–9 Gain or loss on disposition of install-

ment obligations. 
1.453–10 Effective date. 
1.453–11 Installment obligations received 

from a liquidating corporation. 
1.453–12 Allocation of unrecaptured section 

1250 gain reported on the installment 
method. 

1.453A–0 Table of contents. 
1.453A–1 Installment method of reporting 

income by dealers on personal property. 
1.453A–2 Treatment of revolving credit 

plans; taxable years beginning on or be-
fore December 31, 1986. 

1.453A–3 Requirements for adoption of or 
change to installment method by dealers 
in personal property. 

1.454–1 Obligations issued at discount. 
1.455–1 Treatment of prepaid subscription 

income. 
1.455–2 Scope of election under section 455. 
1.455–3 Method of allocation. 
1.455–4 Cessation of taxpayer’s liability. 
1.455–5 Definitions and other rules. 
1.455–6 Time and manner of making elec-

tion. 
1.456–1 Treatment of prepaid dues income. 
1.456–2 Scope of election under section 456. 
1.456–3 Method of allocation. 
1.456–4 Cessation of liability or existence. 
1.456–5 Definitions and other rules. 
1.456–6 Time and manner of making elec-

tion. 
1.456–7 Transitional rule. 
1.457–1 General overviews of section 457. 
1.457–2 Definitions. 
1.457–3 General introduction to eligible 

plans. 
1.457–4 Annual deferrals, deferral limita-

tions, and deferral agreements under eli-
gible plans. 

1.457–5 Individual limitation for combined 
annual deferrals under multiple eligible 
plans. 

1.457–6 Timing of distributions under eligi-
ble plans. 

1.457–7 Taxation of Distribution Under Eli-
gible Plans. 

1.457–8 Funding rules for eligible plans. 
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26 CFR Ch. I (4–1–13 Edition) Pt. 1 

1.457–9 Effect on eligible plans when not ad-
ministered in accordance with eligibility 
requirements. 

1.457–10 Miscellaneous provisions. 
1.457–11 Tax treatment of participants if 

plan is not an eligible plan. 
1.457–12 Effective dates. 
1.458–1 Exclusion for certain returned maga-

zines, paperbacks, or records. 
1.458–2 Manner of and time for making elec-

tion. 
1.460–0 Outline of regulations under section 

460. 
1.460–1 Long-term contracts. 
1.460–2 Long-term manufacturing contracts. 
1.460–3 Long-term construction contracts. 
1.460–4 Methods of accounting for long-term 

contracts. 
1.460–5 Cost allocation rules. 
1.460–6 Look-back method. 

TAXABLE YEAR FOR WHICH DEDUCTIONS TAKEN 

1.461–0 Table of contents. 
1.461–1 General rule for taxable year of de-

duction. 
1.461–2 Contested liabilities. 
1.461–3 Prepaid interest. [Reserved] 
1.461–4 Economic performance. 
1.461–5 Recurring item exception. 
1.461–6 Economic performance when certain 

liabilities are assigned or are extin-
guished by the establishment of a fund. 

1.465–1T Aggregation of certain activities 
(temporary). 

1.465–8 General rules; interest other than 
that of a creditor. 

1.465–20 Treatment of amounts borrowed 
from certain persons and amounts pro-
tected against loss. 

1.465–27 Qualified nonrecourse financing. 
1.466–1 Method of accounting for the re-

demption cost of qualified discount cou-
pons. 

1.466–2 Special protective election for cer-
tain taxpayers. 

1.466–3 Manner of and time for making elec-
tion under section 466. 

1.466–4 Manner of and time for making elec-
tion under section 373(c) of the Revenue 
Act of 1978. 

1.467–0 Table of contents. 
1.467–1 Treatment of lessors and lessees gen-

erally. 
1.467–2 Rent accrual for section 467 rental 

agreements without adequate interest. 
1.467–3 Disqualified leasebacks and long- 

term agreements. 
1.467–4 Section 467 loan. 
1.467–5 Section 467 rental agreements with 

variable interest. 
1.467–6 Section 467 rental agreements with 

contingent payments. [Reserved] 
1.467–7 Section 467 recapture and other rules 

relating to dispositions and modifica-
tions. 

1.467–8 Automatic consent to change to con-
stant rental accrual for certain rental 
agreements. 

1.467–9 Effective dates and automatic meth-
od changes for certain agreements. 

1.468A–0 Nuclear decommissioning costs; 
table of contents. 

1.468A–1 Nuclear decommissioning costs; 
general rules. 

1.468A–2 Treatment of electing taxpayer. 
1.468A–3 Ruling amount. 
1.468A–4 Treatment of nuclear decommis-

sioning fund. 
1.468A–5 Nuclear decommissioning fund 

qualification requirements; prohibitions 
against self-dealing; disqualification of 
nuclear decommissioning fund; termi-
nation of fund upon substantial comple-
tion of decommissioning. 

1.468A–6 Disposition of an interest in a nu-
clear power plant. 

1.468A–7 Manner of and time for making 
election. 

1.468A–8 Special transfers to qualified funds 
pursuant to section 468A(f). 

1.468A–9 Effective/applicability date. 
1.468B Designated settlement funds. 
1.468B–0 Table of contents. 
1.468B–1 Qualified settlement funds. 
1.468B–2 Taxation of qualified settlement 

funds and related administrative require-
ments. 

1.468B–3 Rules applicable to the transferor. 
1.468B–4 Taxability of distributions to 

claimants. 
1.468B–5 Effective dates and transition rules 

applicable to qualified settlement funds. 
1.468B–6 Escrow accounts, trusts, and other 

funds used during deferred exchanges of 
like-kind property under section 
1031(a)(3). 

1.468B–7 Pre-closing escrows. 
1.468B–8 Contingent-at-closing escrows. [Re-

served] 
1.468B–9 Disputed ownership funds. 
1.469–0 Table of contents. 
1.469–1 General rules. 
1.469–1T General rules (temporary). 
1.469–2 Passive activity loss. 
1.469–2T Passive activity loss (temporary). 
1.469–3 Passive activity credit. 
1.469–3T Passive activity credit (tem-

porary). 
1.469–4 Definition of activity. 
1.469–4T Definition of activity (temporary). 
1.469–5 Material participation. 
1.469–5T Material participation (tem-

porary). 
1.469–6 Treatment of losses upon certain 

dispositions. [Reserved] 
1.469–7 Treatment of self-charged items of 

interest income and deduction. 
1.469–8 Application of section 469 to trust, 

estates, and their beneficiaries. [Re-
served] 

1.469–9 Rules for certain rental real estate 
activities. 
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1.469–10 Application of section 469 to pub-
licly traded partnerships. 

1.469–11 Effective date and transition rules. 

INVENTORIES 

1.471–1 Need for inventories. 
1.471–2 Valuation of inventories. 
1.471–3 Inventories at cost. 
1.471–4 Inventories at cost or market, 

whichever is lower. 
1.471–5 Inventories by dealers in securities. 
1.471–6 Inventories of livestock raisers and 

other farmers. 
1.471–7 Inventories of miners and manufac-

turers. 
1.471–8 Inventories of retail merchants. 
1.471–9 Inventories of acquiring corpora-

tions. 
1.471–10 Applicability of long-term contract 

methods. 
1.471–11 Inventories of manufacturers. 
1.472–1 Last-in, first-out inventories. 
1.472–2 Requirements incident to adoption 

and use of LIFO inventory method. 
1.472–3 Time and manner of making elec-

tion. 
1.472–4 Adjustments to be made by tax-

payer. 
1.472–5 Revocation of election. 
1.472–6 Change from LIFO inventory meth-

od. 
1.472–7 Inventories of acquiring corpora-

tions. 
1.472–8 Dollar-value method of pricing LIFO 

inventories. 
1.475–0 Table of contents. 
1.475(a)–1—1.475(a)–2 [Reserved] 
1.475(a)–3 Acquisition by a dealer of a secu-

rity with a substituted basis. 
1.475(a)–4 Valuation safe harbor. 
1.475(a)–4T Valuation safe harbor (tem-

porary). 
1.475(b)–1 Scope of exemptions from mark- 

to-market requirement. 
1.475(b)–2 Exemptions—identification re-

quirements. 
1.475(b)–3 [Reserved] 
1.475(b)–4 Exemptions—transitional issues. 
1.475(c)–1 Definitions—dealer in securities. 
1.475(c)–2 Definitions—security. 
1.475(d)–1 Character of gain or loss. 
1.475(g)–1 Effective dates. 

ADJUSTMENTS 

1.481–1 Adjustments in general. 
1.481–2 Limitation on tax. 
1.481–3 Adjustments attributable to pre-1954 

years where change was not initiated by 
taxpayer. 

1.481–4 Adjustments taken into account 
with consent. 

1.481–5 Effective dates. 
1.482–0 Outline of regulations under section 

482. 
1.482–1 Allocation of income and deductions 

among taxpayers. 

1.482–2 Determination of taxable income in 
specific situations. 

1.482–3 Methods to determine taxable in-
come in connection with a transfer of 
tangible property. 

1.482–4 Methods to determine taxable in-
come in connection with a transfer of in-
tangible property. 

1.482–5 Comparable profits method. 
1.482–6 Profit split method. 
1.482–7 Methods to determine taxable in-

come in connection with a cost sharing 
arrangement. 

1.482–7T Methods to determine taxable in-
come in connection with a cost sharing 
arrangement (temporary). 

1.482–8 Examples of the best method rule. 
1.482–9 Methods to determine taxable in-

come in connection with a controlled 
services transaction. 

1.483–1 Interest on certain deferred pay-
ments. 

1.483–2 Unstated interest. 
1.483–3 Test rate of interest applicable to a 

contract. 
1.483–4 Contingent payments. 

REGULATIONS APPLICABLE FOR TAXABLE 
YEARS BEGINNING ON OR BEFORE APRIL 21, 
1993 

1.482–1A Allocation of income and deduc-
tions among taxpayers. 

1.482–2A Determination of taxable income 
in specific situations. 

1.482–7A Methods to determine taxable in-
come in connection with a cost sharing 
arrangement. 

1.484–1.500 [Reserved] 

AUTHORITY: 26 U.S.C. 7805. 
Section 1.441–2T also issued under 26 U.S.C. 

441(f). 
Section 1.441–3T also issued under 26 U.S.C. 

441. 
Section 1.442–2T and 1.442–3T also issued 

under 26 U.S.C. 422, 706, and 1378. 
Section 1.444–0T through 1.444–3T and 
Section 1.444–4 is also issued under 26 

U.S.C. 444(g). 
Section 1.446–1 also issued under 26 U.S.C. 

446 and 461(h). 
Section 1.446–4 also issued under 26 U.S.C. 

1502. 
Section 1.446–6 also issued under 26 U.S.C. 

446 and 26 U.S.C. 860G. 
Section 1.451–5 also issued under 96 Stat. 

324, 493. 
Section 1.453–11 also issued under 26 U.S.C. 

453(j)(1) and (k). 
Section 1.453A–3 also issued under 26 U.S.C. 

453A. 
Section 1.458–1 also issued under 26 U.S.C. 

458. 
Section 1.460–1 also issued under 26 U.S.C. 

460(h). 
Section 1.460–2 also issued under 26 U.S.C. 

460(h). 
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Section 1.460–3 also issued under 26 U.S.C. 
460(h). 

Section 1.460–4 also issued under 26 U.S.C. 
460(h) and 1502. 

Section 1.460–5 also issued under 26 U.S.C. 
460(h). 

Section 1.460–6 also issued under 26 U.S.C. 
460(h). 

Section 1.461–1 also issued under 26 U.S.C. 
461(h). 

Section 1.461–2 also issued under 26 U.S.C. 
461(h). 

Section 1.461–4 also issued under 26 U.S.C. 
461(h). 

Section 1.461–4(d) also issued under 26 
U.S.C. 460 and 26 U.S.C. 461(h). 

Section 1.461–5 also issued under 26 U.S.C. 
461(h). 

Section 1.461–6 also issued under 26 U.S.C. 
461(h). 

Section 1.465–8 also issued under 26 U.S.C. 
465. 

Section 1.465–20 also issued under 26 U.S.C. 
465. 

Section 1.465–27 also issued under 26 U.S.C. 
465(b)(6)(B)(iii). 

Section 1.466–1 through 1.466–4 also issued 
under 26 U.S.C. 466. 

Section 1.467–1 is also issued under 26 
U.S.C. 467. 

Section 1.467–2 is also issued under 26 
U.S.C. 467. 

Section 1.467–3 is also issued under 26 
U.S.C. 467. 

Section 1.467–4 is also issued under 26 
U.S.C. 467. 

Section 1.467–5 is also issued under 26 
U.S.C. 467. 

Section 1.467–6 is also issued under 26 
U.S.C. 467. 

Section 1.467–7 is also issued under 26 
U.S.C. 467. 

Section 1.467–8 is also issued under 26 
U.S.C. 467. 

Section 1.467–9 is also issued under 26 
U.S.C. 467. 

Section 1.468A–5 also issued under 26 U.S.C. 
468A(e)(5). 

Section 1.468A–5T also issued under 26 
U.S.C. 468A(e)(5). 

Section 1.468B–1 also issued under 26 U.S.C. 
461(h) and 468B(g). 

Section 1.468B–2 also issued under 26 U.S.C. 
461(h) and 468B(g). 

Section 1.468B–3 also issued under 26 U.S.C. 
461(h) and 468B(g). 

Section 1.468B–4 also issued under 26 U.S.C. 
461(h) and 468B(g). 

Section 1.468B–5 also issued under 26 U.S.C. 
461(h) and 468B(g). 

Section 1.468B–7 also issued under 26 U.S.C. 
461(h) and 468B(g). 

Section 1.468B–9 also issued under 26 U.S.C. 
461(h) and 468B(g). 

Section 1.469–1 also issued under 26 U.S.C. 
469. 

Section 1.469–1T also issued under 26 U.S.C. 
469. 

Section 1.469–2 also issued under 26 U.S.C. 
469(l). 

Section 1.469–2T also issued under 26 U.S.C. 
469(l). 

Section 1.469–3 also issued under 26 U.S.C. 
469(l). 

Section 1.469–3T also issued under 26 U.S.C. 
469(l). 

Section 1.469–4 also issued under 26 U.S.C. 
469(l). 

Section 1.469–5 also issued under 26 U.S.C. 
469(l). 

Section 1.469–5T also issued under 26 U.S.C. 
469(l). 

Section 1.469–7 also issued under 26 U.S.C. 
469(l). 

Section 1.469–9 also issued under 26 U.S.C. 
469(c)(6), (h)(2), and (l)(1). 

Section 1.469–11 also issued under 26 U.S.C. 
469(l). 

Section 1.471 also issued under 26 U.S.C. 
471. 

Section 1.471–4 also issued under 26 U.S.C. 
263A. 

Section 1.471–5 also issued under 26 U.S.C. 
263A. 

Section 1.471–6 also issued under 26 U.S.C. 
471. 

Section 1.472–8 also issued under 26 U.S.C. 
472. 

Section 1.475(a)–3 also issued under 26 
U.S.C. 475(e). 

Section 1.475(a)–4 also issued under 26 
U.S.C. 475(g). 

Section 1.475(b)–1 also issued under 26 
U.S.C. 475(b)(4) and 26 U.S.C. 475(e). 

Section 1.475(b)–2 also issued under 26 
U.S.C. 475(b)(2) and 26 U.S.C. 475(e). 

Section 1.475(b)–4 also issued under 26 
U.S.C. 475(b)(2), 26 U.S.C. 475(e), and 26 U.S.C. 
6001. 

Section 1.475(c)–1 also issued under 26 
U.S.C. 475(e). 

Section 1.475(c)–2 also issued under 26 
U.S.C. 475(e) and 26 U.S.C. 860G(e). 

Section 1.475(d)–1 also issued under 26 
U.S.C. 475(e). 

Section 1.475(e)–1 also issued under 26 
U.S.C. 475(e). 

Section 1.481–1 also issued under 26 U.S.C. 
481. 

Section 1.481–2 also issued under 26 U.S.C. 
481. 

Section 1.481–3 also issued under 26 U.S.C. 
481. 

Section 1.481–4 also issued under 26 U.S.C. 
481. 

Section 1.481–5 also issued under 26 U.S.C. 
481. 

Section 1.482–1 also issued under 26 U.S.C. 
482 and 936. 

Section 1.482–2 also issued under 26 U.S.C. 
482. 

Section 1.482–3 also issued under 26 U.S.C. 
482. 
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Section 1.482–4 also issued under 26 U.S.C. 
482. 

Section 1.482–5 also issued under 26 U.S.C. 
482. 

Section 1.482–7 is also issued under 26 
U.S.C. 482. 

Section 1.482–7T also issued under 26 U.S.C. 
482. 

Section 1.482–9 also issued under 26 U.S.C. 
482. 

Section 1.482–2A also issued under 26 U.S.C. 
482. 

Section 1.482–7A also issued under 26 U.S.C. 
482. 

Section 1.482–9 also issued under 26 U.S.C. 
482. 

Section 1.483–1 through 1.483–3 also issued 
under 26 U.S.C. 483(f). 

Section 1.483–4 also issued under 26 U.S.C. 
483(f). 

DEFERRED COMPENSATION, ETC. 
(CONTINUED) 

ACCOUNTING PERIODS AND 
METHODS OF ACCOUNTING 

ACCOUNTING PERIODS 

§ 1.441–0 Table of contents. 
This section lists the captions con-

tained in §§ 1.441–1 through 1.441–4 as 
follows: 

§ 1.441–1 Period for computation of taxable 
income. 

(a) Computation of taxable income. 
(1) In general. 
(2) Length of taxable year. 
(b) General rules and definitions. 
(1) Taxable year. 
(1) Required taxable year. 
(i) In general. 
(ii) Exceptions. 
(A) 52–53-week taxable years. 
(B) Partnerships, S corporations, and PSCs. 
(C) Specified foreign corporations. 
(3) Annual accounting period. 
(4) Calendar year. 
(5) Fiscal year. 
(i) Definition. 
(ii) Recognition. 
(6) Grandfathered fiscal year. 
(7) Books. 
(8) Taxpayer. 
(c) Adoption of taxable year. 
(1) In general. 
(2) Approval required. 
(i) Taxpayers with required taxable years. 
(ii) Taxpayers without books. 
(d) Retention of taxable year. 
(e) Change of taxable year. 
(f) Obtaining approval of the Commissioner 

or making a section 444 election. 

§ 1.441–2 Election of taxable year consisting of 
52–53 weeks 

(a) In general. 
(1) Election. 
(2) Effect. 
(3) Eligible taxpayer. 
(4) Example. 
(b) Procedures to elect a 52–53-week taxable 

year. 
(1) Adoption of a 52–53-week taxable year. 
(i) In general. 
(ii) Filing requirement. 
(2) Change to (or from) a 52–53-week taxable 

year. 
(i) In general. 
(ii) Special rules for short period required to 

effect the change. 
(3) Examples. 
(c) Application of effective dates. 
(1) In general. 
(2) Examples. 
(3) Changes in tax rates. 
(4) Examples. 
(d) Computation of taxable income. 
(e) Treatment of taxable years ending with 

reference to the same calendar month. 
(1) Pass-through entities. 
(2) Personal service corporations and em-

ployee-owners. 
(3) Definitions. 
(i) Pass-through entity. 
(ii) Owner of a pass-through entity. 
(4) Examples. 
(5) Transition rule. 

§ 1.441–3 Taxable year of a personal service 
corporation 

(a) Taxable year. 
(1) Required taxable year. 
(2) Exceptions. 
(b) Adoption, change, or retention of taxable 

year. 
(1) Adoption of taxable year. 
(2) Change in taxable year. 
(3) Retention of taxable year. 
(4) Procedures for obtaining approval or 

making a section 444 election. 
(5) Examples. 
(c) Personal service corporation defined. 
(1) In general. 
(2) Testing period. 
(i) In general. 
(ii) New corporations. 
(3) Examples. 
(d) Performance of personal services. 
(1) Activities described in section 

448(d)(2)(A). 
(2) Activities not described in section 

448(d)(2)(A). 
(e) Principal activity. 
(1) General rule. 
(2) Compensation cost. 
(i) Amounts included. 
(ii) Amounts excluded. 
(3) Attribution of compensation cost to per-

sonal service activity. 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00019 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



10 

26 CFR Ch. I (4–1–13 Edition) § 1.441–1 

(i) Employees involved only in the perform-
ance of personal services. 

(ii) Employees involved only in activities 
that are not treated as the performance 
of personal services. 

(iii) Other employees. 
(A) Compensation cost attributable to per-

sonal service activity. 
(B) Compensation cost not attributable to 

personal service activity. 
(f) Services substantially performed by em-

ployee-owners. 
(1) General rule. 
(2) Compensation cost attributable to per-

sonal services. 
(3) Examples. 
(g) Employee-owner defined. 
(1) General rule. 
(2) Special rule for independent contractors 

who are owners. 
(h) Special rules for affiliated groups filing 

consolidated returns. 
(1) In general. 
(2) Examples. 

§ 1.441–4 Effective date 

[T.D. 8996, 67 FR 35012, May 17, 2002] 

§ 1.441–1 Period for computation of 
taxable income. 

(a) Computation of taxable income—(1) 
In general. Taxable income must be 
computed and a return must be made 
for a period known as the taxable year. 
For rules relating to methods of ac-
counting, the taxable year for which 
items of gross income are included and 
deductions are taken, inventories, and 
adjustments, see parts II and III (sec-
tion 446 and following), subchapter E, 
chapter 1 of the Internal Revenue Code, 
and the regulations thereunder. 

(2) Length of taxable year. Except as 
otherwise provided in the Internal Rev-
enue Code and the regulations there-
under (e.g., § 1.441–2 regarding 52–53- 
week taxable years), a taxable year 
may not cover a period of more than 12 
calendar months. 

(b) General rules and definitions. The 
general rules and definitions in this 
paragraph (b) apply for purposes of sec-
tions 441 and 442 and the regulations 
thereunder. 

(1) Taxable year. Taxable year means— 
(i) The period for which a return is 

made, if a return is made for a period 
of less than 12 months (short period). 
See section 443 and the regulations 
thereunder; 

(ii) Except as provided in paragraph 
(b)(1)(i) of this section, the taxpayer’s 

required taxable year (as defined in 
paragraph (b)(2) of this section), if ap-
plicable; 

(iii) Except as provided in paragraphs 
(b)(1)(i) and (ii) of this section, the tax-
payer’s annual accounting period (as 
defined in paragraph (b)(3) of this sec-
tion), if it is a calendar year or a fiscal 
year; or 

(iv) Except as provided in paragraphs 
(b)(1)(i) and (ii) of this section, the cal-
endar year, if the taxpayer keeps no 
books, does not have an annual ac-
counting period, or has an annual ac-
counting period that does not qualify 
as a fiscal year. 

(2) Required taxable year—(i) In gen-
eral. Certain taxpayers must use the 
particular taxable year that is required 
under the Internal Revenue Code and 
the regulations thereunder (the re-
quired taxable year). For example, the 
required taxable year is— 

(A) In the case of a foreign sales cor-
poration or domestic international 
sales corporation, the taxable year de-
termined under section 441(h) and 
§ 1.921–1T(a)(11), (b)(4), and (b)(6); 

(B) In the case of a personal service 
corporation (PSC), the taxable year de-
termined under section 441(i) and 
§ 1.441–3; 

(C) In the case of a nuclear decom-
missioning fund, the taxable year de-
termined under § 1.468A–4(c)(1); 

(D) In the case of a designated settle-
ment fund or a qualified settlement 
fund, the taxable year determined 
under § 1.468B–2(j); 

(E) In the case of a common trust 
fund, the taxable year determined 
under section 584(i); 

(F) In the case of certain trusts, the 
taxable year determined under section 
644; 

(G) In the case of a partnership, the 
taxable year determined under section 
706 and § 1.706–1; 

(H) In the case of an insurance com-
pany, the taxable year determined 
under section 843 and § 1.1502–76(a)(2); 

(I) In the case of a real estate invest-
ment trust, the taxable year deter-
mined under section 859; 

(J) In the case of a real estate mort-
gage investment conduit, the taxable 
year determined under section 
860D(a)(5) and § 1.860D–1(b)(6); 
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(K) In the case of a specified foreign 
corporation, the taxable year deter-
mined under section 898(c)(1)(A); 

(L) In the case of an S corporation, 
the taxable year determined under sec-
tion 1378 and § 1.1378–1; or 

(M) In the case of a member of an af-
filiated group that makes a consoli-
dated return, the taxable year deter-
mined under § 1.1502–76. 

(ii) Exceptions. Notwithstanding para-
graph (b)(2)(i) of this section, the fol-
lowing taxpayers may have a taxable 
year other than their required taxable 
year: 

(A) 52–53-week taxable years. Certain 
taxpayers may elect to use a 52–53- 
week taxable year that ends with ref-
erence to their required taxable year. 
See, for example, §§ 1.441–3 (PSCs), 
1.706–1 (partnerships), 1.1378–1 (S cor-
porations), and 1.1502–76(a)(1) (members 
of a consolidated group). 

(B) Partnerships, S corporations, and 
PSCs. A partnership, S corporation, or 
PSC may use a taxable year other than 
its required taxable year if the tax-
payer elects to use a taxable year other 
than its required taxable year under 
section 444, elects a 52–53-week taxable 
year that ends with reference to its re-
quired taxable year as provided in 
paragraph (b)(2)(ii)(A) of this section or 
to a taxable year elected under section 
444, or establishes a business purpose to 
the satisfaction of the Commissioner 
under section 442 (such as a grand-
fathered fiscal year). 

(C) Specified foreign corporations. A 
specified foreign corporation (as de-
fined in section 898(b)) may use a tax-
able year other than its required tax-
able year if it elects a 52–53-week tax-
able year that ends with reference to 
its required taxable year as provided in 
paragraph (b)(2)(ii)(A) of this section or 
makes a one-month deferral election 
under section 898(c)(1)(B). 

(3) Annual accounting period. Annual 
accounting period means the annual pe-
riod (calendar year or fiscal year) on 
the basis of which the taxpayer regu-
larly computes its income in keeping 
its books. 

(4) Calendar year. Calendar year 
means a period of 12 consecutive 
months ending on December 31. A tax-
payer who has not established a fiscal 

year must make its return on the basis 
of a calendar year. 

(5) Fiscal year—(i) Definition. Fiscal 
year means— 

(A) A period of 12 consecutive months 
ending on the last day of any month 
other than December; or 

(B) A 52–53-week taxable year, if such 
period has been elected by the tax-
payer. See § 1.441–2. 

(ii) Recognition. A fiscal year will be 
recognized only if the books of the tax-
payer are kept in accordance with such 
fiscal year. 

(6) Grandfathered fiscal year. Grand-
fathered fiscal year means a fiscal year 
(other than a year that resulted in a 
three month or less deferral of income) 
that a partnership or an S corporation 
received permission to use on or after 
July 1, 1974, by a letter ruling (i.e., not 
by automatic approval). 

(7) Books. Books include the tax-
payer’s regular books of account and 
such other records and data as may be 
necessary to support the entries on the 
taxpayer’s books and on the taxpayer’s 
return, as for example, a reconciliation 
of any difference between such books 
and the taxpayer’s return. Records that 
are sufficient to reflect income ade-
quately and clearly on the basis of an 
annual accounting period will be re-
garded as the keeping of books. See 
section 6001 and the regulations there-
under for rules relating to the keeping 
of books and records. 

(8) Taxpayer. Taxpayer has the same 
meaning as the term person as defined 
in section 7701(a)(1) (e.g., an individual, 
trust, estate, partnership, association, 
or corporation) rather than the mean-
ing of the term taxpayer as defined in 
section 7701(a)(14) (any person subject 
to tax). 

(c) Adoption of taxable year—(1) In 
general. Except as provided in para-
graph (c)(2) of this section, a new tax-
payer may adopt any taxable year that 
satisfies the requirements of section 
441 and the regulations thereunder 
without the approval of the Commis-
sioner. A taxable year of a new tax-
payer is adopted by filing its first Fed-
eral income tax return using that tax-
able year. The filing of an application 
for automatic extension of time to file 
a Federal income tax return (e.g., Form 
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7004, ‘‘Application for Automatic Ex-
tension of Time to File Corporation In-
come Tax Return’’), the filing of an ap-
plication for an employer identifica-
tion number (i.e., Form SS–4, ‘‘Appli-
cation for Employer Identification 
Number’’), or the payment of estimated 
taxes, for a particular taxable year do 
not constitute an adoption of that tax-
able year. 

(2) Approval required—(i) Taxpayers 
with required taxable years. A newly- 
formed partnership, S corporation, or 
PSC that wants to adopt a taxable year 
other than its required taxable year, a 
taxable year elected under section 444, 
or a 52–53-week taxable year that ends 
with reference to its required taxable 
year or a taxable year elected under 
section 444 must establish a business 
purpose and obtain the approval of the 
Commissioner under section 442. 

(ii) Taxpayers without books. A tax-
payer that must use a calendar year 
under section 441(g) and paragraph (f) 
of this section may not adopt a fiscal 
year without obtaining the approval of 
the Commissioner. 

(d) Retention of taxable year. In cer-
tain cases, a partnership, S corpora-
tion, electing S corporation, or PSC 
will be required to change its taxable 
year unless it obtains the approval of 
the Commissioner under section 442, or 
makes an election under section 444, to 
retain its current taxable year. For ex-
ample, a corporation using a June 30 
fiscal year that either becomes a PSC 
or elects to be an S corporation and, as 
a result, is required to use the calendar 
year under section 441(i) or 1378, respec-
tively, must obtain the approval of the 
Commissioner to retain its current fis-
cal year. Similarly, a partnership using 
a taxable year that corresponds to its 
required taxable year must obtain the 
approval of the Commissioner to retain 
such taxable year if its required tax-
able year changes as a result of a 
change in ownership. However, a part-
nership that previously established a 
business purpose to the satisfaction of 
the Commissioner to use a taxable year 
is not required to obtain the approval 
of the Commissioner if its required tax-
able year changes as a result of a 
change in ownership. 

(e) Change of taxable year. Once a tax-
payer has adopted a taxable year, such 

taxable year must be used in com-
puting taxable income and making re-
turns for all subsequent years unless 
the taxpayer obtains approval from the 
Commissioner to make a change or the 
taxpayer is otherwise authorized to 
change without the approval of the 
Commissioner under the Internal Rev-
enue Code (e.g., section 444 or 859) or 
the regulations thereunder. 

(f) Obtaining approval of the Commis-
sioner or making a section 444 election. 
See § 1.442–1(b) for procedures for ob-
taining approval of the Commissioner 
(automatically or otherwise) to adopt, 
change, or retain an annual accounting 
period. See §§ 1.444–1T and 1.444–2T for 
qualifications, and 1.444–3T for proce-
dures, for making an election under 
section 444. 

[T.D. 8996, 67 FR 35012, May 17, 2002] 

§ 1.441–2 Election of taxable year con-
sisting of 52–53 weeks. 

(a) In general—(1) Election. An eligible 
taxpayer may elect to compute its tax-
able income on the basis of a fiscal 
year that— 

(i) Varies from 52 to 53 weeks; 
(ii) Ends always on the same day of 

the week; and 
(iii) Ends always on— 
(A) Whatever date this same day of 

the week last occurs in a calendar 
month; or 

(B) Whatever date this same day of 
the week falls that is the nearest to 
the last day of the calendar month. 

(2) Effect. In the case of a taxable 
year described in paragraph 
(a)(1)(iii)(A) of this section, the year 
will always end within the month and 
may end on the last day of the month, 
or as many as six days before the end 
of the month. In the case of a taxable 
year described in paragraph 
(a)(1)(iii)(B) of this section, the year 
may end on the last day of the month, 
or as many as three days before or 
three days after the last day of the 
month. 

(3) Eligible taxpayer. A taxpayer is eli-
gible to elect a 52–53-week taxable year 
if such fiscal year would otherwise sat-
isfy the requirements of section 441 and 
the regulations thereunder. For exam-
ple, a taxpayer that is required to use 
a calendar year under § 1.441– 
1(b)(2)(i)(D) is not an eligible taxpayer. 
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(4) Example. The provisions of this 
paragraph (a) are illustrated by the fol-
lowing example: 

Example. If the taxpayer elects a taxable 
year ending always on the last Saturday in 
November, then for the year 2001, the taxable 
year would end on November 24, 2001. On the 
other hand, if the taxpayer had elected a tax-
able year ending always on the Saturday 
nearest to the end of November, then for the 
year 2001, the taxable year would end on De-
cember 1, 2001. 

(b) Procedures to elect a 52–53-week tax-
able year—(1) Adoption of a 52–53-week 
taxable year—(i) In general. A new eligi-
ble taxpayer elects a 52–53-week tax-
able year by adopting such year in ac-
cordance with § 1.441–1(c). A newly- 
formed partnership, S corporation or 
personal service corporation (PSC) 
may adopt a 52–53-week taxable year 
without the approval of the Commis-
sioner if such year ends with reference 
to either the taxpayer’s required tax-
able year (as defined in § 1.441–1(b)(2)) 
or the taxable year elected under sec-
tion 444. See §§ 1.441–3, 1.706–1, and 
1.1378–1. Similarly, a newly-formed 
specified foreign corporation (as de-
fined in section 898(b)) may adopt a 52– 
53-week taxable year if such year ends 
with reference to the taxpayer’s re-
quired taxable year, or, if the one- 
month deferral election under section 
898(c)(1)(B) is made, with reference to 
the month immediately preceding the 
required taxable year. See § 1.1502– 
76(a)(1) for special rules regarding sub-
sidiaries adopting 52–53-week taxable 
years. 

(ii) Filing requirement. A taxpayer 
adopting a 52–53-week taxable year 
must file with its Federal income tax 
return for its first taxable year a state-
ment containing the following infor-
mation— 

(A) The calendar month with ref-
erence to which the 52–53-week taxable 
year ends; 

(B) The day of the week on which the 
52–53-week taxable year always will 
end; and 

(C) Whether the 52–53-week taxable 
year will always end on the date on 
which that day of the week last occurs 
in the calendar month, or on the date 
on which that day of the week falls 
that is nearest to the last day of that 
calendar month. 

(2) Change to (or from) a 52–53-week 
taxable year—(i) In general. An election 
of a 52–53-week taxable year by an ex-
isting eligible taxpayer with an estab-
lished taxable year is treated as a 
change in annual accounting period 
that requires the approval of the Com-
missioner in accordance with § 1.442–1. 
Thus, a taxpayer must obtain approval 
to change from its current taxable year 
to a 52–53-week taxable year, even if 
such 52–53-week taxable year ends with 
reference to the same calendar month. 
Similarly, a taxpayer must obtain ap-
proval to change from a 52–53-week tax-
able year, or to change from one 52–53- 
week taxable year to another 52–53- 
week taxable year. However, a tax-
payer may obtain approval for 52–53- 
week taxable year changes automati-
cally to the extent provided in admin-
istrative procedures published by the 
Commissioner. See § 1.442–1(b) for pro-
cedures for obtaining such approval. 

(ii) Special rules for the short period re-
quired to effect the change. If a change 
to or from a 52–53-week taxable year re-
sults in a short period (within the 
meaning of § 1.443–1(a)) of 359 days or 
more, or six days or less, the tax com-
putation under § 1.443–1(b) does not 
apply. If the short period is 359 days or 
more, it is treated as a full taxable 
year. If the short period is six days or 
less, such short period is not a separate 
taxable year but instead is added to 
and deemed a part of the following tax-
able year. (In the case of a change to or 
from a 52–53-week taxable year not in-
volving a change of the month with ref-
erence to which the taxable year ends, 
the tax computation under § 1.443–1(b) 
does not apply because the short period 
will always be 359 days or more, or six 
days or less.) In the case of a short pe-
riod which is more than six days and 
less than 359 days, taxable income for 
the short period is placed on an annual 
basis for purposes of § 1.443–1(b) by mul-
tiplying such income by 365 and divid-
ing the result by the number of days in 
the short period. In such case, the tax 
for the short period is the same part of 
the tax computed on such income 
placed on an annual basis as the num-
ber of days in the short period is of 365 
days (unless § 1.443–1(b)(2), relating to 
the alternative tax computation, ap-
plies). For an adjustment in deduction 
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for personal exemption, see § 1.443– 
1(b)(1)(v). 

(3) Examples. The following examples 
illustrate paragraph (b)(2)(ii) of this 
section: 

Example 1. A taxpayer having a fiscal year 
ending April 30, obtains approval to change 
to a 52–53-week taxable year ending the last 
Saturday in April for taxable years begin-
ning after April 30, 2001. This change in-
volves a short period of 362 days, from May 
1, 2001, to April 27, 2002, inclusive. Because 
the change results in a short period of 359 
days or more, it is not placed on an annual 
basis and is treated as a full taxable year. 

Example 2. Assume the same conditions as 
Example 1, except that the taxpayer changes 
for taxable years beginning after April 30, 
2002, to a taxable year ending on the Thurs-
day nearest to April 30. This change results 
in a short period of two days, May 1 to May 
2, 2002. Because the short period is less than 
seven days, tax is not separately computed. 
This short period is added to and deemed 
part of the following 52–53-week taxable 
year, which would otherwise begin on May 3, 
2002, and end on May 1, 2003. 

(c) Application of effective dates—(1) In 
general. Except as provided in para-
graph (c)(3) of this section, for purposes 
of determining the effective date (e.g., 
of legislative, regulatory, or adminis-
trative changes) or the applicability of 
any provision of the internal revenue 
laws that is expressed in terms of tax-
able years beginning, including, or end-
ing with reference to the first or last 
day of a specified calendar month, a 52– 
53-week taxable year is deemed to 
begin on the first day of the calendar 
month nearest to the first day of the 
52–53-week taxable year, and is deemed 
to end or close on the last day of the 
calendar month nearest to the last day 
of the 52–53-week taxable year, as the 
case may be. Examples of provisions of 
this title, the applicability of which is 
expressed in terms referred to in the 
preceding sentence, include the provi-
sions relating to the time for filing re-
turns and other documents, paying tax, 
or performing other acts, and the pro-
visions of part II, subchapter B, chap-
ter 6 (section 1561 and following) relat-
ing to surtax exemptions of certain 
controlled corporations. 

(2) Examples. The provisions of para-
graph (c)(1) of this section may be il-
lustrated by the following examples: 

Example 1. Assume that an income tax pro-
vision is applicable to taxable years begin-
ning on or after January 1, 2001. For that 
purpose, a 52–53-week taxable year beginning 
on any day within the period December 26, 
2000, to January 4, 2001, inclusive, is treated 
as beginning on January 1, 2001. 

Example 2. Assume that an income tax pro-
vision requires that a return must be filed on 
or before the 15th day of the third month fol-
lowing the close of the taxable year. For 
that purpose, a 52–53-week taxable year end-
ing on any day during the period May 25 to 
June 3, inclusive, is treated as ending on 
May 31, the last day of the month ending 
nearest to the last day of the taxable year, 
and the return, therefore, must be made on 
or before August 15. 

Example 3. Assume that a revenue proce-
dure requires the performance of an act by 
the taxpayer within ‘‘the first 90 days of the 
taxable year,’’ by ‘‘the 75th day of the tax-
able year,’’ or, alternately, by ‘‘the last day 
of the taxable year.’’ The taxpayer employs 
a 52–53-week taxable year that ends always 
on the Saturday closest to the last day of 
December. These requirements are not ex-
pressed in terms of taxable years beginning, 
including, or ending with reference to the 
first or last day of a specified calendar 
month, and are accordingly outside the scope 
of the rule stated in § 1.441–2(c)(1). Accord-
ingly, the taxpayer must perform the re-
quired act by the 90th, 75th, or last day, re-
spectively, of its taxable year. 

Example 4. X, a corporation created on Jan-
uary 1, 2001, elects a 52–53-week taxable year 
ending on the Friday nearest the end of De-
cember. Thus, X’s first taxable year begins 
on Monday, January 1, 2001, and ends on Fri-
day, December 28, 2001; its next taxable year 
begins on Saturday, December 29, 2001, and 
ends on Friday, January 3, 2003; and its next 
taxable year begins on Saturday, January 4, 
2003, and ends on Friday, January 2, 2004. For 
purposes of applying the provisions of part 
II, subchapter B, chapter 6 of the Internal 
Revenue Code, X’s first taxable year is 
deemed to end on December 31, 2001; its next 
taxable year is deemed to begin on January 
1, 2002, and end on December 31, 2002, and its 
next taxable year is deemed to begin on Jan-
uary 1, 2003, and end on December 31, 2003. 
Accordingly, each such taxable year is treat-
ed as including one and only one December 
31st. 

(3) Changes in tax rates. If a change in 
the rate of tax is effective during a 52– 
53-week taxable year (other than on 
the first day of such year as deter-
mined under paragraph (c)(1) of this 
section), the tax for the 52–53-week tax-
able year must be computed in accord-
ance with section 15, relating to effect 
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of changes, and the regulations there-
under. For the purpose of the computa-
tion under section 15, the determina-
tion of the number of days in the pe-
riod before the change, and in the pe-
riod on and after the change, is to be 
made without regard to the provisions 
of paragraph (b)(1) of this paragraph. 

(4) Examples. The provisions of para-
graph (c)(3) of this section may be il-
lustrated by the following examples: 

Example 1. Assume a change in the rate of 
tax is effective for taxable years beginning 
after June 30, 2002. For a 52–53-week taxable 
year beginning on Friday, November 2, 2001, 
the tax must be computed on the basis of the 
old rates for the actual number of days from 
November 2, 2001, to June 30, 2002, inclusive, 
and on the basis of the new rates for the ac-
tual number of days from July 1, 2002, to 
Thursday, October 31, 2002, inclusive. 

Example 2. Assume a change in the rate of 
tax is effective for taxable years beginning 
after June 30, 2001. For this purpose, a 52–53- 
week taxable year beginning on any of the 
days from June 25 to July 4, inclusive, is 
treated as beginning on July 1. Therefore, no 
computation under section 15 will be re-
quired for such year because of the change in 
rate. 

(d) Computation of taxable income. The 
principles of section 451, relating to the 
taxable year for inclusion of items of 
gross income, and section 461, relating 
to the taxable year for taking deduc-
tions, generally are applicable to 52–53- 
week taxable years. Thus, except as 
otherwise provided, all items of income 
and deduction must be determined on 
the basis of a 52–53-week taxable year. 
However, a taxpayer may determine 
particular items as though the 52–53- 
week taxable year were a taxable year 
consisting of 12 calendar months, pro-
vided that practice is consistently fol-
lowed by the taxpayer and clearly re-
flects income. For example, an allow-
ance for depreciation or amortization 
may be determined on the basis of a 52– 
53-week taxable year, or as though the 
52–53-week taxable year is a taxable 
year consisting of 12 calendar months, 
provided the taxpayer consistently fol-
lows that practice with respect to all 
depreciable or amortizable items. 

(e) Treatment of taxable years ending 
with reference to the same calendar 
month—(1) Pass-through entities. If a 
pass-through entity (as defined in para-
graph (e)(3)(i) of this section) or an 

owner of a pass-through entity (as de-
fined in paragraph (e)(3)(ii) of this sec-
tion), or both, use a 52–53-week taxable 
year and the taxable year of the pass- 
through entity and the owner end with 
reference to the same calendar month, 
then, for purposes of determining the 
taxable year in which items of income, 
gain, loss, deductions, or credits from 
the pass-through entity are taken into 
account by the owner of the pass- 
through, the owner’s taxable year will 
be deemed to end on the last day of the 
pass-through’s taxable year. Thus, if 
the taxable year of a partnership and a 
partner end with reference to the same 
calendar month, then for purposes of 
determining the taxable year in which 
that partner takes into account items 
described in section 702 and items that 
are deductible by the partnership (in-
cluding items described in section 
707(c)) and includible in the income of 
that partner, that partner’s taxable 
year will be deemed to end on the last 
day of the partnership’s taxable year. 
Similarly, if the taxable year of an S 
corporation and a shareholder end with 
reference to the same calendar month, 
then for purposes of determining the 
taxable year in which that shareholder 
takes into account items described in 
section 1366(a) and items that are de-
ductible by the S corporation and in-
cludible in the income of that share-
holder, that shareholder’s taxable year 
will be deemed to end on the last day of 
the S corporation’s taxable year. 

(2) Personal service corporations and 
employee-owners. If the taxable year of 
a PSC (within the meaning of § 1.441– 
3(c)) and an employee-owner (within 
the meaning of § 1.441–3(g)) end with 
reference to the same calendar month, 
then for purposes of determining the 
taxable year in which an employee- 
owner takes into account items that 
are deductible by the PSC and includ-
ible in the income of the employee- 
owner, the employee-owner’s taxable 
year will be deemed to end on the last 
day of the PSC’s taxable year. 

(3) Definitions—(i) Pass-through entity. 
For purposes of this section, a pass- 
through entity means a partnership, S 
corporation, trust, estate, closely-held 
real estate investment trust (within 
the meaning of section 6655(e)(5)(B)), 
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common trust fund (within the mean-
ing of section 584(i)), controlled foreign 
corporation (within the meaning of sec-
tion 957), foreign personal holding com-
pany (within the meaning of section 
552), or passive foreign investment 
company that is a qualified electing 
fund (within the meaning of section 
1295). 

(ii) Owner of a pass-through entity. 
For purposes of this section, an owner 
of a pass-through entity generally 
means a taxpayer that owns an inter-
est in, or stock of, a pass-through enti-
ty. For example, an owner of a pass- 
through entity includes a partner in a 
partnership, a shareholder of an S cor-
poration, a beneficiary of a trust or an 
estate, an owner of a closely-held real 
estate investment trust (within the 
meaning of section 6655(e)(5)(A)), a par-
ticipant in a common trust fund, a U.S. 
shareholder (as defined in section 
951(b)) of a controlled foreign corpora-
tion, a U.S. shareholder (as defined in 
section 551(a)) of a foreign personal 
holding company, or a U.S. person that 
holds stock in a passive foreign invest-
ment company that is a qualified elect-
ing fund with respect to that share-
holder. 

(4) Examples. The provisions of para-
graph (e)(2) of this section may be il-
lustrated by the following examples: 

Example 1. ABC Partnership uses a 52–53- 
week taxable year that ends on the Wednes-
day nearest to December 31, and its partners, 
A, B, and C, are individual calendar year tax-
payers. Assume that, for ABC’s taxable year 
ending January 3, 2001, each partner’s dis-
tributive share of ABC’s taxable income is 
$10,000. Under section 706(a) and paragraph 
(e)(1) of this section, for the taxable year 
ending December 31, 2000, A, B, and C each 
must include $10,000 in income with respect 
to the ABC year ending January 3, 2001. 
Similarly, if ABC makes a guaranteed pay-
ment to A on January 2, 2001, A must include 
the payment in income for A’s taxable year 
ending December 31, 2000. 

Example 2. X, a PSC, uses a 52–53-week tax-
able year that ends on the Wednesday near-
est to December 31, and all of the employee- 
owners of X are individual calendar year tax-
payers. Assume that, for its taxable year 
ending January 3, 2001, X pays a bonus of 
$10,000 to each employee-owner on January 2, 
2001. Under paragraph (e)(2) of this section, 
each employee-owner must include its bonus 
in income for the taxable year ending De-
cember 31, 2000. 

(5) Transition rule. In the case of an 
owner of a pass-through entity (other 
than the owner of a partnership or S 
corporation) that is required by this 
paragraph (e) to include in income for 
its first taxable year ending on or after 
May 17, 2002 amounts attributable to 
two taxable years of a pass-through en-
tity, the amount that otherwise would 
be required to be included in income 
for such first taxable year by reason of 
this paragraph (e) should be included in 
income ratably over the four-taxable- 
year period beginning with such first 
taxable year under principles similar 
to § 1.702–3T, unless the owner of the 
pass-through entity elects to include 
all such income in its first taxable year 
ending on or after May 17, 2002. 

[T.D. 8996, 67 FR 35012, May 17, 2002] 

§ 1.441–3 Taxable year of a personal 
service corporation. 

(a) Taxable year—(1) Required taxable 
year. Except as provided in paragraph 
(a)(2) of this section, the taxable year 
of a personal service corporation (PSC) 
(as defined in paragraph (c) of this sec-
tion) must be the calendar year. 

(2) Exceptions. A PSC may have a tax-
able year other than its required tax-
able year (i.e., a fiscal year) if it makes 
an election under section 444, elects to 
use a 52–53-week taxable year that ends 
with reference to the calendar year or 
a taxable year elected under section 
444, or establishes a business purpose 
for such fiscal year and obtains the ap-
proval of the Commissioner under sec-
tion 442. 

(b) Adoption, change, or retention of 
taxable year—(1) Adoption of taxable 
year. A PSC may adopt, in accordance 
with § 1.441–1(c), the calendar year, a 
taxable year elected under section 444, 
or a 52–53-week taxable year ending 
with reference to the calendar year or 
a taxable year elected under section 444 
without the approval of the Commis-
sioner. See § 1.441–1. A PSC that wants 
to adopt any other taxable year must 
establish a business purpose and obtain 
the approval of the Commissioner 
under section 442. 

(2) Change in taxable year. A PSC that 
wants to change its taxable year must 
obtain the approval of the Commis-
sioner under section 442 or make an 
election under section 444. However, a 
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PSC may obtain automatic approval 
for certain changes, including a change 
to the calendar year or to a 52–53-week 
taxable year ending with reference to 
the calendar year, pursuant to admin-
istrative procedures published by the 
Commissioner. 

(3) Retention of taxable year. In cer-
tain cases, a PSC will be required to 
change its taxable year unless it ob-
tains the approval of the Commissioner 
under section 442, or makes an election 
under section 444, to retain its current 
taxable year. For example, a corpora-
tion using a June 30 fiscal year that be-
comes a PSC and, as a result, is re-
quired to use the calendar year must 
obtain the approval of the Commis-
sioner to retain its current fiscal year. 

(4) Procedures for obtaining approval or 
making a section 444 election. See § 1.442– 
1(b) for procedures to obtain the ap-
proval of the Commissioner (automati-
cally or otherwise) to adopt, change, or 
retain a taxable year. See §§ 1.444–1T 
and 1.444–2T for qualifications, and 
1.444–3T for procedures, for making an 
election under section 444. 

(5) Examples. The provisions of para-
graph (b)(4) of this section may be il-
lustrated by the following examples: 

Example 1. X, whose taxable year ends on 
January 31, 2001, becomes a PSC for its tax-
able year beginning February 1, 2001, and 
does not obtain the approval of the Commis-
sioner for using a fiscal year. Thus, for tax-
able years ending before February 1, 2001, 
this section does not apply with respect to X. 
For its taxable year beginning on February 
1, 2001, however, X will be required to comply 
with paragraph (a) of this section. Thus, un-
less X obtains approval of the Commissioner 
to use a January 31 taxable year, or makes a 
section 444 election, X will be required to 
change its taxable year to the calendar year 
under paragraph (b) of this section by using 
a short taxable year that begins on February 
1, 2001, and ends on December 31, 2001. Under 
paragraph (b)(1) of this section, X may ob-
tain automatic approval to change its tax-
able year to a calendar year. See § 1.442–1(b). 

Example 2. Assume the same facts as in Ex-
ample 1, except that X desires to change to a 
52–53-week taxable year ending with ref-
erence to the month of December. Under 
paragraph (b)(1) of this section X may obtain 
automatic approval to make the change. See 
§ 1.442–1(b). 

(c) Personal service corporation de-
fined—(1) In general. For purposes of 

this section and section 442, a taxpayer 
is a PSC for a taxable year only if— 

(i) The taxpayer is a C corporation 
(as defined in section 1361(a)(2)) for the 
taxable year; 

(ii) The principal activity of the tax-
payer during the testing period is the 
performance of personal services; 

(iii) During the testing period, those 
services are substantially performed by 
employee-owners (as defined in para-
graph (g) of this section); and 

(iv) Employee-owners own (as deter-
mined under the attribution rules of 
section 318, except that the language 
‘‘any’’ applies instead of ‘‘50 percent’’ 
in section 318(a)(2)(C)) more than 10 
percent of the fair market value of the 
outstanding stock in the taxpayer on 
the last day of the testing period. 

(2) Testing period—(i) In general. Ex-
cept as otherwise provided in para-
graph (c)(2)(ii) of this section, the test-
ing period for any taxable year is the 
immediately preceding taxable year. 

(ii) New corporations. The testing pe-
riod for a taxpayer’s first taxable year 
is the period beginning on the first day 
of that taxable year and ending on the 
earlier of— 

(A) The last day of that taxable year; 
or 

(B) The last day of the calendar year 
in which that taxable year begins. 

(3) Examples. The provisions of para-
graph (c)(2)(ii) of this section may be 
illustrated by the following examples: 

Example 1. Corporation A’s first taxable 
year begins on June 1, 2001, and A desires to 
use a September 30 taxable year. However, if 
A is a personal service corporation, it must 
obtain the Commissioner’s approval to use a 
September 30 taxable year. Pursuant to para-
graph (c)(2)(ii) of this section, A’s testing pe-
riod for its first taxable year beginning June 
1, 2001, is the period June 1, 2001 through Sep-
tember 30, 2001. Thus, if, based upon such 
testing period, A is a personal service cor-
poration, A must obtain the Commissioner’s 
permission to use a September 30 taxable 
year. 

Example 2. The facts are the same as in Ex-
ample 1, except that A desires to use a March 
31 taxable year. Pursuant to paragraph 
(c)(2)(ii) of this section, A’s testing period for 
its first taxable year beginning June 1, 2001, 
is the period June 1, 2001, through December 
31, 2001. Thus, if, based upon such testing pe-
riod, A is a personal service corporation, A 
must obtain the Commissioner’s permission 
to use a March 31 taxable year. 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00027 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



18 

26 CFR Ch. I (4–1–13 Edition) § 1.441–3 

(d) Performance of personal services— 
(1) Activities described in section 
448(d)(2)(A). For purposes of this sec-
tion, any activity of the taxpayer de-
scribed in section 448(d)(2)(A) or the 
regulations thereunder will be treated 
as the performance of personal serv-
ices. Therefore, any activity of the tax-
payer that involves the performance of 
services in the fields of health, law, en-
gineering, architecture, accounting, 
actuarial science, performing arts, or 
consulting (as such fields are defined in 
§ 1.448–1T) will be treated as the per-
formance of personal services for pur-
poses of this section. 

(2) Activities not described in section 
448(d)(2)(A). For purposes of this sec-
tion, any activity of the taxpayer not 
described in section 448(d)(2)(A) or the 
regulations thereunder will not be 
treated as the performance of personal 
services. 

(e) Principal activity—(1) General rule. 
For purposes of this section, the prin-
cipal activity of a corporation for any 
testing period will be the performance 
of personal services if the cost of the 
corporation’s compensation (the com-
pensation cost) for such testing period 
that is attributable to its activities 
that are treated as the performance of 
personal services within the meaning 
of paragraph (d) of this section (i.e., 
the total compensation for personal 
service activities) exceeds 50 percent of 
the corporation’s total compensation 
cost for such testing period. 

(2) Compensation cost—(i) Amounts in-
cluded. For purposes of this section, the 
compensation cost of a corporation for 
a taxable year is equal to the sum of 
the following amounts allowable as a 
deduction, allocated to a long-term 
contract, or otherwise chargeable to a 
capital account by the corporation dur-
ing such taxable year— 

(A) Wages and salaries; and 
(B) Any other amounts, attributable 

to services performed for or on behalf 
of the corporation by a person who is 
an employee of the corporation (includ-
ing an owner of the corporation who is 
treated as an employee under para-
graph (g)(2) of this section) during the 
testing period. Such amounts include, 
but are not limited to, amounts attrib-
utable to deferred compensation, com-
missions, bonuses, compensation in-

cludible in income under section 83, 
compensation for services based on a 
percentage of profits, and the cost of 
providing fringe benefits that are in-
cludible in income. 

(ii) Amounts excluded. Notwith-
standing paragraph (e)(2)(i) of this sec-
tion, compensation cost does not in-
clude amounts attributable to a plan 
qualified under section 401(a) or 403(a), 
or to a simplified employee pension 
plan defined in section 408(k). 

(3) Attribution of compensation cost to 
personal service activity—(i) Employees 
involved only in the performance of per-
sonal services. The compensation cost 
for employees involved only in the per-
formance of activities that are treated 
as personal services under paragraph 
(d) of this section, or employees in-
volved only in supporting the work of 
such employees, are considered to be 
attributable to the corporation’s per-
sonal service activity. 

(ii) Employees involved only in activi-
ties that are not treated as the perform-
ance of personal services. The compensa-
tion cost for employees involved only 
in the performance of activities that 
are not treated as personal services 
under paragraph (d) of this section, or 
for employees involved only in sup-
porting the work of such employees, 
are not considered to be attributable to 
the corporation’s personal service ac-
tivity. 

(iii) Other employees. The compensa-
tion cost for any employee who is not 
described in either paragraph (e)(3)(i) 
or (ii) of this section (a mixed-activity 
employee) is allocated as follows— 

(A) Compensation cost attributable to 
personal service activity. That portion of 
the compensation cost for a mixed ac-
tivity employee that is attributable to 
the corporation’s personal service ac-
tivity equals the compensation cost for 
that employee multiplied by the per-
centage of the total time worked for 
the corporation by that employee dur-
ing the year that is attributable to ac-
tivities of the corporation that are 
treated as the performance of personal 
services under paragraph (d) of this 
section. That percentage is to be deter-
mined by the taxpayer in any reason-
able and consistent manner. Time logs 
are not required unless maintained for 
other purposes; 
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(B) Compensation cost not attributable 
to personal service activity. That portion 
of the compensation cost for a mixed 
activity employee that is not consid-
ered to be attributable to the corpora-
tion’s personal service activity is the 
compensation cost for that employee 
less the amount determined in para-
graph (e)(3)(iii)(A) of this section. 

(f) Services substantially performed by 
employee-owners—(1) General rule. Per-
sonal services are substantially per-
formed during the testing period by 
employee-owners of the corporation if 
more than 20 percent of the corpora-
tion’s compensation cost for that pe-
riod attributable to its activities that 
are treated as the performance of per-
sonal services within the meaning of 
paragraph (d) of this section (i.e., the 
total compensation for personal service 
activities) is attributable to personal 
services performed by employee-own-
ers. 

(2) Compensation cost attributable to 
personal services. For purposes of para-
graph (f)(1) of this section— 

(i) The corporation’s compensation 
cost attributable to its activities that 
are treated as the performance of per-
sonal services is determined under 
paragraph (e)(3) of this section; and 

(ii) The portion of the amount deter-
mined under paragraph (f)(2)(i) of this 
section that is attributable to personal 
services performed by employee-owners 
is to be determined by the taxpayer in 
any reasonable and consistent manner. 

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

Example 1. For its taxable year beginning 
February 1, 2001, Corp A’s testing period is 
the taxable year ending January 31, 2000. 
During that testing period, A’s only activity 
was the performance of personal services. 
The total compensation cost of A (including 
compensation cost attributable to employee- 
owners) for the testing period was $1,000,000. 
The total compensation cost attributable to 
employee-owners of A for the testing period 
was $210,000. Pursuant to paragraph (f)(1) of 
this section, the employee-owners of A sub-
stantially performed the personal services of 
A during the testing period because the com-
pensation cost of A’s employee-owners was 
more than 20 percent of the total compensa-
tion cost for all of A’s employees (including 
employee-owners). 

Example 2. Corp B has the same facts as 
corporation A in Example 1, except that dur-

ing the taxable year ending January 31, 2001, 
B also participated in an activity that would 
not be characterized as the performance of 
personal services under this section. The 
total compensation cost of B (including com-
pensation cost attributable to employee- 
owners) for the testing period was $1,500,000 
($1,000,000 attributable to B’s personal serv-
ice activity and $500,000 attributable to B’s 
other activity). The total compensation cost 
attributable to employee-owners of B for the 
testing period was $250,000 ($210,000 attrib-
utable to B’s personal service activity and 
$40,000 attributable to B’s other activity). 
Pursuant to paragraph (f)(1) of this section, 
the employee-owners of B substantially per-
formed the personal services of B during the 
testing period because more than 20 percent 
of B’s compensation cost during the testing 
period attributable to its personal service 
activities was attributable to personal serv-
ices performed by employee-owners 
($210,000). 

(g) Employee-owner defined—(1) Gen-
eral rule. For purposes of this section, a 
person is an employee-owner of a cor-
poration for a testing period if— 

(i) The person is an employee of the 
corporation on any day of the testing 
period; and 

(ii) The person owns any outstanding 
stock of the corporation on any day of 
the testing period. 

(2) Special rule for independent contrac-
tors who are owners. Any person who is 
an owner of the corporation within the 
meaning of paragraph (g)(1)(ii) of this 
section and who performs personal 
services for, or on behalf of, the cor-
poration is treated as an employee for 
purposes of this section, even if the 
legal form of that person’s relationship 
to the corporation is such that the per-
son would be considered an inde-
pendent contractor for other purposes. 

(h) Special rules for affiliated groups 
filing consolidated returns—(1) In gen-
eral. For purposes of applying this sec-
tion to the members of an affiliated 
group of corporations filing a consoli-
dated return for the taxable year— 

(i) The members of the affiliated 
group are treated as a single corpora-
tion; 

(ii) The employees of the members of 
the affiliated group are treated as em-
ployees of such single corporation; and 

(iii) All of the stock of the members 
of the affiliated group that is not 
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owned by any other member of the af-
filiated group is treated as the out-
standing stock of that corporation. 

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

Example 1. The affiliated group AB, con-
sisting of corporation A and its wholly 
owned subsidiary B, filed a consolidated Fed-
eral income tax return for the taxable year 
ending January 31, 2001, and AB is attempt-
ing to determine whether it is affected by 
this section for its taxable year beginning 
February 1, 2001. During the testing period 
(i.e., the taxable year ending January 31, 
2001), A did not perform personal services. 
However, B’s only activity was the perform-
ance of personal services. On the last day of 
the testing period, employees of A did not 
own any stock in A. However, some of B’s 
employees own stock in A. In the aggregate, 
B’s employees own 9 percent of A’s stock on 
the last day of the testing period. Pursuant 
to paragraph (h)(1) of this section, this sec-
tion is effectively applied on a consolidated 
basis to members of an affiliated group filing 
a consolidated Federal income tax return. 
Because the only employee-owners of AB are 
the employees of B, and because B’s employ-
ees do not own more than 10 percent of AB 
on the last day of the testing period, AB is 
not a PSC subject to the provisions of this 
section. Thus, AB is not required to deter-
mine on a consolidated basis whether, during 
the testing period, its principal activity is 
the providing of personal services, or the per-
sonal services are substantially performed by 
employee-owners. 

Example 2. The facts are the same as in Ex-
ample 1, except that on the last day of the 
testing period A owns only 80 percent of B. 
The remaining 20 percent of B is owned by 
employees of B. The fair market value of A, 
including its 80 percent interest in B, as of 
the last day of the testing period, is 
$1,000,000. In addition, the fair market value 
of the 20 percent interest in B owned by B’s 
employees is $50,000 as of the last day of the 
testing period. Pursuant to paragraphs 
(c)(1)(iv) and (h)(1) of this section, AB must 
determine whether the employee-owners of A 
and B (i.e., B’s employees) own more than 10 
percent of the fair market value of A and B 
as of the last day of the testing period. Be-
cause the $140,000 [($1,000,000×.09)+$50,000] fair 
market value of the stock held by B’s em-
ployees is greater than 10 percent of the ag-
gregate fair market value of A and B as of 
the last day of the testing period, or $105,000 
[$1,000,000+$50,000×.10], AB may be subject to 
this section if, on a consolidated basis during 
the testing period, the principal activity of 
AB is the performance of personal services 

and the personal services are substantially 
performed by employee-owners. 

[T.D. 8996, 67 FR 35012, May 17, 2002] 

§ 1.441–4 Effective date. 

Sections 1.441–0 through 1.441–3 are 
applicable for taxable years ending on 
or after May 17, 2002. 

[T.D. 8996, 67 FR 35012, May 17, 2002] 

§ 1.442–1 Change of annual accounting 
period. 

(a) Approval of the Commissioner. A 
taxpayer that has adopted an annual 
accounting period (as defined in § 1.441– 
1(b)(3)) as its taxable year generally 
must continue to use that annual ac-
counting period in computing its tax-
able income and for making its Federal 
income tax returns. If the taxpayer 
wants to change its annual accounting 
period and use a new taxable year, it 
must obtain the approval of the Com-
missioner, unless it is otherwise au-
thorized to change without the ap-
proval of the Commissioner under ei-
ther the Internal Revenue Code (e.g., 
section 444 and section 859) or the regu-
lations thereunder (e.g., paragraph (c) 
of this section). In addition, as de-
scribed in § 1.441–1(c) and (d), a partner-
ship, S corporation, electing S corpora-
tion, or personal service corporation 
(PSC) generally is required to secure 
the approval of the Commissioner to 
adopt or retain an annual accounting 
period other than its required taxable 
year. The manner of obtaining ap-
proval from the Commissioner to 
adopt, change, or retain an annual ac-
counting period is provided in para-
graph (b) of this section. However, spe-
cial rules for obtaining approval may 
be provided in other sections. 

(b) Obtaining approval—(1) Time and 
manner for requesting approval. In order 
to secure the approval of the Commis-
sioner to adopt, change, or retain an 
annual accounting period, a taxpayer 
must file an application, generally on 
Form 1128, ‘‘Application To Adopt, 
Change, or Retain a Tax Year,’’ with 
the Commissioner within such time 
and in such manner as is provided in 
administrative procedures published by 
the Commissioner. 

(2) General requirements for approval. 
An adoption, change, or retention in 
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annual accounting period will be ap-
proved where the taxpayer establishes 
a business purpose for the requested 
annual accounting period and agrees to 
the Commissioner’s prescribed terms, 
conditions, and adjustments for effect-
ing the adoption, change, or retention. 
In determining whether a taxpayer has 
established a business purpose and 
which terms, conditions, and adjust-
ments will be required, consideration 
will be given to all the facts and cir-
cumstances relating to the adoption, 
change, or retention, including the tax 
consequences resulting therefrom. Gen-
erally, the requirement of a business 
purpose will be satisfied, and adjust-
ments to neutralize any tax con-
sequences will not be required, if the 
requested annual accounting period co-
incides with the taxpayer’s required 
taxable year (as defined in § 1.441– 
1(b)(2)), ownership taxable year, or nat-
ural business year. In the case of a 
partnership, S corporation, electing S 
corporation, or PSC, deferral of income 
to partners, shareholders, or employee- 
owners will not be treated as a business 
purpose. 

(3) Administrative procedures. The 
Commissioner will prescribe adminis-
trative procedures under which a tax-
payer may be permitted to adopt, 
change, or retain an annual accounting 
period. These administrative proce-
dures will describe the business pur-
pose requirements (including an owner-
ship taxable year and a natural busi-
ness year) and the terms, conditions, 
and adjustments necessary to obtain 
approval. Such terms, conditions, and 
adjustments may include adjustments 
necessary to neutralize the tax effects 
of a substantial distortion of income 
that would otherwise result from the 
requested annual accounting period in-
cluding: a deferral of a substantial por-
tion of the taxpayer’s income, or shift-
ing of a substantial portion of deduc-
tions, from one taxable year to an-
other; a similar deferral or shifting in 
the case of any other person, such as a 
beneficiary in an estate; the creation of 
a short period in which there is a sub-
stantial net operating loss, capital 
loss, or credit (including a general 
business credit); or the creation of a 
short period in which there is a sub-
stantial amount of income to offset an 

expiring net operating loss, capital 
loss, or credit. See, for example, Rev. 
Proc. 2002–39, 2002–22 I.R.B., procedures 
for obtaining the Commissioner’s prior 
approval of an adoption, change, or re-
tention in annual accounting period 
through application to the national of-
fice; Rev. Proc. 2002–37, 2002–22 I.R.B., 
automatic approval procedures for cer-
tain corporations; Rev. Proc. 2002–38, 
2002–22 I.R.B., automatic approval pro-
cedures for partnerships, S corpora-
tions, electing S corporations, and 
PSCs; and Rev. Proc. 66–50, 1966–2 C.B. 
1260, automatic approval procedures for 
individuals. For availability of Rev-
enue Procedures and Notices, see 
§ 601.601(d)(2) of this chapter. 

(4) Taxpayers to whom section 441(g) 
applies. If section 441(g) and § 1.441– 
1(b)(1)(iv) apply to a taxpayer, the 
adoption of a fiscal year is treated as a 
change in the taxpayer’s annual ac-
counting period under section 442. 
Therefore, that fiscal year can become 
the taxpayer’s taxable year only with 
the approval of the Commissioner. In 
addition to any other terms and condi-
tions that may apply to such a change, 
the taxpayer must establish and main-
tain books that adequately and clearly 
reflect income for the short period in-
volved in the change and for the fiscal 
year proposed. 

(c) Special rule for change of annual 
accounting period by subsidiary corpora-
tion. A subsidiary corporation that is 
required to change its annual account-
ing period under § 1.1502–76, relating to 
the taxable year of members of an af-
filiated group that file a consolidated 
return, does not need to obtain the ap-
proval of the Commissioner or file an 
application on Form 1128 with respect 
to that change. 

(d) Special rule for newly married cou-
ples. (1) A newly married husband or 
wife may obtain automatic approval 
under this paragraph (d) to change his 
or her annual accounting period in 
order to use the annual accounting pe-
riod of the other spouse so that a joint 
return may be filed for the first or sec-
ond taxable year of that spouse ending 
after the date of marriage. Such auto-
matic approval will be granted only if 
the newly married husband or wife 
adopting the annual accounting period 
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of the other spouse files a Federal in-
come tax return for the short period re-
quired by that change on or before the 
15th day of the 4th month following the 
close of the short period. See section 
443 and the regulations thereunder. If 
the due date for any such short-period 
return occurs before the date of mar-
riage, the first taxable year of the 
other spouse ending after the date of 
marriage cannot be adopted under this 
paragraph (d). The short-period return 
must contain a statement at the top of 
page one of the return that it is filed 
under the authority of this paragraph 
(d). The newly married husband or wife 
need not file Form 1128 with respect to 
a change described in this paragraph 
(d). For a change of annual accounting 
period by a husband or wife that does 
not qualify under this paragraph (d), 
see paragraph (b) of this section. 

(2) The provisions of this paragraph 
(d) may be illustrated by the following 
example: 

Example. H & W marry on September 25, 
2001. H is on a fiscal year ending June 30, and 
W is on a calendar year. H wishes to change 
to a calendar year in order to file joint re-
turns with W. W’s first taxable year after 
marriage ends on December 31, 2001. H may 
not change to a calendar year for 2001 since, 
under this paragraph (d), he would have had 
to file a return for the short period from 
July 1 to December 31, 2000, by April 16, 2001. 
Since the date of marriage occurred subse-
quent to this due date, the return could not 
be filed under this paragraph (d). Therefore, 
H cannot change to a calendar year for 2001. 
However, H may change to a calendar year 
for 2002 by filing a return under this para-
graph (d) by April 15, 2002, for the short pe-
riod from July 1 to December 31, 2001. If H 
files such a return, H and W may file a joint 
return for calendar year 2002 (which is W’s 
second taxable year ending after the date of 
marriage). 

(e) Effective date. The rules of this 
section are applicable for taxable years 
ending on or after May 17, 2002. 

[T.D. 8996, 67 FR 35019, May 17, 2002] 

§ 1.443–1 Returns for periods of less 
than 12 months. 

(a) Returns for short period. A return 
for a short period, that is, for a taxable 
year consisting of a period of less than 
12 months, shall be made under any of 
the following circumstances: 

(1) Change of annual accounting pe-
riod. In the case of a change in the an-
nual accounting period of a taxpayer, a 
separate return must be filed for the 
short period of less than 12 months be-
ginning with the day following the 
close of the old taxable year and ending 
with the day preceding the first day of 
the new taxable year. However, such a 
return is not required for a short pe-
riod of six days or less, or 359 days or 
more, resulting from a change from or 
to a 52–53-week taxable year. See sec-
tion 441(f) and § 1.441–2. The computa-
tion of the tax for a short period re-
quired to effect a change of annual ac-
counting period is described in para-
graph (b) of this section. In general, a 
return for a short period resulting from 
a change of annual accounting period 
shall be filed and the tax paid within 
the time prescribed for filing a return 
for a taxday of the short period. For 
rules applicable to a subsidiary cor-
poration which becomes a member of 
an affiliated group which files a con-
solidated return, see § 1.1502–76. 

(2) Taxpayer not in existence for entire 
taxable year. If a taxpayer is not in ex-
istence for the entire taxable year, a 
return is required for the short period 
during which the taxpayer was in exist-
ence. For example, a corporation orga-
nized on August 1 and adopting the cal-
endar year as its annual accounting pe-
riod is required to file a return for the 
short period from August 1 to Decem-
ber 31, and returns for each calendar 
year thereafter. Similarly, a dissolving 
corporation which files its returns for 
the calendar year is required to file a 
return for the short period from Janu-
ary 1 to the date it goes out of exist-
ence. Income for the short period is not 
required to be annualized if the tax-
payer is not in existence for the entire 
taxable year, and, in the case of a tax-
payer other than a corporation, the de-
duction under section 151 for personal 
exemptions (or deductions in lieu 
thereof) need not be reduced under sec-
tion 443(c). In general, the require-
ments with respect to the filing of re-
turns and the payment of tax for a 
short period where the taxpayer has 
not been in existence for the entire 
taxable year are the same as for the fil-
ing of a return and the payment of tax 
for a taxable year of 12 months ending 
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on the last day of the short period. Al-
though the return of a decedent is a re-
turn for the short period beginning 
with the first day of his last taxable 
year and ending with the date of his 
death, the filing of a return and the 
payment of tax for a decedent may be 
made as though the decedent had lived 
throughout his last taxable year. 

(b) Computation of tax for short period 
on change of annual accounting period— 
(1) General rule. (i) If a return is made 
for a short period resulting from a 
change of annual accounting period, 
the taxable income for the short period 
shall be placed on an annual basis by 
multiplying such income by 12 and di-
viding the result by the number of 
months in the short period. Unless sec-
tion 443(b)(2) and subparagraph (2) of 
this paragraph apply, the tax for the 
short period shall be the same part of 
the tax computed on the annual basis 
as the number of months in the short 
period is of 12 months. 

(ii) If a return is made for a short pe-
riod of more than 6 days, but less than 
359 days, resulting from a change from 
or to a 52–53-week taxable year, the 
taxable income for the short period 
shall be annualized and the tax com-
puted on a daily basis, as provided in 
section 441(f)(2)(B)(iii) and § 1.441– 
2(b)(2)(ii). 

(iii) For method of computation of 
income for a short period in the case of 
a subsidiary corporation required to 
change its annual accounting period to 
conform to that of its parent, see 
§ 1.1502–76(b). 

(iv) An individual taxpayer making a 
return for a short period resulting from 
a change of annual accounting period is 
not allowed to take the standard de-
duction provided in section 141 in com-
puting his taxable income for the short 
period. See section 142(b)(3). 

(v) In computing the taxable income 
of a taxpayer other than a corporation 
for a short period (which income is to 
be annualized in order to determine the 
tax under section 443(b)(1)) the personal 
exemptions allowed individuals under 
section 151 (and any deductions allowed 
other taxpayers in lieu thereof, such as 
the deduction under section 642(b)) 
shall be reduced to an amount which 
bears the same ratio to the full amount 
of the exemptions as the number of 

months in the short period bears to 12. 
In the case of the taxable income for a 
short period resulting from a change 
from or to a 52–53-week taxable year to 
which section 441(f)(2)(B)(iii) applies, 
the computation required by the pre-
ceding sentence shall be made on a 
daily basis, that is, the deduction for 
personal exemptions (or any deduction 
in lieu thereof) shall be reduced to an 
amount which bears the same ratio to 
the full deduction as the number of 
days in the short period bears to 365. 

(vi) If the amount of a credit against 
the tax (for example, the credits allow-
able under section 34 (for dividends re-
ceived on or before December 31, 1964), 
and 35 (for partially tax-exempt inter-
est)) is dependent upon the amount of 
any item of income or deduction, such 
credit shall be computed upon the 
amount of the item annualized sepa-
rately in accordance with the foregoing 
rules. The credit so computed shall be 
treated as a credit against the tax com-
puted on the basis of the annualized 
taxable income. In any case in which a 
limitation on the amount of a credit is 
based upon taxable income, taxable in-
come shall mean the taxable income 
computed on the annualized basis. 

(vii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. A taxpayer with one dependent 
who has been granted permission under sec-
tion 442 to change his annual accounting pe-
riod files a return for the short period of 10 
months ending October 31, 1956. He has in-
come and deductions as follows: 

Income 
Interest income .............. .............. ................ $10,000.00 
Partially tax-exempt in-

terest with respect to 
which a credit is allow-
able under section 35 .............. ................ 500.00 

Dividends to which sec-
tions 34 and 116 are 
applicable ................... .............. ................ 750.00 

11,250.00 
Deductions 

Real estate taxes ........... .............. ................ 200.00 
2 personal exemptions at 

$600 on an annual 
basis ........................... .............. ................ 1,200.00 

The tax for the 10-month 
period is computed as 
follows: 

Total income as above .. .............. ................ 11,250.00 
Less: 

Exclusion for dividends 
received .................. .............. $50.00 

2 personal exemptions 
($1,200×10⁄12) .......... .............. 1,000.00 
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Real estate taxes ....... .............. 200.00 
———— 1,250.00 

Taxable income for 
10-month period 
before annualizing .............. ................ 10,000.00 

Taxable income 
annualized 
(10,000×12⁄10) ............. .............. ................ 12,000.00 

Tax on $12,000 before 
credits ......................... .............. ................ 3,400.00 

Deduct credits: 
Dividends received for 

10-month period ...... $750.00 
Less: Excluded portion 50.00 

Included in gross in-
come ....................... 700.00 

Dividend income 
annualized 
($700×12⁄10) ............. 840.00 

Credit (4 percent of 
$840) ....................... .............. 33.60 

Partially tax-exempt in-
terest included in 
gross income for 10- 
month period ........... 500.00 

Partially tax-exempt in-
terest (annualized) 
($500×12⁄10) ............. 600.00 

Credit (3 percent of 
$600) ....................... .............. 18.00 

———— 51.60 

Tax on $12,000 
(after credits) ....... .............. ................ 3,348.40 

Tax for 10-month period 
($3,348.40×10⁄12) ........ .............. ................ 2,790.33 

Example 2. The X Corporation makes a re-
turn for the one-month period ending Sep-
tember 30, 1956, because of a change in an-
nual accounting period permitted under sec-
tion 442. Income and expenses for the short 
period are as follows: 
Gross operating income ........................................ $126,000 
Business expenses ................................................ 130,000 

Net loss from operations ....................................... (4,000) 
Dividends received from taxable domestic cor-

porations ............................................................. 30,000 

Gross income for short period before 
annualizing .................................................. 26,000 

Dividends received deduction (85 percent of 
$30,000, but not in excess of 85 percent of 
$26,000) ............................................................. 22,100 

Taxable income for short period before 
annualizing .................................................. 3,900 

Taxable income annualized ($8,900×12) .............. 46,800 

Tax on annual basis: 
$46,800 at 52 percent ................ $24,336 
Less surtax exemption ............... 5,500 

———— $18,836 

Tax for 1-month period ($18,836×1⁄12) .................. 1,570 

Example 3. The Y Corporation makes a re- 
turn for the six-month period ending June 30, 
1957, because of a change in annual account-
ing period permitted under section 442. In-
come for the short period is as follows: 

Taxable income exclusive of net long-term capital 
gain ..................................................................... $40,000 

Net long-term capital gain ..................................... 10,000 

Taxable income for short period before 
annualizing .................................................. 50,000 

Taxable income annualized ($50,000×12⁄6) ........... 100,000 

Regular tax computation 

Taxable income annualized ................................... 100,000 
Tax on annual basis: 

$100,000 at 52 percent .............. $52,000 
Less surtax exemption ............... 5,500 

46,500 
Tax for 6-month period ($46,500×6⁄12) .................. 23,250 

Alternative tax computation 

Taxable income annualized ................................... 100,000 
Less annualized capital gain ($10,000×12⁄6) ......... 20,000 

Annualized taxable income subject to partial 
tax ............................................................... 80,000 

Partial tax on annual basis 

$60,000 at 52 percent ....................... $41,600 
Less surtax exemption ....................... 5,500 

———— 36,100 
25 percent of annualized capital gain ($20,000) ... 5,000 

Alternative tax on annual basis ...................... 41,100 
Alternative tax for 6-month period ($41,100×6⁄12) 20,550 

Since the alternative tax of $20,550 is less 
than the tax computed in the regular man-
ner ($23,250), the corporation’s tax for the 6- 
month short period is $20,550. 

(2) Exception: computation based on 12- 
month period. (i) A taxpayer whose tax 
would otherwise be computed under 
section 443(b)(1) (or section 
441(f)(2)(B)(iii) in the case of certain 
changes from or to a 52–53-week tax-
able year) for the short period result-
ing from a change of annual accounting 
period may apply to the district direc-
tor to have his tax computed under the 
provisions of section 443(b)(2) and this 
subparagraph. If such application is 
made, as provided in subdivision (v) of 
this subparagraph, and if the taxpayer 
establishes the amount of his taxable 
income for the 12-month period de-
scribed in subdivision (ii) of this sub-
paragraph, then the tax for the short 
period shall be the greater of the fol-
lowing— 

(a) An amount which bears the same 
ratio to the tax computed on the tax-
able income which the taxpayer has es-
tablished for the 12-month period as 
the taxable income computed on the 
basis of the short period bears to the 
taxable income for such 12-month pe-
riod; or 
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(b) The tax computed on the taxable 
income for the short period without 
placing the taxable income on an an-
nual basis. 
However, if the tax computed under 
section 443(b)(2) and this subparagraph 
is not less than the tax for the short 
period computed under section 443(b)(1) 
(or section 441(f)(2)(B)(iii) in the case of 
certain changes from or to a 52–53-week 
taxable year), then section 443(b)(2) and 
this subparagraph do not apply. 

(ii) The term ‘‘12-month period’’ re-
ferred to in subdivision (i) of this sub-
paragraph means the 12-month period 
beginning on the first day of the short 
period. However, if the taxpayer is not 
in existence at the end of such 12- 
month period, or if the taxpayer is a 
corporation which has disposed of sub-
stantially all of its assets before the 
end of such 12-month period, the term 
‘‘12-month period’’ means the 12-month 
period ending at the close of the last 
day of the short period. For the pur-
poses of the preceding sentence, a cor-
poration which has ceased business and 
distributed so much of the assets used 
in its business that it cannot resume 
its customary operations with the re-
maining assets, will be considered to 
have disposed of substantially all of its 
assets. In the case of a change from a 
52–53-week taxable year, the term ‘‘12- 
month period’’ means the period of 52 
or 53 weeks (depending on the tax-
payer’s 52–53-week taxable year) begin-
ning on the first day of the short pe-
riod. 

(iii)(a) The taxable income for the 12- 
month period is computed under the 
same provisions of law as are applica-
ble to the short period and is computed 
as if the 12-month period were an ac-
tual annual accounting period of the 
taxpayer. All items which fall in such 
12-month period must be included even 
if they are extraordinary in amount or 
of an unusual nature. If the taxpayer is 
a member of a partnership, his taxable 
income for the 12-month period shall 
include his distributive share of part-
nership income for any taxable year of 
the partnership ending within or with 
such 12-month period, but no amount 
shall be included with respect to a tax-
able year of the partnership ending be-
fore or after such 12-month period. If 
any other item partially applicable to 

such 12-month period can be deter-
mined only at the end of a taxable year 
which includes only part of the 12- 
month period, the taxpayer, subject to 
review by the Commissioner, shall ap-
portion such item to the 12-month pe-
riod in such manner as will most clear-
ly reflect income for the 12-month pe-
riod. 

(b) In the case of a taxpayer per-
mitted or required to use inventories, 
the cost of goods sold during a part of 
the 12-month period included in a tax-
able year shall be considered, unless a 
more exact determination is available, 
as such part of the cost of goods sold 
during the entire taxable year as the 
gross receipts from sales for such part 
of the 12-month period is of the gross 
receipts from sales for the entire tax-
able year. For example, the 12-month 
period of a corporation engaged in the 
sale of merchandise, which has a short 
period from January 1, 1956, to Sep-
tember 30, 1956, is the calendar year 
1956. The three-month period, October 
1, 1956, to December 31, 1956, is part of 
the taxpayer’s taxable year ending Sep-
tember 30, 1957. The cost of goods sold 
during the three-month period, October 
1, 1956, to December 31, 1956, is such 
part of the cost of goods sold during 
the entire fiscal year ending September 
30, 1957, as the gross receipts from sales 
for such three-month period are of the 
gross receipts from sales for the entire 
fiscal year. 

(c) The Commissioner may, in grant-
ing permission to a taxpayer to change 
his annual accounting period, require, 
as a condition to permitting the 
change, that the taxpayer must take a 
closing inventory upon the last day of 
the 12-month period if he wishes to ob-
tain the benefits of section 443(b)(2). 
Such closing inventory will be used 
only for the purposes of section 
443(b)(2), and the taxpayer will not be 
required to use such inventory in com-
puting the taxable income for the tax-
able year in which such inventory is 
taken. 

(iv) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. The taxpayer in Example 1 
under paragraph (b)(1)(vii) of this section es-
tablishes his taxable income for the 12- 
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month period from January 1, 1956, to De-
cember 31, 1956. The taxpayer has a short pe-
riod of 10 months, from January 1, 1956, to 
October 31, 1956. The taxpayer files an appli-
cation in accordance with subdivision (v) of 
this subparagraph to compute his tax under 
section 443(b)(2). The taxpayer’s income and 
deductions for the 12-month period, as so es-
tablished, follow: 

Income 
Interest income ........................................................ $11,000 
Partially tax-exempt interest with respect to which 

a credit is allowable under section 35 ................. 600 
Dividends to which sections 34 and 116 are appli-

cable ..................................................................... 850 

12,450 

Deductions 

Real estate taxes ..................................................... 200 
2 personal exemptions at $600 ............................... 1,200 

Tax computation for short period under section 
443(b)(2)(A)(i) 

Total income as above ............................................ $12,450 
Less: 
Exclusion for dividends received ............... $50 
Personal exemptions ................................. 1,200 
Deduction for taxes .................................... 200 

1,450 

Taxable income for 12-month period ............ 11,000 

Tax before credits .................................................... 3,020 
Credit for partially tax-exempt interest (3 

percent of $600) ..................................... 18 
Credit for dividends received (4 percent of 

($850¥50)) ............................................ 32 

50 

Tax under section 443(b)(2)(A)(i) for 12-month pe-
riod ....................................................................... 2,970 

Taxable income for 10-month short period from 
Example 1 of paragraph (b)(1)(vii) of this section 
before annualizing ................................................ 10,000 

Tax for short period under section 443(b)(2)(A)(i) 
($2,970×$10,000 (taxable income for short pe-
riod)/$11,000 (taxable income for 12-month pe-
riod)) ..................................................................... 2,700 

Tax computation for short period under section 
443(b)(2)(A)(ii) 

Total income for 10-month short period .................. 11,250 
Less: 

Exclusion for dividends received ........ 50 
2 personal exemptions ....................... 1,200 
Real estate taxes ................................ 200 

1,450 

Taxable income for short period without 
annualizing and without proration of per-
sonal exemptions .......................................... 9,800 

Tax before credits .................................................... 2,572 
Less credits: 

Partially tax-exempt interest (3 per-
cent of $500) ................................... 15 

Dividends received (4 percent of 
($750¥50)) ..................................... 28 

43 

Tax for short period under section 
443(b)(2)(A)(ii) ............................................... 2,529 

The tax of $2,700 computed under section 
443(b)(2)(A)(i) is greater than the tax of 
$2,529, computed under section 
443(b)(2)(A)(ii), and is, therefore, the tax 
under section 443(b)(2). Since the tax of $2,700 
(computed under section 443(b)(2)) is less 
than the tax of $2,790.33 (computed under sec-
tion 443(b)(1)) on the annualized income of 
the short period (see Example 1 of paragraph 
(b)(1)(vii) of this section), the taxpayer’s tax 
for the 10-month short period is $2,700. 

Example 2. Assume the same facts as in Ex-
ample 1 of this subdivision, except that, dur-
ing the month of November 1956, the tax-
payer suffered a casualty loss of $5,000. The 
tax computation for the short period under 
section 443(b)(2) would be as follows: 

Tax computation for short period under section 
443(b)(2)(A)(i) 

Taxable income for 12-month period from Example 
1 ........................................................................... $11,000 

Less: Casualty loss .................................................. 5,000 

Taxable income for 12-month period ............ 6,000 

Tax before credits .................................. $1,360 
Credits from Example 1 ......................... 50 

Tax under section 443(b)(2)(A)(i) for 12- 
month period ...................................... 1,310 

Tax for short period ($1,310× $10,000/ 
$6,000) under section 443(b)(2)(A)(i) 2,183 

Tax computation for short period under 
section 443(b)(2)(A)(ii) 

Total income for the short period .......... 11,250 
Less: 

Exclusion for dividends received .... 50 
2 personal exemptions ................... 1,200 
Real estate taxes ............................ 200 

1,450 

Taxable income for short period without 
annualizing and without proration of per-
sonal exemptions .......................................... 9,800 

Tax before credits .................................................... 2,572 
Less credits: 

Partially tax-exempt interest (3 per-
cent of $500) ............................... 15 

Dividends received (4 percent of 
$750¥50)) .................................. 28 

43 

Tax for short period under section 443(b)(2)(A)(ii) 2,529 

The tax of $2,529, computed under section 
443(b)(2)(A)(ii) is greater than the tax of 
$2,183 computed under section 443(b)(2)- (A)(i) 
and is, therefore, the tax under section 
443(b)(2). Since this tax is less than the tax of 
$2,790.33, computed under section 443(b)(1) 
(see Example 1 of paragraph (b)(1)(vii) of this 
section), the taxpayer’s tax for the 10-month 
short period is $2,529. 

(v)(a) A taxpayer who wishes to com-
pute his tax for a short period resulting 
from a change of annual accounting pe-
riod under section 443(b)(2) must make 
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an application therefor. Except as pro-
vided in (b) of this subdivision, the tax-
payer shall first file his return for the 
short period and compute his tax under 
section 443(b)(1). The application for 
the benefits of section 443(b)(2) shall 
subsequently be made in the form of a 
claim for credit or refund. The claim 
shall set forth the computation of the 
taxable income and the tax thereon for 
the 12-month period and must be filed 
not later than the time (including ex-
tensions) prescribed for filing the re-
turn for the taxpayer’s first taxable 
year which ends on or after the day 
which is 12 months after the beginning 
of the short period. For example, as-
sume that a taxpayer changes his an-
nual accounting period from the cal-
endar year to a fiscal year ending Sep-
tember 30, and files a return for the 
short period from January 1, 1956, to 
September 30, 1956. His application for 
the benefits of section 443(b)(2) must be 
filed not later than the time prescribed 
for filing his return for his first taxable 
year which ends on or after the last 
day of December 1956, the twelfth 
month after the beginning of the short 
period. Thus, the taxpayer must file his 
application not later than the time 
prescribed for filing the return for his 
fiscal year ending September 30, 1957. If 
he obtains an extension of time for fil-
ing the return for such fiscal year, he 
may file his application during the pe-
riod of such extension. If the district 
director determines that the taxpayer 
has established the amount of his tax-
able income for the 12-month period, 
any excess of the tax paid for the short 
period over the tax computed under 
section 443(b)(2) will be credited or re-
funded to the taxpayer in the same 
manner as in the case of an overpay-
ment. 

(b) If at the time the return for the 
short period is filed, the taxpayer is 
able to determine that the 12-month 
period ending with the close of the 
short period (see section 443(b)(2)- 
(B)(ii) and subparagraph (2)(ii) of this 
paragraph) will be used in the com-
putations under section 443(b)(2), then 
the tax on the return for the short pe-
riod may be determined under the pro-
visions of section 443(b)(2). In such 
case, a return covering the 12-month 
period shall be attached to the return 

for the short period as a part thereof, 
and the return and attachment will 
then be considered as an application 
for the benefits of section 443(b)(2). 

(c) Adjustment in deduction for per-
sonal exemption. For adjustment in the 
deduction for personal exemptions in 
computing the tax for a short period 
resulting from a change of annual ac-
counting period under section 443(b)(1) 
(or under section 441(f)(2)(B)(iii) in the 
case of certain changes from or to a 52– 
53-week taxable year), see paragraph 
(b)(1)(v) of this section. 

(d) Adjustments in exclusion of com-
puting minimum tax for tax preferences. 
(1) If a return is made for a short pe-
riod on account of any of the reasons 
specified in subsection (a) of section 
443, the $30,000 amount specified in sec-
tion 56 (relating to minimum tax for 
tax preferences), modified as provided 
by section 58 and the regulations there-
under, shall be reduced to the amount 
which bears the same ratio to such 
specified amount as the number of days 
in the short period bears to 365. 

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

Example. A taxpayer who is an unmarried 
individual has been granted permission 
under section 442 to change his annual ac-
counting period files a return for the short 
period of 4 months ending April 30, 1970. The 
$30,000 amount specified in section 56 is re-
duced as follows: 

(120/365)×$30,000=$9,835.89. 

(e) Cross references. For inapplica-
bility of section 443(b) and paragraph 
(b) of this section in computing— 

(1) Accumulated earnings tax, see 
section 536 and the regulations there-
under; 

(2) Personal holding company tax, see 
section 546 and the regulations there-
under; 

(3) Undistributed foreign personal 
holding company income, see section 
557 and the regulations thereunder; 

(4) The taxable income of a regulated 
investment company, see section 
852(b)(2)(E) and the regulations there-
under; and 

(5) The taxable income of a real es-
tate investment trust, see section 
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857(b)(2)(C) and the regulations there-
under. 

[T.D. 6500, 25 FR 11705, Nov. 26, 1960, as 
amended by T.D. 6598, 27 FR 4093, Apr. 28, 
1962; T.D. 6777, 29 FR 17808, Dec. 16, 1964; T.D. 
7244, 37 FR 28897, Dec. 30, 1972, T.D. 7564, 43 
FR 40494, Sept. 12, 1978; T.D. 7575, 43 FR 58816, 
Dec. 18, 1978; T.D. 7767, 465 FR 11265, Feb. 6, 
1981; T.D. 8996, 67 FR 35012, May 17, 2002] 

§ 1.444–0T Table of contents (tem-
porary). 

This section lists the captions that 
appear in the temporary regulations 
under section 444. 

§ 1.444–1T Election to use a taxable year other 
than the required taxable year (temporary). 

(a) General rules. 
(1) Year other than required year. 
(2) Effect of section 444 election. 
(i) In general. 
(ii) Duration of section 444 election. 
(3) Section 444 election not required for 

certain years. 
(4) Required taxable year. 
(5) Termination of section 444 election. 
(i) In general. 
(ii) Effective date of termination. 
(iii) Example. 
(iv) Special rule for entity that liquidates 

or is sold prior to making a section 444 elec-
tion, required return, or required payment. 

(6) Re-activating certain S elections. 
(i) Certain corporations electing S status 

that did not make a back-up calendar year 
request. 

(ii) Certain corporations that revoked their 
S status. 

(iii) Procedures for re-activating an S elec-
tion. 

(iv) Examples. 
(b) Limitation on taxable years that may 

be elected. 
(1) General rule. 
(2) Changes in taxable year. 
(i) In general. 
(ii) Special rule for certain existing cor-

porations electing S status. 
(iii) Deferral period of the taxable year 

that is being changed. 
(iv) Examples. 
(3) Special rule for entities retaining 1986 

taxable year. 
(4) Deferral period. 
(i) Retentions of taxable year. 
(ii) Adoptions of and changes in taxable 

year. 
(A) In general. 
(B) Special rule. 
(C) Examples. 
(5) Miscellaneous rules. 
(i) Special rule for determining the taxable 

year of a corporation electing S status. 

(ii) Special procedure for cases where an 
income tax return is superseded. 

(A) In general. 
(B) Procedure for superseding return. 
(iii) Anti-abuse rule. 
(iv) Special rules for partial months and 

52–53-week taxable years. 
(c) Effective date. 
(d) Examples. 
(1) Changes in taxable year. 
(2) Special rule for entities retaining their 

1986 taxable year. 

§ 1.444–2T Tiered structure (temporary). 

(a) General rule. 
(b) Definition of a member of a tiered 

structure. 
(1) In general. 
(2) Deferral entity. 
(i) In general. 
(ii) Grantor trusts. 
(3) Anti-abuse rule. 
(c) De minimis rules. 
(1) In general. 
(2) Downstream de minimis rule. 
(i) General rule. 
(ii) Definition of testing period. 
(iii) Definition of adjusted taxable income. 
(A) Partnership. 
(B) S corporation. 
(C) Personal service corporation. 
(iv) Special rules. 
(A) Pro-forma rule. 
(B) Reasonable estimates allowed. 
(C) Newly formed entities. 
(1) Newly formed deferral entities. 
(2) Newly formed partnership, S corpora-

tion, or personal service corporation desiring 
to make a section 444 election. 

(3) Upstream de minimis rule. 
(d) Date for determining the existence of a 

tiered structure. 
(1) General rule. 
(2) Special rule for taxable years beginning 

in 1987. 
(e) Same taxable year exception. 
(1) In general. 
(2) Definition of tiered structure. 
(i) General rule. 
(ii) Special flow-through rule for down-

stream controlled partnerships. 
(3) Determining the taxable year of a part-

nership or S corporation. 
(4) Special rule for 52–53-week taxable 

years. 
(5) Interaction with de minimis rules. 
(i) Downstream de minimis rule. 
(A) In general. 
(B) Special rule for members of a tiered 

structure directly owned by a downstream 
controlled partnership. 

(ii) Upstream de minimis rule. 
(f) Examples. 
(g) Effective date. 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00038 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



29 

Internal Revenue Service, Treasury § 1.444–1T 

§ 1.444–3T Manner and time of making section 
444 election (temporary). 

(a) In general. 
(b) Manner and time of making election. 
(1) General rule. 
(2) Special extension of time for making an 

election. 
(3) Corporation electing to be an S corpora-

tion. 
(i) In general. 
(ii) Examples. 
(4) Back-up section 444 election. 
(i) General rule. 
(ii) Procedures for making a back-up sec-

tion 444 election. 
(iii) Procedures for activating a back-up 

section 444 election. 
(A) Partnership and S corporations. 
(1) In general. 
(2) Special rule if Form 720 used to satisfy 

return requirement. 
(B) Personal service corporations. 
(iv) Examples. 
(c) Administrative relief. 
(1) Extension of time to file income tax re-

turns. 
(i) Automatic extension. 
(ii) Additional extensions. 
(iii) Examples. 
(2) No penalty for certain late payments. 
(i) In general. 
(ii) Example. 
(d) Effective date. 

[T.D. 8205, 53 FR 19693, May 27, 1988] 

§ 1.444–1T Election to use a taxable 
year other than the required tax-
able year (temporary). 

(a) General rules—(1) Year other than 
required year. Except as otherwise pro-
vided in this section and § 1.444–2T, a 
partnership, S corporation, or personal 
service corporation (as defined in 
§ 1.441–3(c)) may make or continue an 
election (a ‘‘section 444 election’’) to 
have a taxable year other than its re-
quired taxable year. See paragraph (b) 
of this section for limitations on the 
taxable year that may be elected. See 
§ 1.444–2T for rules that generally pro-
hibit a partnership, S corporation, or 
personal service corporation that is a 
member of a tiered structure from 
making or continuing a section 444 
election. See § 1.444–3T for rules ex-
plaining how and when to make a sec-
tion 444 election. 

(2) Effect of section 444 election—(i) In 
general. A partnership or S corporation 
that makes or continues a section 444 
election shall file returns and make 
payments as required by §§ 1.7519–1T 

and 1.7519–2T. A personal service cor-
poration that makes or continues a 
section 444 election is subject to the de-
duction limitation of § 1.280H–1T. 

(ii) Duration of section 444 election. A 
section 444 election shall remain in ef-
fect until the election is terminated 
pursuant to paragraph (a)(5) of this sec-
tion. 

(3) Section 444 election not required for 
certain years. A partnership, S corpora-
tion, or personal service corporation is 
not required to make a section 444 elec-
tion to use— 

(i) A taxable year for which such en-
tity establishes a business purpose to 
the satisfaction of the Commissioner 
(i.e., approved under section 4 or 6 of 
Rev. Proc. 87–32, 1987–28 I.R.B. 14, or 
any successor revenue ruling or rev-
enue procedure), or 

(ii) A taxable year that is a ‘‘grand-
fathered fiscal year,’’ within the mean-
ing of section 5.01(2) of Rev. Proc. 87–32 
or any successor revenue ruling or rev-
enue procedure. 
Although a partnership, S corporation 
or personal service corporation quali-
fies to use a taxable year described in 
paragraph (a)(3) (i) or (ii) of this sec-
tion, such entity may, if otherwise 
qualified, make a section 444 election 
to use a different taxable year. Thus, 
for example, assume that a personal 
service corporation that historically 
used a January 31 taxable year estab-
lished to the satisfaction of the Com-
missioner, under section 6 of Rev. Proc. 
87–32, a business purpose to use a Sep-
tember 30 taxable year for its taxable 
year beginning February 1, 1987. Pursu-
ant to this paragraph (a)(3), such per-
sonal service corporation may use a 
September 30 taxable year without 
making a section 444 election. How-
ever, the corporation may, if otherwise 
qualified, make a section 444 election 
to use a year ending other than Sep-
tember 30 for its taxable year begin-
ning February 1, 1987. 

(4) Required taxable year. For purposes 
of this section, the term ‘‘required tax-
able year’’ means the taxable year de-
termined under section 706(b), 1378, or 
441(i) without taking into account any 
taxable year which is allowable ei-
ther— 

(i) By reason of business purpose (i.e., 
approved under section 4 or 6 of Rev. 
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Proc. 87–32 or any successor revenue 
ruling or procedure), or 

(ii) As a ‘‘grandfathered fiscal year’’ 
within the meaning of section 5.01(2) of 
Rev. Proc. 87–32, or any successor rev-
enue ruling or procedure. 

(5) Termination of section 444 election— 
(i) In general. A section 444 election is 
terminated when— 

(A) A partnership, S corporation, or 
personal service corporation changes to 
its required taxable year; or 

(B) A partnership, S corporation, or 
personal service corporation liquidates 
(including a deemed liquidation of a 
partnership under § 1.708–1 (b)(1)(iv)); or 

(C) A partnership, S corporation, or 
personal service corporation willfully 
fails to comply with the requirements 
of section 7519 or 280H, whichever is ap-
plicable; or 

(D) A partnership, S corporation, or 
personal service corporation becomes a 
member of a tiered structure (within 
the meaning of § 1.444–2T), unless it is a 
partnership or S corporation that 
meets the same taxable year exception 
under § 1.444–2T (e); or 

(E) An S corporation’s S election is 
terminated; or 

(F) A personal service corporation 
ceases to be a personal service corpora-
tion. 

However, if a personal service corpora-
tion, that has a section 444 election in 
effect, elects to be an S corporation, 
the S corporation may continue the 
section 444 election of the personal 
service corporation. Similarly, if an S 
corporation that has a section 444 elec-
tion in effect terminates its S election 
and immediately becomes a personal 
service corporation, the personal serv-
ice corporation may continue the sec-
tion 444 election of the S corporation. 
If a section 444 election is terminated 
under this paragraph (a)(5), the part-
nership, S corporation, or personal 
service corporation may not make an-
other section 444 election for any tax-
able year. 

(ii) Effective date of termination. A ter-
mination of a section 444 election shall 
be effective— 

(A) In the case of a change to the re-
quired year, on the first day of the 
short year caused by the change; 

(B) In the case of a liquidating enti-
ty, on the date the liquidation is com-
pleted for tax purposes; 

(C) In the case of willful failure to 
comply, on the first day of the taxable 
year (determined as if a section 444 
election had never been made) deter-
mined in the discretion of the District 
Director; 

(D) In the case of membership in a 
tiered structure, on the first day of the 
taxable year in which the entity is con-
sidered to be a member of a tiered 
structure, or such other taxable year 
determined in the discretion of the Dis-
trict Director; 

(E) In the case of termination of S 
status, on the first day of the taxable 
year for which S status no longer ex-
ists; 

(F) In the case of a personal service 
corporation that changes status, on the 
first day of the taxable year, for which 
the entity is no longer a personal serv-
ice corporation. 

In the case of a termination under this 
paragraph (a)(5) that results in a short 
taxable year, an income tax return is 
required for the short period. In order 
to allow the Service to process the af-
fected income tax return in an efficient 
manner, a partnership, S corporation, 
or personal service corporation that 
files such a short period return should 
type or legibly print at the top of the 
first page of the income tax return for 
the short taxable year—‘‘SECTION 444 
ELECTION TERMINATED.’’ In addi-
tion, a personal service corporation 
that changes its taxable year to the re-
quired taxable year is required to an-
nualize its income for the short period. 

(iii) Example. The provisions of para-
graph (a)(5)(ii) of this section may be 
illustrated by the following example. 

Example. Assume a partnership that is 100 
percent owned, at all times, by calendar year 
individuals has historically used a June 30 
taxable year. Also assume the partnership 
makes a valid section 444 election to retain 
a year ending June 30 for its taxable year be-
ginning July 1, 1987. However, for its taxable 
year beginning July 1, 1988, the partnership 
changes to a calendar year, its required year. 
Based on these facts, the partnership’s sec-
tion 444 election is terminated on July 1, 
1988, and the partnership must file a short 
period return for the period July 1, 1988–De-
cember 31, 1988. Furthermore, pursuant to 
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§ 1.702–3T(a)(1), the partners in such partner-
ship are not entitled to a 4-year spread with 
respect to partnership items of income and 
expense for the taxable year beginning July 
1, 1988 and ending December 31, 1988. 

(iv) Special rule for entity that 
liquidates or is sold prior to making a sec-
tion 444 election, required return, or re-
quired payment. A partnership, S cor-
poration, or personal service corpora-
tion that is liquidated or sold for tax 
purposes before a section 444 election, 
required return, or required payment is 
made for a particular year may, never-
theless, make or continue a section 444 
election, if otherwise qualified. (See 
§§ 1.7519–2T (a)(2) and 1.7519–1T (a)(3), 
respectively, for a description of the 
required return and a definition of the 
term ‘‘required payment.’’) However, 
the partnership, S corporation, or per-
sonal service corporation (or a trustee 
or agent thereof) must comply with the 
requirements for making or continuing 
a section 444 election. Thus, if applica-
ble, required payments must be made 
and a subsequent claim for refund must 
be made in accordance with § 1.7519– 
2T(a)(6). The following examples illus-
trate the application of this paragraph 
(a)(5)(iv). 

Example 1. Assume an existing S corpora-
tion historically used a June 30 taxable year 
and desires to make a section 444 election for 
its taxable year beginning July 1, 1987. As-
sume further that the S corporation is liq-
uidated for tax purposes on February 15, 1988. 
If otherwise qualified, the S corporation (or 
a trustee or agent thereof) may make a sec-
tion 444 election to have a taxable year be-
ginning July 1, 1987, and ending February 15, 
1988. However, if the S corporation makes a 
section 444 election, it must comply with the 
requirements for making a section 444 elec-
tion, including making required payments. 

Example 2. The facts are the same as in Ex-
ample 1, except that instead of liquidating 
on February 15, 1988, the shareholders of the 
S corporation sell their stock to a corpora-
tion on February 15, 1988. Thus, the corpora-
tion’s S election is terminated on February 
15, 1988. If otherwise qualified, the corpora-
tion may make a section 444 election to have 
a taxable year beginning July 1, 1987, and 
ending February 14, 1988. 

Example 3. The facts are the same as in Ex-
ample 2, except that the new shareholders 
are individuals. Furthermore, the corpora-
tion’s S election is not terminated. Based on 
these facts, the S corporation, if otherwise 
qualified, may make a section 444 election to 
retain a year ending June 30 for its taxable 

year beginning July 1, 1987. Furthermore, the 
S corporation may, if otherwise qualified, 
continue its section 444 election for subse-
quent taxable years. 

(6) Re-activating certain S elections—(i) 
Certain corporations electing S status that 
did not make a back-up calendar year re-
quest. If a corporation that timely filed 
Form 2553, Election by a Small Busi-
ness Corporation, effective for its first 
taxable year beginning in 1987— 

(A) Requested a fiscal year based on 
business purpose, 

(B) Did not agree to use a calendar 
year in the event its business purpose 
request was denied, and 

(C) Such business purpose request is 
denied or withdrawn, 
such corporation may retroactively re- 
activate its S election by making a 
valid section 444 election for its first 
taxable year beginning in 1987 and com-
plying with the procedures in para-
graph (a)(6)(iii) of this section. 

(ii) Certain corporations that revoked 
their S status. If a corporation that used 
a fiscal year revoked its S election 
(pursuant to section 1362(d)(1)) for its 
first taxable year beginning in 1987, 
such corporation may retroactively re- 
activate its S election (i.e. rescind its 
revocation) by making a valid section 
444 election for its first taxable year 
beginning in 1987 and complying with 
the procedures in paragraph (a)(6)(iii) 
of this section. 

(iii) Procedures for re-activating an S 
election. A corporation re-activating its 
S election pursuant to paragraph (a)(6) 
(i) or (ii) of this section must— 

(A) Obtain the consents of all share-
holders who have owned stock in the 
corporation since the first day of the 
first taxable year of the corporation 
beginning after December 31, 1986, 

(B) Include the following statement 
at the top of the first page of the cor-
poration’s Form 1120S for its first tax-
able year beginning in 1987—‘‘SECTION 
444 ELECTION—RE-ACTIVATES S 
STATUS,’’ and 

(C) Include the following statement 
with Form 1120S—‘‘RE-ACTIVATION 
CONSENTED TO BY ALL SHARE-
HOLDERS WHO HAVE OWNED STOCK 
AT ANY TIME SINCE THE FIRST 
DAY OF THE FIRST TAXABLE YEAR 
OF THIS CORPORATION BEGINNING 
AFTER DECEMBER 31, 1986.’’ 
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(iv) Examples. The provisions of this 
paragraph (a)(6) may be illustrated by 
the following examples. 

Example 1. Assume a corporation histori-
cally used a June 30 taxable year and such 
corporation timely filed Form 2553, Election 
by a Small Business Corporation, to be effec-
tive for its taxable year beginning July 1, 
1987. On its Form 2553, the corporation re-
quested permission to retain its June 30 tax-
able year based on business purpose. How-
ever, the corporation did not agree to use a 
calendar year in the event its business pur-
pose request was denied. On April 1, 1988, the 
Internal Revenue Service notified the cor-
poration that its business purpose request 
was denied and therefore the corporation’s S 
election was not effective. Pursuant to para-
graph (a)(6)(i) of this section, the corporation 
may re-activate its S election by making a 
valid section 444 election and complying 
with the procedures in paragraph (a)(6)(iii) of 
this section. 

Example 2. The facts are the same as in Ex-
ample 1, except that as of July 26, 1988, the 
Internal Revenue Service has not yet deter-
mined whether the corporation has a valid 
business purpose to retain a June 30 taxable 
year. Based on these facts, the corporation 
may, if otherwise qualified, make a back-up 
section 444 election as provided in § 1.444– 
3T(b)(4). If the corporation’s business pur-
pose request is subsequently denied, the cor-
poration should follow the procedures in 
§ 1.444–3T(b)(4)(iii) for activating a back-up 
section 444 election rather than the proce-
dures provided in this paragraph (a)(6 for re- 
activating an S election. 

Example 3. Assume a corporation has his-
torically been an S corporation with a March 
31 taxable year. However, for its taxable year 
beginning April 1, 1987, the corporation re-
voked its S election pursuant to section 1362 
(d)(1). Pursuant to paragraph (a)(6)(ii) of this 
section, such corporation may retroactively 
rescind its S election revocation by making 
a valid section 444 election for its taxable 
year beginning April 1, 1987, and complying 
with the procedures provided in paragraph 
(a)(6)(iii) of this section. If the corporation 
retroactively rescinds its S revocation, the 
corporation shall file a Form 1120S for its 
taxable year beginning April 1, 1987. 

(b) Limitation on taxable years that 
may be elected—(1) General rule. Except 
as provided in paragraphs (b)(2) and (3) 
of this section, a section 444 election 
may be made only if the deferral period 
(as defined in paragraph (b)(4) of this 
section) of the taxable year to be elect-
ed is not longer than three months. 

(2) Changes in taxable year—(i) In gen-
eral. In the case of a partnership, S cor-
poration, or personal service corpora-

tion changing its taxable year, such en-
tity may make a section 444 election 
only if the deferral period of the tax-
able year to be elected is not longer 
than the shorter of— 

(A) Three months, or 
(B) The deferral period of the taxable 

year that is being changed, as defined 
in paragraph (b)(2)(iii) of this section. 

(ii) Special rule for certain existing cor-
porations electing S status. If a corpora-
tion with a taxable year other than the 
calendar year— 

(A) Elected after September 18, 1986, 
and before January 1, 1988, under sec-
tion 1362 of the Code to be an S cor-
poration, and 

(B) Elected to have the calendar year 
as the taxable year of the S corpora-
tion, 

then, for taxable years beginning be-
fore 1989, paragraph (b)(2)(i) of this sec-
tion shall be applied by taking into ac-
count the deferral period of the last 
taxable year of the corporation prior to 
electing to be an S corporation, rather 
than the deferral period of the taxable 
year that is being changed. Thus, the 
provisions of the preceding sentence do 
not apply to a corporation that elected 
to be an S corporation for its first tax-
able year. 

(iii) Deferral period of the taxable year 
that is being changed. For purposes of 
paragraph (b)(2)(i)(B) of this section, 
the phrase ‘‘deferral period of the tax-
able year that is being changed’’ means 
the deferral period of the taxable year 
immediately preceding the taxable 
year for which the taxpayer desires to 
make a section 444 election. Further-
more, the deferral period of such year 
will be determined by using the re-
quired taxable year of the taxable year 
for which the taxpayer desires to make 
a section 444 election. For example, as-
sume P, a partnership that has histori-
cally used a March 31 taxable year, de-
sires to change to a September 30 tax-
able year by making a section 444 elec-
tion for its taxable year beginning 
April 1, 1987. Furthermore, assume that 
pursuant to paragraph (a)(4) of this sec-
tion, P’s required taxable year for the 
taxable year beginning April 1, 1987 is a 
year ending December 31. Based on 
these facts the deferral period of the 
taxable year being changed is nine 
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months (the period from March 31 to 
December 31). 

(iv) Examples. See paragraph (d)(1) of 
this section for examples that illus-
trate the provisions of this paragraph 
(b)(2). 

(3) Special rule for entities retaining 
1986 taxable year. Notwithstanding 
paragraph (b)(2) of this section, a part-
nership, S corporation, or personal 
service corporation may, for its first 
taxable year beginning after December 
31, 1986, if otherwise qualified, make a 
section 444 election to have a taxable 
year that is the same as the entity’s 
last taxable year beginning in 1986. See 
paragraph (d)(2) of this section for ex-
amples that illustrate the provisions of 
this paragraph (b)(3). 

(4) Deferral period—(i) Retentions of 
taxable year. For a partnership, S cor-
poration, or personal service corpora-
tion that desires to retain its taxable 
year by making a section 444 election, 
the term ‘‘deferral period’’ means the 
months between the beginning of such 
year and the close of the first required 
taxable year (as defined in paragraph 
(a)(4) of this section). The following ex-
ample illustrates the application of 
this paragraph (b)(4)(i). 

Example. AB partnership has historically 
used a taxable year ending July 31. AB de-
sires to retain its July 31 taxable year by 
making a section 444 election for its taxable 
year beginning August 1, 1987. Calendar year 
individuals, A and B, each own 50 percent of 
the profits and capital of AB; thus, under 
paragraph (a)(4) of this section AB’s required 
taxable year is the year ending December 31. 
Pursuant to this paragraph (b)(4)(i), if AB de-
sires to retain its year ending July 31, the 
deferral period is five months (the months 
between July 31 and December 31). 

(ii) Adoptions of and changes in taxable 
year—(A) In general. For a partnership, 
S corporation, or personal service cor-
poration that desires to adopt or 
change its taxable year by making a 
section 444 election, the term ‘‘deferral 
period’’ means the months that occur 
after the end of the taxable year de-
sired under section 444 and before the 
close of the required taxable year. 

(B) Special rule. If a partnership, S 
corporation or personal service cor-
poration is using the required taxable 
year as its taxable year, the deferral 
period is deemed to be zero. 

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

Example 1. Assume that CD partnership has 
historically used the calendar year and that 
CD’s required taxable year is the calendar 
year. Under the special rule provided in para-
graph (b)(4)(ii)(B) of this section, CD’s defer-
ral period is zero. See paragraph (b)(2)(i) of 
this section for rules that preclude CD from 
making a section 444 election to change its 
taxable year. 

Example 2. E, a newly formed partnership, 
began operations on December 1, 1987, and is 
owned by calendar year individuals. E de-
sires to make a section 444 election to adopt 
a September 30 taxable year. E’s required 
taxable year is December 31. Pursuant to 
paragraph (b)(4)(ii)(A) of this section E’s de-
ferral period for the taxable year beginning 
December 1, 1987, is three months (the num-
ber of months between September 30 and De-
cember 31). 

Example 3. Assume that F, a personal serv-
ice corporation, has historically used a June 
30 taxable year. F desires to make a section 
444 election to change to an August 31 tax-
able year, effective for its taxable year be-
ginning July 1, 1987. For purposes of deter-
mining the availability of a section 444 elec-
tion for changing to the taxable year ending 
August 31, the deferral period of an August 31 
taxable year is four months (the number of 
months between August 31 and December 31). 
The deferral period for F’s existing June 30 
taxable year is six months (the number of 
months between June 30 and December 31). 
Pursuant to § 1.444–1T(b)(2)(i), F may not 
make a section 444 election to change to an 
August 31 taxable year. 

(5) Miscellaneous rules—(i) Special rule 
for determining the taxable year of a cor-
poration electing S status. For purposes 
of this section, and only for purposes of 
this section, a corporation that elected 
to be an S corporation for a taxable 
year beginning in 1987 or 1988 and 
which elected to be an S corporation 
prior to September 26, 1988, will not be 
considered to have adopted or changed 
its taxable year by virtue of informa-
tion included on Form 2553, Election by 
a Small Business Corporation. See Ex-
ample 8 in paragraph (d) of this sec-
tion. 

(ii) Special procedure for cases where 
an income tax return is superseded—(A) 
In general. In the case of a partnership, 
S corporation, or personal service cor-
poration that filed an income tax re-
turn for its first taxable year beginning 
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after December 31, 1986, but subse-
quently makes a section 444 election 
that would result in a different year 
end for such taxable year, the income 
tax return filed pursuant to the section 
444 election will supersede the original 
return. However, any payments of in-
come tax made with respect to such su-
perseded return will be credited to the 
taxpayer’s superseding return and the 
taxpayer may file a claim for refund 
for such payments. See examples (5) 
and (7) in paragraph (d)(2) of this sec-
tion. 

(B) Procedure for superseding return. In 
order to allow the Service to process 
the affected income tax returns in an 
efficient manner, a partnership, S cor-
poration, or personal service corpora-
tion that desires to supersede an in-
come tax return in accordance with 
paragraph (b)(5)(ii)(A) of this section, 
should type or legibly print at the top 
of the first page of the income tax re-
turn for the taxable year elected— 
‘‘SECTION 444 ELECTION—SUPER-
SEDES PRIOR RETURN.’’ 

(iii) Anti-abuse rule—If an existing 
partnership, S corporation or personal 
service corporation (‘‘predecessor enti-
ties’’), or the owners thereof, transfer 
assets to a related party and the prin-
cipal purpose of such transfer is to— 

(A) Create a deferral period greater 
than the deferral period of the prede-
cessor entity’s taxable year, or 

(B) Make a section 444 election fol-
lowing the termination of the prede-
cessor entity’s section 444 election, 
then such transfer will be disregarded 
for purposes of section 444 and this sec-
tion, even if the deferral created by 
such change is effectively eliminated 
by a required payment (within the 
meaning of section 7519) or deferral of a 
deduction (to a personal service cor-
poration under section 280H). The fol-
lowing example illustrates the applica-
tion of this paragraph (b)(5)(iii). 

Example. Assume that P1 is a partnership 
that historically used the calendar year and 
is owned by calendar year partners. Assume 
that P1 desires to make a section 444 elec-
tion to change to a September year for the 
taxable year beginning January 1, 1988. P1 
may not make a section 444 election to 
change taxable years under section 444(b)(2) 
because its current deferral period is zero. 
Assume further that P1 transfers a substan-
tial portion of its assets to a newly-formed 

partnership (P2), which is owned by the part-
ners of P1. Absent paragraph (b)(5)(iii) of this 
section, P2 could, if otherwise qualified, 
make a section 444 election under paragraph 
(b)(1) of this section to use a taxable year 
with a three month or less deferral period 
(i.e., a September 30, October 31, or Novem-
ber 30 taxable year). However, if the prin-
cipal purpose of the asset transfer was to 
create a one-, two-, or three-month deferral 
period by P2 making a section 444 election, 
the section 444 election shall not be given ef-
fect, even if the deferral would be effectively 
eliminated by P2 making a required payment 
under section 7519. 

(iv) Special rules for partial months and 
52–53-week taxable years. Except as oth-
erwise provided in § 1.280H– 
1T(c)(2)(i)(A), for purposes of this sec-
tion and §§ 1.7519–1T, 1.7519–2T and 
1.280H–1T— 

(A) A month of less than 16 days is 
disregarded, and a month of more than 
15 days is treated as a full month; and 

(B) A 52–53-week taxable year with 
reference to the end of a particular 
month will be considered to be the 
same as a taxable year ending with ref-
erence to the last day of such month. 

(c) Effective date. This section is ef-
fective for taxable years beginning 
after December 31, 1986. 

(d) Examples—(1) Changes in taxable 
year. The following examples illustrate 
the provisions of paragraph (b)(2) of 
this section. 

Example 1. A is a personal service corpora-
tion that historically used a June 30 taxable 
year. A desires to make a section 444 election 
to change to an August 31 taxable year, ef-
fective with its taxable year beginning July 
1, 1987. Under paragraph (b)(4)(ii) of this sec-
tion, the deferred period of the taxable year 
to be elected is four months (the number of 
months between August 31 and December 31). 
Furthermore, the deferral period of the tax-
able year that is being changed is six months 
(the number of months between June 30 and 
December 31). Pursuant to paragraph (b)(2)(i) 
of this section, a taxpayer may, if otherwise 
qualified, make a section 444 election to 
change to a taxable year only if the deferral 
period of the taxable year to be elected is not 
longer than the shorter of three months or 
the deferred period of the taxable year being 
changed. Since the deferral period of the tax-
able year to be elected (August 31) is greater 
than three months, A may not make a sec-
tion 444 election to change to the taxable 
year ending August 31, However, since the 
deferral period of the taxable year that is 
being changed is three months or more, A 
may, if otherwise qualified, make a section 
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444 election to change to a year ending Sep-
tember 30, 1987 (three-month deferral period), 
a year ending October 31, 1987 (two-month 
deferral period), or a year ending November 
30, 1987 (one-month deferral period). In addi-
tion, instead of making a section 444 election 
to change its taxable year, A could, if other-
wise qualified, make a section 444 election to 
retain its June end, pursuant to paragraph 
(b)(3) of this section. 

Example 2. B, a corporation that histori-
cally used an August 31 taxable year, elected 
on November 1, 1986 to be an S corporation 
for its taxable year beginning September 1, 
1986. As a condition to having the S election 
accepted, B agreed on Form 2553 to use cal-
endar year. Pursuant to the general effective 
date provided in paragraph (c) of this sec-
tion, B may not make a section 444 election 
for its taxable year beginning in 1986. Thus, 
B must file a short period income tax return 
for the period September 1 to December 31, 
1986. 

Example 3. The facts are the same as in Ex-
ample 2, except that B desires to make a sec-
tion 444 election for its taxable year begin-
ning January 1, 1987. Absent paragraph 
(b)(2)(ii) of this section, B would not be al-
lowed to change its taxable year because the 
deferral period of the taxable year being 
changed (i.e., the calendar year) is zero. How-
ever, pursuant to the special rule provided in 
paragraph (b)(2)(ii) of this section, B shall 
apply paragraph (b)(2)(i) of this section by 
taking into account the deferral period of 
the last taxable year of B prior to B’s elec-
tion to be an S corporation (four months), 
rather than the deferral period of B’s taxable 
year that is being changed (zero months). 
Thus, if otherwise qualified, B may make a 
section 444 election to change to a taxable 
year ending September 30, October 31, or No-
vember 30, for its taxable year beginning 
January 1, 1987. 

Example 4. The facts are the same as in Ex-
ample 3, except that B files a calendar year 
income tax return for 1987 rather than mak-
ing a section 444 election. However, for its 
taxable year beginning January 1, 1988, B de-
sires to change its taxable year by making a 
section 444 election. Given that the special 
rule provided in paragraph (b)(2)(ii) of this 
section applies to section 444 elections made 
in taxable years beginning before 1989, B 
may, if otherwise qualified, make a section 
444 election to change to a taxable year end-
ing September 30, October 31, or November 30 
for its taxable year beginning January 1, 
1988. 

Example 5. C, a corporation that histori-
cally used a June 30 taxable year, elected on 
December 15, 1986 to be an S corporation for 
its taxable year beginning July 1, 1987. As a 
condition to having the S election accepted, 
C agreed on Form 2553 to use a calendar 
year. Although pursuant to paragraph (b)(3) 
of this section, C would, if otherwise quali-

fied, be allowed to retain its June 30 taxable 
year, C desires to change to a September 30 
taxable year by making a section 444 elec-
tion. Pursuant to paragraph (b)(2) of this sec-
tion, a taxpayer may, if otherwise qualified, 
make a section 444 election to change to a 
taxable year only if the deferral period of the 
taxable year to be elected is not longer than 
the shorter of three months or the deferral 
period of the taxable year being changed. 
Given these facts, the deferral period of the 
taxable year to be elected is 3 months (Sep-
tember 30 to December 31) while the deferral 
period of the taxable year being changed is 6 
months (June 30 to December 31). Thus, C 
may, if otherwise qualified, change to a Sep-
tember 30 taxable year for its taxable year 
beginning July 1, 1987, by making a section 
444 election. The fact that C agreed on Form 
2553 to use a calendar year is not relevant. 

Example 6. D, a corporation that histori-
cally used a March 31 taxable year, elects on 
June 1, 1988 to be an S corporation for its 
taxable year beginning April 1, 1988. D de-
sires to change to a June 30 taxable year by 
making a section 444 election for its taxable 
year beginning April 1, 1988. Pursuant to 
paragraph (b)(2)(i) of this section, D may not 
change to a June 30 taxable year because 
such year would have a deferral period great-
er than 3 months. However, if otherwise 
qualified, D may make a section 444 election 
to change to a taxable year ending Sep-
tember 30, October 31, or November 30 for its 
taxable year beginning April 1, 1988. 

Example 7. E, a corporation that began op-
erations on November 1, 1986, elected to be 
an S corporation on December 15, 1986, for its 
taxable year beginning November 1, 1986. E 
filed a short period income tax return for the 
period November 1 to December 31, 1986. E 
desires to change to a September 30 taxable 
year by making a section 444 election for its 
taxable year beginning January 1, 1987. Al-
though E elected to be an S corporation after 
September 18, 1986, and before January 1, 
1988, paragraph (b)(2)(ii) of this section does 
not apply to E since E was not a C corpora-
tion prior to electing S status. Thus, E may 
not change its taxable year for the taxable 
year beginning January 1, 1987, by making a 
section 444 election. 

Example 8. The facts are the same as in Ex-
ample 7, except that E began operations on 
April 15, 1987, and elected to be an S corpora-
tion on June 1, 1987, for its taxable year be-
ginning April 15, 1987. As a condition to being 
an S corporation, E agreed on Form 2553 to 
use a calendar year. E desires to make a sec-
tion 444 election to use a year ending Sep-
tember 30 for its taxable year beginning 
April 15, 1987. Pursuant to paragraph (b)(5)(i) 
of this section, E’s agreement to use a cal-
endar year on Form 2553 does not mean that 
E has adopted a calendar year. Thus, E’s de-
sire to make a section 444 election to use a 
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September 30 taxable year will not be consid-
ered a change in taxable year and thus para-
graph (b)(2) of this section will not apply. In-
stead, E will be subject to paragraph (b)(1) of 
this section. Since a September 30 taxable 
year would result in only a three-month de-
ferral period (September 30 to December 31), 
E may, if otherwise qualified, make a section 
444 election to use a year ending September 
30 for its taxable year beginning April 15, 
1987. 

(2) Special rule for entities retaining 
their 1986 taxable year. The following ex-
amples illustrate the provisions of 
paragraph (b)(3) of this section. 

Example 1. F, an S corporation that elected 
to be an S corporation several years ago, has 
historically used a June 30 taxable year. F 
desires to retain its June 30 taxable year by 
making a section 444 election for its taxable 
year beginning July 1, 1987. Pursuant to 
paragraph (b)(4)(i) of this section, the defer-
ral period of the taxable year being retained 
is 6 months (June 30 to December 31, F’s re-
quired taxable year). Absent the special rule 
provided in paragraph (b)(3) of this section, F 
would be subject to the general rule provided 
in paragraph (b)(1) of this section which lim-
its the deferral period of the taxable year 
elected to three months or less. However, 
pursuant to paragraph (b)(3) of this section, 
F may, if otherwise qualified, make a section 
444 election to retain its year ending June 30 
for its taxable year beginning July 1, 1987. 

Example 2. The facts are the same as in Ex-
ample 1, except that F received permission 
from the Commissioner to change its taxable 
year to the calendar year, and filed a short 
period income tax return for the period July 
1 to December 31, 1986. F desires to make a 
section 444 election to use a year ending 
June 30 for its taxable year beginning Janu-
ary 1, 1987. Given that F had a December 31 
taxable year for its last taxable year begin-
ning in 1986, the special rule provided in 
paragraph (b)(3) of this section does not 
allow F to use a June 30 taxable year for its 
taxable year beginning January 1, 1987. Fur-
thermore, pursuant to paragraph (b)(2)(i) of 
this section, F is not allowed to change its 
taxable year from December 31 to June 30 be-
cause the deferral period of the taxable year 
being changed is zero months. 

Example 3. G, a corporation that histori-
cally used an August 31 taxable year, elected 
be an S corporation on November 15, 1986, for 
its taxable year beginning September 1, 1986. 
As a condition to obtaining S status, G 
agreed to use a calendar year. Thus, G filed 
its first S corporation return for the period 
September 1 to December 31, 1986. G desires 
to make a section 444 election to use a year 
ending August 31 for its taxable year begin-
ning January 1, 1987. Since G’s last taxable 
year beginning in 1986 was a calendar year, G 

cannot use paragraph (b)(3) of this section, 
relating to retentions of taxable years, to 
elect an August 31 taxable year. Thus, G is 
subject to paragraph (b)(2)(i) of this section, 
relating to changes in taxable year. Al-
though G, if otherwise qualified, may use the 
special rule provided in paragraph (b)(2)(ii) of 
this section, G may only change from its 
current taxable year (i.e., the calendar year) 
to a taxable year that has no more than a 
three-month deferral period (i.e., September 
30, October 31, or November 30). 

Example 4. The facts are the same as in Ex-
ample 3, except that G elected to be an S cor-
poration for its taxable year beginning Sep-
tember 1, 1987, rather than its taxable year 
beginning September 1, 1986. As a condition 
to making its S election, G agreed, on Form 
2553, to use the calendar year. However, G 
has not yet filed a short period income tax 
return for the period September 1 to Decem-
ber 31, 1987. Given these facts, paragraph 
(b)(3) of this section would allow G, if other-
wise qualified, to make a section 444 election 
to retain an August 31 taxable year for its 
taxable year beginning September 1, 1987. 

Example 5. The facts are the same as in Ex-
ample 4, except that G has already filed a 
short period income tax return for the period 
September 1 to December 31, 1987. Pursuant 
to paragraph (b)(5)(ii)(A) of this section, G 
may supersede the return it filed for the pe-
riod September 1 to December 31, 1987. Thus, 
pursuant to paragraph (b)(3) of this section, 
G may, if otherwise qualified, make a sec-
tion 444 election to retain an August 31 tax-
able year for the taxable year beginning Sep-
tember 1, 1987. In addition, G should follow 
the special procedures set forth in paragraph 
(b)(5)(ii)(B) of this section. 

Example 6. H, a corporation that histori-
cally used a May 31 taxable year, elects to be 
an S corporation on June 15, 1988 for its tax-
able year beginning June 1, 1988. H desires to 
make a section 444 election to use a taxable 
year other than the calendar year. Since the 
taxable year in issue is not H’s first taxable 
year beginning after December 31, 1986, H 
may not use the special rule provided in 
paragraph (b)(3)(i) and thus may not retain 
its May 31 year. However, H may, if other-
wise qualified, make a section 444 election 
under paragraph (b)(2)(i) of this section, to 
change to a taxable year that has no more 
than a three-month deferral period (i.e., Sep-
tember 30, October 31, or November 30) for its 
taxable year beginning June 1, 1988. 

Example 7. I is a partnership that has his-
torically used a calendar year. Sixty percent 
of the profits and capital of I are owned by 
Q, a corporation (that is neither an S cor-
poration nor a personal service corporation) 
that has a June 30 taxable year, and 40 per-
cent of the profits and capital are owned by 
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R, a calendar year individual. Since the part-
ner that has more than a fifty percent inter-
est in I has a June 30 taxable year, I’s re-
quired taxable year is June 30. Accordingly, 
I filed an income tax return for the period 
January 1 to June 30, 1987. Based on these 
facts, I may, pursuant to paragraph 
(b)(5)(ii)(A) of this section, disregard the in-
come tax return filed for the period January 
1 to June 30, 1987. Thus, if otherwise quali-
fied, I may make a section 444 election under 
paragraph (b)(2)(i) of this section to use a 
calendar year for its taxable year beginning 
January 1, 1987. If I makes such a section 444 
election, I should follow the special proce-
dures set forth in paragraph (b)(5)(ii)(B) of 
this section. 

[T.D. 8205, 53 FR 19694, May 27, 1988, as 
amended by T.D. 8996, 67 FR 35012, May 17, 
2002] 

§ 1.444–2T Tiered structure (tem-
porary). 

(a) General rule. Except as provided in 
paragraph (e) of this section, no section 
444 election shall be made or continued 
with respect to a partnership, S cor-
poration, or personal service corpora-
tion that is a member of a tiered struc-
ture on the date specified in paragraph 
(d) of this section. For purposes of this 
section, the term ‘‘personal service cor-
poration’’ means a personal service 
corporation as defined in § 1.441–3(c). 

(b) Definition of a member of a tiered 
structure—(1) In general. A partnership, 
S corporation, or personal service cor-
poration is considered a member of a 
tiered structure if— 

(i) The partnership, S corporation, or 
personal service corporation directly 
owns any portion of a deferral entity, 
or 

(ii) A deferral entity directly owns 
any portion of the partnership, S cor-
poration, or personal service corpora-
tion. 
However, see paragraph (c) of this sec-
tion for certain de minimis rules, and 
see paragraph (b)(3) of this section for 
an anti-abuse rule. In addition, for pur-
poses of this section, a beneficiary of a 
trust shall be considered to own an in-
terest in the trust. 

(2) Deferral entity—(i) In general. For 
purposes of this section, the term ‘‘de-
ferral entity’’ means an entity that is 
a partnership, S corporation, personal 
service corporation, or trust. In the 
case of an affiliated group of corpora-
tions filing a consolidated income tax 

return that is treated as a personal 
service corporation pursuant to § 1.441– 
4T (i), such affiliated group is consid-
ered to be a single deferral entity. 

(ii) Grantor trusts. The term ‘‘deferral 
entity’’ does not include a trust (or a 
portion of a trust) which is treated as 
owned by the grantor or beneficiary 
under Subpart E, part I, subchapter J, 
chapter 1, of the Code (relating to 
grantor trusts), including a trust that 
is treated as a grantor trust pursuant 
to section 1361(d)(1)(A) of the Code (re-
lating to qualified subchapter S 
trusts). Thus, any taxpayer treated 
under subpart E as owning a portion of 
a trust shall be treated as owning the 
assets of the trust attributable to that 
ownership. The following examples il-
lustrate the provisions of this para-
graph (b)(2)(ii). 

Example 1. A, an individual, is the sole ben-
eficiary of T. T is a trust that owns 50 per-
cent of the profits and capital of X, a part-
nership that desires to make a section 444 
election. Furthermore, pursuant to Subpart 
E, Part I, subchapter J, chapter 1 of the 
Code, A is treated as an owner of X. Based 
upon these facts, T is not a deferral entity 
and 50 percent of X is considered to be di-
rectly owned by A. 

Example 2. The facts are the same as in Ex-
ample 1, except that A is a personal service 
corporation rather than an individual. Given 
these facts, 50 percent of X is considered to 
be directly owned by A, a deferral entity. 
Thus, X is considered to be a member of a 
tiered structure. 

(3) Anti-abuse rule. Notwithstanding 
paragraph (b)(1) of this section, a part-
nership, S corporation, or personal 
service corporation is considered a 
member of a tiered structure if the 
partnership, S corporation, personal 
service corporation, or related tax-
payers have organized or reorganized 
their ownership structure or operations 
for the principal purpose of obtaining a 
significant unintended tax benefit from 
making or continuing a section 444 
election. For purposes of the preceding 
sentence, a significant unintended tax 
benefit results when a partnership, S 
corporation, or personal service cor-
poration makes a section 444 election 
and, as a result, a taxpayer (not lim-
ited to the entity making the election) 
obtains a significant deferral of income 
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substantially all of which is not elimi-
nated by a required payment under sec-
tion 7519. See examples (15) through 
(19) in paragraph (f) of this section. 

(c) De minimis rules—(1) In general. 
For rules relating to a de minimis ex-
ception to paragraph (b)(1)(i) of this 
section (the ‘‘downstream de minimis 
rule’’), see paragraph (c)(2) of this sec-
tion. For rules relating to a de minimis 
exception to paragraph (b)(1)(ii) of this 
section (the ‘‘upstream de minimis 
rule’’), see paragraph (c)(3) of this sec-
tion. For rules relating to the inter-
action of the de minimis rules provided 
in this paragraph (c) and the ‘‘same 
taxable year exception’’ provided in 
paragraph (e) of this section, see para-
graph (e)(5) of this section. 

(2) Downstream de minimis rule—(i) 
General rule. If a partnership, S cor-
poration, or personal service corpora-
tion directly owns any portion of one 
or more deferral entities as of the date 
specified in paragraph (d) of this sec-
tion, such ownership is disregarded for 
purposes of paragraph (b)(1)(i) of this 
section if, in the aggregate, all such de-
ferral entities accounted for— 

(A) Not more than 5 percent of the 
partnership’s, S corporation’s, or per-
sonal service corporation’s adjusted 
taxable income for the testing period 
(‘‘5 percent adjusted taxable income 
test’’), or 

(B) Not more than 2 percent of the 
partnership’s, S corporation’s, or per-
sonal service corporation’s gross in-
come for the testing period (‘‘2 percent 
gross income test’’). See section 702 (c) 
for rules relating to the determination 
of gross income of a partner in a part-
nership. 
See examples (3) through (5) in para-
graph (f) of this section. 

(ii) Definition of testing period. For 
purposes of this paragraph (c)(2), the 
term ‘‘testing period’’ means the tax-
able year that ends immediately prior 
to the taxable year for which the part-
nership, S corporation, or personal 
service corporation desires to make or 
continue a section 444 election. How-
ever, see the special rules provided in 
paragraph (c)(2)(iv) of this section for 
certain special cases (e.g., the partner-
ship, S corporation, personal service 
corporation or deferral entity was not 
in existence during the entire testing 

period). The following example illus-
trates the application of this paragraph 
(c)(2)(ii). 

Example. A partnership desires to make a 
section 444 election for its taxable year be-
ginning November 1, 1987. The testing period 
for purposes of determining whether deferral 
entities owned by such partnership are de 
minimis under paragraph (c)(2) of this sec-
tion is the taxable year ending October 31, 
1987. If either the partnership or the deferral 
entities were not in existence for the entire 
taxable year ending October 1, 1987, see the 
special rules provided in paragraph (c)(2)(iv) 
of this section. 

(iii) Definition of adjusted taxable in-
come—(A) Partnership. In the case of a 
partnership, adjusted taxable income 
for purposes of paragraph (c)(2) of this 
section is an amount equal to the sum 
of the— 

(1) Aggregate amount of the partner-
ship items described in section 702(a) 
(other than credits and tax-exempt in-
come), 

(2) Applicable payments defined in 
section 7519(d)(3) that are deducted in 
determining the amount described in 
paragraph (c)(2)(iii)(A)(1) of this sec-
tion, and 

(3) Guaranteed payments defined in 
section 707(c) that are deducted in de-
termining the amount described in 
paragraph (c)(2)(iii)(A)(1) of this sec-
tion and are not otherwise included in 
paragraph (c)(2)(iii)(A)(2) of this sec-
tion. For purposes of determining the 
aggregate amount of partnership items 
under paragraph (c)(2)(iii)(A)(1) of this 
section, deductions and losses are 
treated as negative income. Thus, for 
example, if under section 702(a) a part-
nership has $1,000 of ordinary taxable 
income, $500 of specially allocated de-
ductions, and $300 of capital loss, the 
partnership’s aggregate amount of 
partnership items under paragraph 
(c)(2)(iii)(A)(1) of this section is $200 
($1,000–$500–$300). 

(B) S corporation. In the case of an S 
corporation, adjusted taxable income 
for purposes of paragraph (c)(2) of this 
section is an amount equal to the sum 
of the— 

(1) Aggregate amount of the S cor-
poration items described in section 
1366(a) (other than credits and tax-ex-
empt income), and 

(2) Applicable payments defined in 
section 7519(d)(3) that are deducted in 
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determining the amount described in 
paragraph (c)(2)(iii)(B)(1) of this sec-
tion. 
For purposes of determining the aggre-
gate amount of S corporation items 
under paragraph (c)(2)(iii)(B)(1) of this 
section, deductions and losses are 
treated as negative income. Thus, for 
example, if under section 1366(a) an S 
corporation has $2,000 of ordinary tax-
able income, $1,000 of deductions de-
scribed in section 1366(a)(1)(A) of the 
Code, and $500 of capital loss, the S cor-
poration’s aggregate amount of S cor-
poration items under paragraph 
(c)(2)(iii)(B)(1) of this section is $500 
($2,000–$1,000–$500). 

(C) Personal service corporation. In the 
case of a personal service corporation, 
adjusted taxable income for purposes of 
paragraph (c)(2) of this section is an 
amount equal to the sum of the— 

(1) Taxable income of the personal 
service corporation, and 

(2) Applicable amounts defined in 
section 280H(f)(1) that are deducted in 
determining the amount described in 
paragraph (c)(2)(iii)(C)(1) of this sec-
tion. 

(iv) Special rules—(A) Pro-forma rule. 
Except as provided in paragraph 
(c)(iv)(C)(2) of this section, if a partner-
ship, S corporation, or personal service 
corporation directly owns any interest 
in a deferral entity as of the date speci-
fied in paragraph (d) of this section and 
such ownership interest is different in 
amount from the partnership’s, S cor-
poration’s, or personal service corpora-
tion’s interest on any day during the 
testing period, the 5 percent adjusted 
taxable income test and the 2 percent 
gross income test must be applied on a 
pro-forma basis (i.e., adjusted taxable 
income and gross income must be cal-
culated for the testing period assuming 
that the partnership, S corporation, or 
personal service corporation owned the 
same interest in the deferral entity 
that it owned as of the date specified in 
paragraph (d) of this section). The fol-
lowing example illustrates the applica-
tion of this paragraph (c)(2)(iv)(A). 

Example. A personal service corporation de-
siring to make a section 444 election for its 
taxable year beginning October 1, 1987, ac-
quires a 25 percent ownership interest in a 
partnership on or after October 1, 1987. Fur-
thermore, the partnership has been in exist-

ence for several years. The personal service 
corporation must modify its calculations of 
the 5 percent adjusted taxable income test 
and the 2 percent gross income test for the 
testing period ended September 30, 1987, by 
assuming that the personal service corpora-
tion owned 25 percent of the partnership dur-
ing such testing period and the personal 
service corporation’s adjusted taxable in-
come and gross income were correspondingly 
adjusted. 

(B) Reasonable estimates allowed. If the 
information necessary to complete the 
pro-forma calculation described in 
paragraph (c)(2)(iv)(A) of this section is 
not readily available, the partnership, 
S corporation, or personal service cor-
poration may make a reasonable esti-
mate of such information. 

(C) Newly formed entities—(1) Newly 
formed deferral entities. If a partnership, 
S corporation, or personal service cor-
poration owns any portion of a deferral 
entity on the date specified in para-
graph (d) of this section and such defer-
ral entity was not in existence during 
the entire testing period (hereinafter 
referred to as a ‘‘newly formed deferral 
entity’’), both the 5 percent adjusted 
taxable income test and the 2 percent 
gross income test are modified as fol-
lows. First, the partnership, S corpora-
tion, or personal service corporation 
shall calculate the percentage of its ad-
justed taxable income or gross income 
that is attributable to deferral entities, 
excluding newly formed deferral enti-
ties. Second, the partnership, S cor-
poration, or personal service corpora-
tion shall calculate (on the date speci-
fied in paragraph (d) of this section) 
the percentage of the tax basis of its 
assets that are attributable to its tax 
basis with respect to its ownership in-
terests in all newly formed deferral en-
tities. If the sum of the two percent-
ages is 5 percent or less, the deferral 
entities are considered de minimis and 
are disregarded for purposes of para-
graph (b)(1)(i) of this section. If the 
sum of the two percentages is greater 
than 5 percent, the deferral entities do 
not qualify for the de minimis rule pro-
vided in paragraph (c)(2) of this section 
and thus the partnership, S corpora-
tion, or personal service corporation is 
considered to be a member of a tiered 
structure for purposes of this section. 

(2) Newly formed partnership, S cor-
poration, or personal service corporation 
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desiring to make a section 444 election. If 
a partnership, S corporation, or per-
sonal service corporation desires to 
make a section 444 election for the first 
taxable year of its existence, the 5 per-
cent adjusted taxable income test and 
the 2 percent gross income test are re-
placed by a 5 percent of assets test. 
Thus, if on the date specified in para-
graph (d) of this section, 5 percent or 
less of the assets (measured by ref-
erence to the tax basis of the assets) of 
the newly formed partnership, S cor-
poration, or personal service corpora-
tion are attributable to the tax basis 
with respect to its ownership interests 
in the deferral entities, the deferral en-
tities will be considered de minimis 
and will be disregarded for purposes of 
paragraph (b)(1)(i) of this section. 

(3) Upstream de minimis rule. If a part-
nership, S corporation, or personal 
service corporation is directly owned 
by one or more deferral entities as of 
the date specified in paragraph (d) of 
this section, such ownership is dis-
regarded for purposes of paragraph 
(b)(1)(ii) of this section if on the date 
specified in paragraph (d) of this sec-
tion the deferral entities directly own, 
in the aggregate, 5 percent or less of— 

(i) An interest in the current profits 
of the partnership, or 

(ii) The stock (measured by value) of 
the S corporation or personal service 
corporation. 
See examples (6) and (7) in paragraph 
(f) of this section. 

(d) Date for determining the existence of 
a tiered structure—(1) General rule. For 
purposes of paragraph (a) of this sec-
tion, a partnership, S corporation, or 
personal service corporation will be 
considered a member of a tiered struc-
ture for a particular taxable year if the 
partnership, S corporation, or personal 
service corporation is a member of a 
tiered structure on the last day of the 
required taxable year (as defined in 
section 444 (e) of the Code) ending with-
in such year. If a particular taxable 
year does not include the last day of 
the required taxable year for such year, 
the partnership, S corporation, or per-
sonal service corporation will not be 
considered a member of a tiered struc-
ture for such year. The following exam-
ples illustrate the application of this 
paragraph (d)(1). 

Example 1. Assume that a newly formed 
partnership whose first taxable year begins 
November 1, 1988, desires to adopt a Sep-
tember 30 taxable year by making a section 
444 election. Furthermore, assume that for 
its taxable year beginning November 1, 1988, 
the partnership’s required taxable year is 
December 31. If the partnership is a member 
of a tiered structure on December 31, 1988, it 
will not be eligible to make a section 444 
election for a taxable year beginning Novem-
ber 1, 1988, and ending September 30, 1989. 

Example 2. Assume an S corporation that 
historically used a June 30 taxable year de-
sires to make a section 444 election to 
change to a year ending September 30 for its 
taxable year beginning July 1, 1987. If the S 
corporation can make the section 444 elec-
tion, it will have a short taxable year begin-
ning July 1, 1987, and ending September 30, 
1987. Given these facts, the short taxable 
year beginning July 1, 1987, does not include 
the last day of the S corporation’s required 
taxable year for such year (i.e., December 31, 
1987). Thus, pursuant to paragraph (d)(1) of 
this section, the S corporation will not be 
considered a member of a tiered structure for 
its taxable year beginning July 1, 1987, and 
ending September 30, 1987. 

(2) Special rule for taxable years begin-
ning in 1987. For purposes of paragraph 
(a) of this section, a partnership, S cor-
poration, or personal service corpora-
tion will not be considered a member of 
a tiered structure for a taxable year be-
ginning in 1987 if the partnership, S 
corporation, or personal service cor-
poration is not a member of a tiered 
structure on the day the partnership, S 
corporation, or personal service cor-
poration timely files its section 444 
election for such year. The following 
examples illustrate the application of 
this paragraph (d)(2). 

Example 1. Assume that a partnership de-
sires to retain a June 30 taxable year by 
making a section 444 election for its taxable 
year beginning July 1, 1987. Furthermore, as-
sume that the partnership’s required taxable 
year for such year is December 31 and that 
the partnership was a member of a tiered 
structure on such date. Also assume that the 
partnership was not a member of a tiered 
structure as of the date it timely filed its 
section 444 election for its taxable year be-
ginning July 1, 1987. Based upon the special 
rule provided in this paragraph (d)(2), the 
partnership will not be considered a member 
of a tiered structure for its taxable year be-
ginning July 1, 1987. 

Example 2. Assume the same facts as in Ex-
ample 1, except that the partnership was a 
member of a tiered structure on the date it 
filed its section 444 election for its taxable 
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year beginning July 1, 1987, but was not a 
member of a tiered structure on December 
31, 1987. Paragraph (d)(1) of this section 
would still apply and thus the partnership 
would not be considered part of a tiered 
structure for its taxable year beginning July 
1, 1987. However, the partnership would be 
considered a member of a tiered structure for 
its taxable year beginning July 1, 1988, if the 
partnership was a member of a tiered struc-
ture on December 31, 1988. 

(e) Same taxable year exception—(1) In 
general. Although a partnership or S 
corporation is a member of a tiered 
structure as of the date specified in 
paragraph (d) of this section, the part-
nership, S corporation may make or 
continue a section 444 election if the 
tiered structure (as defined in para-
graph (e)(2) of this section) consists en-
tirely of partnerships or S corporations 
(or both), all of which have the same 
taxable year as determined under para-
graph (e)(3) of this section. However, 
see paragraph (e)(5) of this section for 
the interaction of the de minimis rules 
provided in paragraph (c) of this sec-
tion with the same taxable year excep-
tion. For purposes of this paragraph 
(e), two or more entities are considered 
to have the same taxable year if their 
taxable years end on the same day, 
even though they begin on different 
days. See examples (8) through (14) in 
paragraph (f) of this section. 

(2) Definition of tiered structure—(i) 
General rule. For purposes of the same 
taxable year exception, the members of 
a tiered structure are defined to in-
clude the following entities— 

(A) The partnership or S corporation 
that desires to qualify for the same 
taxable year exception, 

(B) A deferral entity (or entities) di-
rectly owned (in whole or in part) by 
the partnership or S corporation that 
desires to qualify for the same taxable 
year exception, 

(C) A deferral entity (or entities) di-
rectly owning any portion of the part-
nership or S corporation that desires to 
qualify for the same taxable year ex-
ception, and 

(D) A deferral entity (or entities) di-
rectly owned (in whole or in part) by a 
‘‘downstream controlled partnership,’’ 
as defined in paragraph (e)(2)(ii) of this 
section. 

(ii) Special flow-through rule for down-
stream controlled partnerships. If more 

than 50 percent of a partnership’s prof-
its and capital are owned by a partner-
ship or S corporation that desires to 
qualify for the same taxable year ex-
ception, such owned partnership is con-
sidered a downstream controlled part-
nership for purposes of paragraph 
(e)(2)(i) of this section. Furthermore, if 
more than 50 percent of a partnership’s 
profits and capital are owned by a 
downstream controlled partnership, 
such owned partnership is considered a 
downstream controlled partnership for 
purposes of paragraph (e)(2)(i) of this 
section. 

(3) Determining the taxable year of a 
partnership or S corporation. The taxable 
year of a partnership or S corporation 
to be taken into account for purposes 
of paragraph (e)(1) of this section is the 
taxable year ending with or prior to 
the date specified in paragraph (d) of 
this section. Furthermore, the deter-
mination of such taxable year will take 
into consideration any section 444 elec-
tions made by the partnership or S cor-
poration. See examples (10) and (11) in 
paragraph (f) of this section. 

(4) Special rule for 52–53-week taxable 
years. For purposes of this paragraph 
(e), a 52–53-week taxable year with ref-
erence to the end of a particular month 
will be considered to be the same as a 
taxable year ending with reference to 
the last day of such month. 

(5) Interaction with de minimis rules— 
(i) Downstream de minimis rule—(A) In 
general. If a partnership or S corpora-
tion that desires to make or continue a 
section 444 election is a member of a 
tiered structure (as defined in para-
graph (e)(2) of this section) and di-
rectly owns any member (or members) 
of the tiered structure with a taxable 
year different from the taxable year of 
the partnership or S corporation, such 
ownership is disregarded for purposes 
of the same taxable year exception of 
paragraph (e)(1) of this section pro-
vided that, in the aggregate, the de 
minimis rule of paragraph (c)(2) of this 
section is satisfied with respect to such 
owned member (or members). The fol-
lowing example illustrates the applica-
tion of this paragraph (e)(5)(i)(A). 

Example. P, a partnership with a June 30 
taxable year, owns 60 percent of P1, another 
partnership with a June 30 taxable year. P 
also owns 1 percent of P2 and P3, calendar 
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year partnerships. If, in the aggregate, P’s 
ownership interests in P2 and P3 are consid-
ered de minimis under paragraph (c)(2) of 
this section, P meets the same taxable year 
exception and may make a section 444 elec-
tion to retain its June 30 taxable year. 

(B) Special rule for members of a tiered 
structure directly owned by a downstream 
controlled partnership. For purposes of 
paragraph (e)(5)(i)(A) of this section, a 
partnership or S corporation desiring 
to make or continue a section 444 elec-
tion is considered to directly own any 
member of the tiered structure (as de-
fined in paragraph (e)(2) of this section) 
directly owned by a downstream con-
trolled partnership (as defined in para-
graph (e)(2)(ii) of this section). The ad-
justed taxable income or gross income 
of the partnership or S corporation 
that is attributable to a member of a 
tiered structure directly owned by a 
downstream controlled partnership 
equals the adjusted taxable income or 
gross income of such member multi-
plied by the partnership’s or S corpora-
tion’s indirect ownership percentage of 
such member. The following example 
illustrates the application of this para-
graph (e)(5)(i)(B). 

Example. P, a partnership, desires to retain 
its June 30 taxable year by making a section 
444 election. However, as of the date specified 
in paragraph (d) of this section, P owns 75 
percent of P1, a June 30 partnership, and P1 
owns 40 percent of P2, a calendar year part-
nership. P also owns 25 percent of P3, a cal-
endar year partnership. Pursuant to para-
graphs (e)(5)(i) (A) and (B) of this section, P 
may only qualify to use the same taxable 
year exception if, in the aggregate, P2 and P3 
are de minimis with respect to P. Pursuant 
to paragraph (e)(5)(i)(B) of this section, P’s 
adjusted taxable income or gross income at-
tributable to P2 equals 30 percent (75 percent 
times 40 percent) of P2’s adjusted taxable in-
come or gross income. 

(ii) Upstream de minimis rule. If a part-
nership or S corporation that desires to 
make or continue a section 444 election 
is a member of a tiered structure (as 
defined in paragraph (e)(2) of this sec-
tion) and is owned directly by a mem-
ber (or members) of the tiered struc-
ture with taxable years different from 
the taxable year of the partnership or 
S corporation, such ownership is dis-
regarded for purposes of the same tax-
able year exception of paragraph (e)(1) 
of this section provided that, in the ag-

gregate, the de minimis rule of para-
graph (c)(3) of this section is satisfied 
with respect to such owning member 
(or members). See Example 12 of para-
graph (f) of this section. 

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

Example 1. A, a partnership, desires to 
make or continue a section 444 election. 
However, on the date specified in paragraph 
(d) of this section, A is owned by a combina-
tion of individuals and S corporations. The S 
corporations are deferral entities, as defined 
in paragraph (b)(2) of this section. Thus, pur-
suant to paragraph (b)(1)(ii) of this section, 
A will be a member of a tiered structure un-
less under paragraph (c)(3) of this section, 
the S corporations, in the aggregate, own a 
de minimis portion of A. If the S corpora-
tions’ ownership in A is not considered de 
minimis under paragraph (c)(3) of this sec-
tion, A is a member of a tiered structure and 
will be allowed to make or continue a sec-
tion 444 election only if it meets the same 
taxable year exception provided in paragraph 
(e) of this section. 

Example 2. B, a partnership, desires to 
make or continue a section 444 election. 
However, on the date specified in paragraph 
(d) of this section, B is a partner in two part-
nerships, B1 and B2. B1 and B2 are deferral 
entities, as defined in paragraph (b)(2) of this 
section. Thus, under paragraph (b)(1)(i) of 
this section, B will be a member of a tiered 
structure unless B’s aggregate ownership in-
terests in B1 and B2 are considered de mini-
mis under paragraph (c)(2) of this section. If 
B is a member of a tiered structure on the 
date specified in paragraph (d) of this sec-
tion, B will be allowed to make or continue 
a section 444 election only if it meets the 
same taxable year exception provided in 
paragraph (e) of this section. 

Example 3. C, a partnership with a Sep-
tember 30 taxable year, is 100 percent owned 
by calendar year individuals. C desires to 
make a section 444 election for its taxable 
year beginning October 1, 1987. However, on 
the date specified in paragraph (d) of this 
section, C owns a 1 percent interest in C1, a 
partnership. C does not own any other inter-
est in a deferral entity. For the taxable year 
ended September 30, 1987, 10 percent of C’s 
adjusted taxable income (as defined in para-
graph (c)(2)(iii) of this section) was attrib-
utable to C’s partnership interest in C1. Fur-
thermore, 4 percent of C’s gross income for 
the taxable year ended September 30, 1987, 
was attributable to C’s partnership interest 
in C1. Under paragraph (c)(2) of this section, 
C’s partnership interest in C1 is not de mini-
mis because during the testing period more 
than 5 percent of C’s adjusted taxable income 
is attributable to C1 and more than 2 percent 
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of C’s gross income is attributable to C1. 
Thus, C is a member of a tiered structure for 
its taxable year beginning October 1, 1987. 

Example 4. The facts are the same as Exam-
ple 3, except that for the taxable year ended 
September 30, 1987, only 2 percent of C’s ad-
justed taxable income was attributable to 
C1. Under paragraph (c)(2) of this section, C’s 
partnership interest in C1 is considered de 
minimis for purposes of determining whether 
C is a member of a tiered structure because 
not more than 5 percent of C’s adjusted tax-
able income during the testing period is at-
tributable to C1. Thus, C is not a member of 
a tiered structure for its taxable year begin-
ning October 1, 1987. 

Example 5. The facts are the same as Exam-
ple 4, except that in addition to owning C1, 
C also owns 15 percent of C2, another part-
nership. For the taxable year ended Sep-
tember 30, 1987, 2 percent of C’s adjusted tax-
able income is attributable to C1 and an ad-
ditional 4 percent is attributable to C2. Fur-
thermore, for the taxable year ended Sep-
tember 30, 1987, 4 percent of C’s gross income 
is attributable to C1 while 3 percent is at-
tributable to C2. Under paragraph (c)(2) of 
this section, C1 and C2 must be aggregated 
for purposes of determining whether C meets 
either the 5 percent adjusted taxable income 
test or the 2 percent gross income test. Since 
C’s adjusted taxable income attributable to 
C1 and C2 is 6 percent (2 percent + 4 percent) 
and C’s gross income attributable to C1 and 
C2 is 7 percent (4 percent + 3 percent), C does 
not meet the downstream de minimis rule 
provided in paragraph (c)(2) of this section. 
Thus, C is a member of a tiered structure for 
its taxable year beginning October 1, 1987. 

Example 6. The facts are the same as Exam-
ple 3, except that instead of determining 
whether C is part of a tiered structure, the 
issue is whether C1 is part of a tiered struc-
ture. In addition, assume that on the date 
specified in paragraph (d) of this section, the 
remaining 99 percent of C1 is owned by cal-
endar year individuals and C1 does not own 
an interest in any deferral entity. Although 
C in Example 3 was considered to be a part 
of a tiered structure by virtue of its owner-
ship interest in C1, C1 must be tested sepa-
rately to determine whether it is part of a 
tiered structure. Since C’s interest in C1 is 5 
percent or less, C’s interest in C1 is de mini-
mis with respect to C1. See paragraph (c)(3) 
of this section. Thus, based upon these facts, 
C1 is not part of a tiered structure. 

Example 7. The facts are the same as Exam-
ple 6, except that the remaining 99 percent of 
C1 is owned 94 percent by calendar year indi-
viduals and 5 percent by C3, another partner-
ship. Thus, deferral entities own 6 percent of 
C1 (1 percent owned by C and 5 percent 
owned by C3). Under paragraph (c)(3) of this 
section, deferral entities own more than a de 
minimis interest (i.e., 5 percent) of C1, and 
thus C1 is part of a tiered structure. 

Example 8. D, a partnership with a Sep-
tember 30 taxable year, desires to make a 
section 444 election for its taxable year be-
ginning October 1, 1987. On December 31, 1987, 
and the date D plans to file its section 444 
election, D is 10 percent owned by D1, a per-
sonal service corporation with a September 
30 taxable year, and 90 percent owned by cal-
endar year individuals. Furthermore, D1 will 
retain its September 30 taxable year because 
it previously established a business purpose 
for such year. Since D is owned in part by 
D1, a personal service corporation, and the 
ownership interest is not de minimis under 
paragraph (c)(3) of this section, D is consid-
ered a member of a tiered structure for its 
taxable year beginning October 1, 1987. Fur-
thermore, although D and D1 have the same 
taxable year, D does not qualify for the same 
taxable year exception provided in paragraph 
(e) of this section because D1 is a personal 
service corporation rather than a partner-
ship or S corporation. Thus, pursuant to 
paragraph (a) of this section, D may not 
make a section 444 election for its taxable 
year beginning October 1, 1987. 

Example 9. The facts are the same as Exam-
ple 8, except that D1 is a partnership rather 
than a personal service corporation. Based 
upon these facts, D qualifies for the same 
taxable year exception provided in paragraph 
(e) of this section. Thus, D may make a sec-
tion 444 election for its taxable year begin-
ning October 1, 1987. 

Example 10. The facts are the same as Ex-
ample 9, except that D1 has not established 
a business purpose for a September 30 tax-
able year. In addition, D1 does not desire to 
make a section 444 election and, under sec-
tion 706(b), D1 will be required to change to 
a calendar year for its taxable year begin-
ning October 1, 1987. Pursuant to paragraph 
(e)(3) of this section, D and D1 do not have 
the same taxable year for purposes of the 
same taxable year exception provided in 
paragraph (e) of this section. Thus, D may 
not make a section 444 election for its tax-
able year beginning October 1, 1987. 

Example 11. The facts are the same as Ex-
ample 8, except that D1 is a partnership with 
a March 31 taxable year. Furthermore, for its 
taxable year beginning April 1, 1987, D1 will 
change to a September 30 taxable year by 
making a section 444 election. Pursuant to 
paragraph (e)(3) of this section, D1 is consid-
ered to have a September 30 taxable year for 
purposes of determining whether D qualifies 
for the same taxable year exception provided 
in paragraph (e) of this section. Since both D 
and D1 will have the same taxable year as of 
the date specified in paragraph (d) of this 
section, D may make a section 444 election 
for its taxable year beginning October 1, 1987. 

Example 12. The facts are the same as Ex-
ample 11, except that instead of the remain-
ing 90 percent of D being owned by calendar 
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year individuals, it is owned 86 percent by in-
dividuals and 4 percent by D2, a calendar 
year partnership. Thus, D, a September 30 
partnership, is 10 percent owned by D1, a 
September 30 partnership, 86 percent owned 
by calendar year individuals, and 4 percent 
owned by D2, a calendar year partnership. 
Under paragraph (e)(5)(ii) of this section, 
D2’s ownership interest in D is considered de 
minimis for purposes of the same taxable 
year exception. Since D2’s ownership inter-
est in D is considered de minimis, it is dis-
regarded for purposes of determining wheth-
er D qualifies for the same taxable year ex-
ception provided in paragraph (e) of this sec-
tion. Thus, since both D and D1 will have the 
same taxable year as of the date specified in 
paragraph (d) of this section, D may make a 
section 444 election for its taxable year be-
ginning October 1, 1987. 

Example 13. E, a partnership with a June 30 
taxable year, desires to make a section 444 
election for its taxable year beginning July 
1, 1987. On the date specified in paragraph (d) 
of this section, E is 100 percent owned by cal-
endar year individuals; E owns 99 percent of 
the profits and capital of E1, a partnership 
with a June 30 taxable year; and E1 owns 30 
percent of the profits and capital of E2, a 
partnership with a September 30 taxable 
year. E owns no other deferral entities. Pur-
suant to paragraph (b)(1)(i) of this section, E 
is considered to be a member of a tiered 
structure. Furthermore, pursuant to para-
graph (e) of this section, E does not qualify 
for the same taxable year exception because 
E2 does not have the same taxable year as E 
and E1. 

Example 14. The facts are the same as Ex-
ample 13, except that E owns only 49 percent 
(rather than 99 percent) of the profits and 
capital of E1. Pursuant to paragraph (e) of 
this section, E qualifies for the same taxable 
year exception because E and E1 have the 
same taxable year. Pursuant to paragraph (e) 
of this section, E1’s ownership interest in E2 
is disregarded since E does not own more 
than 50 percent of E1’s profits and capital. 

Example 15. Prior to consideration of the 
anti-abuse rule provided in paragraph (b)(3) 
of this section, H, a partnership that com-
menced operations on October 1, 1987, is eli-
gible to make a section 444 election for its 
taxable year beginning October 1, 1987. Al-
though H may obtain a significant deferral 
of income substantially all of which is not 
eliminated by a required payment under sec-
tion 7519 (since there will be no required pay-
ment for H’s first taxable year), the anti- 
abuse rule of paragraph (b)(3) will not apply 
unless the principal purpose of organizing H 
was the attainment of a significant deferral 
of income that would result from making a 
section 444 election. 

Example 16. F, a partnership with a Janu-
ary 31 taxable year, desires to make a sec-
tion 444 election to retain its January 31 tax-

able year for the taxable year beginning Feb-
ruary 1, 1987. F is 100 percent owned by cal-
endar year individuals. Prior to the date 
specified in paragraph (d) of this section, F 
contributes substantially all of its assets to 
F1, a partnership, in exchange for a 51 per-
cent interest in F1. The remaining 49 percent 
of F1 is owned by the calendar year individ-
uals owning 100 percent of F. If F is allowed 
to make a section 444 election to retain its 
January 31 taxable year, F1’s required tax-
able year will be January 31 since a majority 
of F1’s partners use a January 31 taxable 
year (see § 1.706–3T). F’s principal purpose for 
creating F1 and contributing its assets to F1 
is to obtain an 11-month deferral on 49 per-
cent of the income previously earned by F 
and now earned by F1. Pursuant to para-
graph (b)(3) of this section, F is not allowed 
to make a section 444 election for its taxable 
year beginning February 1, 1987. 

Example 17. The facts are the same as in 
Example 16, except that F does not create F1 
and contribute its assets to F1 until imme-
diately after F makes its section 444 election 
for the taxable year beginning February 1, 
1987. Thus, F is allowed to make a section 444 
election for its taxable year beginning Feb-
ruary 1, 1987. However, pursuant to para-
graph (b)(3) of this section, F will have its 
section 444 election terminated for subse-
quent years unless the tax deferral inherent 
in the structure is eliminated (e.g., F1 is liq-
uidated or the individual owners of F con-
tribute their interests in F1 to F) prior to 
the date specified in paragraph (d) of this 
section for subsequent taxable years begin-
ning on or after February 1, 1988. 

Example 18. The facts are the same as in 
Example 16, except that F1 is 99 percent 
owned by F and none of the individual own-
ers of F own any portion of F1. Furthermore, 
F obtained no tax benefit from creating and 
contributing assets to F1. Given these facts 
paragraph (b)(3) of this section does not 
apply and thus, F may make a section 444 
election for its taxable year beginning Feb-
ruary 1, 1987. 

Example 19. G, a partnership with an Octo-
ber 31 taxable year, desires to retain its Oc-
tober 31 taxable year for its taxable year be-
ginning November 1, 1987. However, as of De-
cember 31, 1987, G owns a 30 percent interest 
in G1, a calendar year partnership. G owns 
no other deferral entity, and G is 100 percent 
owned by calendar year individuals. Further-
more, G’s interest in G1 does not meet the de 
minimis rule provided in paragraph (c)(3) of 
this section. Thus, in order to avoid being a 
tiered structure, G sells its interest in G1 to 
an unrelated third party prior to the date G 
timely makes it section 444 election for its 
taxable year beginning November 1, 1987. Al-
though the sale of G1 allows G to qualify to 
make a section 444 election, and therefore to 
obtain a significant tax benefit, such benefit 
is not unintended. Thus, paragraph (b)(3) of 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00054 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



45 

Internal Revenue Service, Treasury § 1.444–3T 

this section does not apply, and G may make 
a section 444 election for its taxable year be-
ginning November 1, 1987. 

(g) Effective date. This section is ef-
fective for taxable years beginning 
after December 31, 1986. 

[T.D. 8205, 53 FR 19698, May 27, 1988, as 
amended by T.D. 8996, 67 FR 35012, May 17, 
2002] 

§ 1.444–3T Manner and time of making 
section 444 election (temporary). 

(a) In general. A section 444 election 
shall be made in the manner and at the 
time provided in this section. 

(b) Manner and time of making elec-
tion—(1) General rule. A section 444 elec-
tion shall be made by filing a properly 
prepared Form 8716, ‘‘Election to Have 
a Tax Year Other Than a Required Tax 
Year,’’ with the Service Center indi-
cated by the instructions to Form 8716. 
Except as provided in paragraphs (b) (2) 
and (4) of this section, Form 8716 must 
be filed by the earlier of— 

(i) The 15th day of the fifth month 
following the month that includes the 
first day of the taxable year for which 
the election will first be effective, or 

(ii) The due date (without regard to 
extensions) of the income tax return 
resulting from the section 444 election. 

In addition, a copy of Form 8716 must 
be attached to Form 1065 or Form 1120 
series form, whichever is applicable, 
for the first taxable year for which the 
section 444 election is made. Form 8716 
shall be signed by any person who is 
authorized to sign Form 1065 or Form 
1120 series form, whichever is applica-
ble. (See sections 6062 and 6063, relating 
to the signing of returns.) The provi-
sions of this paragraph (b)(1) may be il-
lustrated by the following examples. 

Example 1. A, a partnership that began op-
erations on September 10, 1988, is qualified to 
make a section 444 election to use a Sep-
tember 30 taxable year for its taxable year 
beginning September 10, 1988. Pursuant to 
paragraph (b)(1) of this section, A must file 
Form 8716 by the earlier of the 15th day of 
the fifth month following the month that in-
cludes the first day of the taxable year for 
which the election will first be effective (i.e., 
February 15, 1989) or the due date (without 
regard to extensions) of the partnership’s tax 
return for the period September 10, 1988 to 
September 30, 1988 (i.e., January 15, 1989). 
Thus, A must file Form 8716 by January 15, 
1989. 

Example 2. The facts are the same as in Ex-
ample 1, except that A began operations on 
October 20, 1988. Based upon these facts, A 
must file Form 8716 by March 15, 1989, the 
15th day of the fifth month following the 
month that includes the first day of the tax-
able year for which the election will first be 
effective. 

Example 3. B is a corporation that first be-
comes a personal service corporation for its 
taxable year beginning September 1, 1988. B 
qualifies to make a section 444 election to 
use a September 30 taxable year for its tax-
able year beginning September 1, 1988. Pur-
suant to this paragraph (b)(1), B must file 
Form 8716 by December 15, 1988, the due date 
of the income tax return for the short period 
September 1 to September 30, 1988. 

(2) Special extension of time for making 
an election. If, pursuant to paragraph 
(b)(1) of this section, the due date for 
filing Form 8716 is prior to July 26, 
1988, such date is extended to July 26, 
1988. The provisions of this paragraph 
(b)(2) may be illustrated by the fol-
lowing examples. 

Example 1. B, a partnership that histori-
cally used a June 30 taxable year, is qualified 
to make a section 444 election to retain a 
June 30 taxable year for its taxable year be-
ginning July 1, 1987. Absent paragraph (b)(2) 
of this section, B would be required to file 
Form 8716 by December 15, 1987. However, 
pursuant to paragraph (b)(2) of this section, 
B’s due date for filing Form 8716 is extended 
to July 26, 1988. 

Example 2. C, a partnership that began op-
erations on January 20, 1988, is qualified to 
make a section 444 election to use a year 
ending September 30 for its taxable year be-
ginning January 20, 1988. Absent paragraph 
(b)(2) of this section, C is required to file 
Form 8716 by June 15, 1988 (the 15th day of 
the fifth month following the month that in-
cludes the first day of the taxable year for 
which the election will first be effective). 
However, pursuant to paragraph (b)(2) of this 
section, the due date for filing Form 8716 is 
July 26, 1988. 

(3) Corporation electing to be an S cor-
poration—(i) In general. A corporation 
electing to be an S corporation is sub-
ject to the same time and manner rules 
for filing Form 8716 as any other tax-
payer making a section 444 election. 
Thus, a corporation electing to be an S 
corporation that desires to make a sec-
tion 444 election is not required to file 
Form 8716 with its Form 2553, ‘‘Elec-
tion by a Small Business Corporation.’’ 
However, a corporation electing to be 
an S corporation after September 26, 
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1988, is required to state on Form 2553 
its intention to— 

(A) Make a section 444 election, if 
qualified, or 

(B) Make a ‘‘back-up section 444 elec-
tion’’ as described in paragraph (b)(4) of 
this section. 

If a corporation electing to be an S cor-
poration fails to state either of the 
above intentions, the District Director 
may, at his discretion, disregard any 
section 444 election for such taxpayer. 

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

Example 1. D is a corporation that com-
mences operations on October 1, 1988, and 
elects to be an S corporation for its taxable 
year beginning October 1, 1988. All of D’s 
shareholders use the calendar year as their 
taxable year. D desires to adopt a September 
30 taxable year. D does not believe it has a 
business purpose for a September 30 taxable 
year and thus it must make a section 444 
election to use such year. Based on these 
facts, D must, pursuant to the instructions 
to Form 2553, state on Form 2553 that, if 
qualified, it will make a section 444 election 
to adopt a year ending September 30 for its 
taxable year beginning October 1, 1988. If D is 
qualified (i.e., D is not a member of a tiered 
structure on December 31, 1988) to make a 
section 444 election for its taxable year be-
ginning October 1, 1988, D must file Form 
8716 by March 15, 1989. If D ultimately is not 
qualified to make a section 444 election for 
its taxable year beginning October 1, 1988, 
D’s election to be an S corporation will not 
be effective unless, pursuant to the instruc-
tions to Form 2553, D made a back-up cal-
endar year election (i.e., an election to adopt 
the calendar year in the event D ultimately 
is not qualified to make a section 444 elec-
tion for such year). 

Example 2. The facts are the same as in Ex-
ample 1, except that D believes it can estab-
lish, to the satisfaction of the Commissioner, 
a business purpose for adopting a September 
30 taxable year. However, D desires to make 
a ‘‘back-up section 444 election’’ (see para-
graph (b)(4) of this section) in the event that 
the Commissioner does not grant permission 
to adopt a September 30 taxable year based 
upon business purpose. Based on these facts, 
D must, pursuant to the instructions to 
Form 2553, state on Form 2553 its intention, 
if qualified, to make a back-up section 444 
election to adopt a September 30 taxable 
year. If, by March 15, 1989, D has not received 
permission to adopt a September 30 taxable 
year and D is qualified to make a section 444 
election, D must make a back-up election in 
accordance with paragraph (b)(4) of this sec-
tion. 

(4) Back-up section 444 election—(i) 
General rule. A taxpayer that has re-
quested (or is planning to request) per-
mission to use a particular taxable 
year based upon business purpose, may, 
if otherwise qualified, file a section 444 
election (referred to as a ‘‘back-up sec-
tion 444 election’’). If the Commis-
sioner subsequently denies the business 
purpose request, the taxpayer will, if 
otherwise qualified, be required to acti-
vate the back-up section 444 election. 
See examples (1) and (2) in paragraph 
(b)(4)(iv) of this section. 

(ii) Procedures for making a back-up 
section 444 election. In addition to fol-
lowing the general rules provided in 
this section, a taxpayer making a 
back-up section 444 election should, in 
order to allow the Service to process 
the affected returns in an efficient 
manner, type or legibly print the words 
‘‘BACK-UP ELECTION’’ at the top of 
Form 8716, ‘‘Election to Have a Tax 
Year Other Than a Required Tax 
Year.’’ However, if such Form 8716 is 
filed on or after the date a Form 1128, 
Application for Change in Accounting 
Period, is filed with respect to a period 
that begins on the same date, the 
words ‘‘FORM 1128 BACK-UP ELEC-
TION’’ should be typed or legibly print-
ed at the top of Form 8716. 

(iii) Procedures for activating a back- 
up section 444 election—(A) Partnerships 
and S corporations—(1) In general. A 
back-up section 444 election made by a 
partnership or S corporation is acti-
vated by filing the return required in 
§ 1.7519–2T (a)(2)(i) and making the pay-
ment required in § 1.7519–1T. The due 
date for filing such return and payment 
will be the later of— 

(i) The due dates provided in § 1.7519– 
2T, or 

(ii) 60 days from the date the Com-
missioner denies the business purpose 
request. 

However, interest will be assessed (at 
the rate provided in section 6621 (a)(2)) 
on any required payment made after 
the due date (without regard to any ex-
tension for a back-up election) pro-
vided in § 1.7519–2T (a)(4)(i) or (a)(4)(ii), 
whichever is applicable, for such pay-
ment. Interest will be calculated from 
such due date to the date such amount 
is actually paid. Interest assessed 
under this paragraph will be separate 
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from any required payments. Thus, in-
terest will not be subject to refund 
under § 1.7519–2T. 

(2) Special rule if Form 720 used to sat-
isfy return requirement. If, pursuant to 
§ 1.7519–2T (a)(3), a partnership or S cor-
poration must use Form 720, ‘‘Quar-
terly Federal Excise Tax Return,’’ to 
satisfy the return requirement of 
§ 1.7519–2T (a)(2), then in addition to 
following the general rules provided in 
§ 1.7519–2T, the partnership or S cor-
poration must type or legibly print the 
words ‘‘ACTIVATING BACK-UP ELEC-
TION’’ on the top of Form 720. A part-
nership or S corporation that would 
otherwise file a Form 720 on or before 
the date specified in paragraph 
(b)(4)(iii)(A)(1) of this section may sat-
isfy the return requirement by includ-
ing the necessary information on such 
Form 720. Alternatively, such partner-
ship or S corporation may file an addi-
tional Form 720 (i.e., a Form 720 sepa-
rate from the Form 720 it would other-
wise file). Thus, for example, if the due 
date for activating an S corporation’s 
back-up election is November 15, 1988, 
and the S corporation must file a Form 
720 by October 31, 1988, to report manu-
facturers excise tax for the third quar-
ter of 1988, the S corporation may use 
that Form 720 to activate its back-up 
election. Alternatively, the S corpora-
tion may file its regular Form 720 that 
is due October 31, 1988, and file an addi-
tional Form 720 by November 15, 1988, 
activating its back-up election. 

(B) Personal service corporations. A 
back-up section 444 election made by a 
personal service corporation is acti-
vated by filing Form 8716 with the per-
sonal service corporation’s original or 
amended income tax return for the tax-
able year in which the election is first 
effective, and typing or legibly print-
ing the words—‘‘ACTIVATING BACK- 
UP ELECTION’’ on the top of such in-
come tax return. 

(iv) Examples. The provisions of this 
paragraph (b)(4) may be illustrated by 
the following examples. Also see Exam-
ple 2 in paragraph (b)(3) of this section. 

Example 1. E, a partnership that histori-
cally used a June 30 taxable year, requested 
(pursuant to section 6 of Rev. Proc. 87–32, 
1987–28 I.R.B. 14) permission from the Com-
missioner to retain a June 30 taxable year 
for its taxable year beginning July 1, 1987. 

Furthermore, E is qualified to make a sec-
tion 444 election to retain a June 30 taxable 
year for its taxable year beginning July 1, 
1987. However, as of the date specified in 
paragraph (b)(2) of this section, the Commis-
sioner has not determined whether E has a 
valid business purpose for retaining its June 
30 taxable year. Based on these facts, E may, 
by the date specified in paragraph (b)(2) of 
this section, make a back-up section 444 
election to retain its June 30 taxable year. 

Example 2. The facts are the same as in Ex-
ample 1. In addition, on August 12, 1988, the 
Internal Revenue Service notifies E that its 
business purpose request is denied. E asks for 
reconsideration of the Service’s decision, and 
the Service sustains the original denial on 
September 30, 1988. Based on these facts, E 
must activate its back-up section 444 elec-
tion within 60 days after September 30, 1988. 

Example 3. The facts are the same as in Ex-
ample 1, except that E desires to make a sec-
tion 444 election to use a year ending Sep-
tember 30 for its taxable year beginning July 
1, 1987. Although E qualifies to make a sec-
tion 444 election to retain its June 30 taxable 
year, E may make a back-up section 444 elec-
tion for a September 30 taxable year. 

(c) Administrative relief—(1) Extension 
of time to file income tax returns—(i) 
Automatic extension. If a partnership, S 
corporation, or personal service cor-
poration makes a section 444 election 
(or does not make a section 444 elec-
tion, either because it is ineligible or 
because it decides not to make the 
election, and therefore changes to its 
required taxable year) for its first tax-
able year beginning after December 31, 
1986, the due date for filing its income 
tax return for such year shall be the 
later of— 

(A) The due date established under— 
(1) Section 6072, in the case of Form 

1065, 
(2) § 1.6037–1 (b), in the case of Form 

1120S, 
(3) Section 6072 (b), in the case of 

other Form 1120 series form; or 
(B) August 15, 1988. 

The words ‘‘SECTION 444 RETURN’’ 
should, in order to allow the Service to 
process the affected returns in an effi-
cient manner, be typed or legibly print-
ed at the top of the Form 1065 or Form 
1120 series form, whichever is applica-
ble, filed under this paragraph (c)(1)(i). 

(ii) Additional extensions. If the due 
date of the income tax return for the 
first taxable year beginning after De-
cember 31, 1986, extended as provided in 
paragraph (c)(1)(i)(B) of this section, 
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occurs before the date that is 6 months 
after the date specified in paragraph 
(c)(1)(i)(A) of this section, the partner-
ship, S corporation, or personal service 
corporation may request an additional 
extension or extensions of time (up to 
6 months after the date specified in 
paragraph (c)(1)(i)(A) of this section) to 
file its income tax return for such first 
taxable year. The request must be 
made by the later of the date specified 
in paragraph (c)(1)(i)(A) or (c)(1)(i)(B) 
of this section and must be made on 
Form 7004, ‘‘Application for Automatic 
Extension of Time To File Corporation 
Income Tax Return’’, or Form 2758, 
‘‘Application for Extension of Time to 
File U.S. Partnership, Fiduciary, and 
Certain Other Returns,’’ whichever is 
applicable, in accordance with the form 
and its instructions. In addition, the 
following words should be typed or leg-
ibly printed at the top of the form— 
‘‘SECTION 444 REQUEST FOR ADDI-
TIONAL EXTENSION.’’ 

(iii) Examples. The provisions of para-
graph (c)(1) of this section may be il-
lustrated by the following examples. 

Example 1. G, a partnership that histori-
cally used a January 31 taxable year, makes 
a section 444 election to retain such year for 
its taxable year beginning February 1, 1987. 
Absent paragraph (c)(1)(i) of this section, G’s 
Form 1065 for the taxable year ending Janu-
ary 31, 1988, is due on or before May 15, 1988. 
However, if G types or legibly prints ‘‘SEC-
TION 444 RETURN’’ at the top of Form 1065 
for such year, paragraph (c)(1)(i) of this sec-
tion automatically extends the due date of 
such return to August 15, 1988. 

Example 2. The facts are the same as in Ex-
ample 1, except that G desires to extend the 
due date of its income tax return for the 
year ending January 31, 1988, to a date be-
yond August 15, 1988. Pursuant to paragraph 
(c)(1)(ii) of this section, G may extend such 
return to November 15, 1988 (i.e., the date 
that is up to 6 months after May 15, 1988, the 
normal due date of the return). However, in 
order to obtain this additional extension, G 
must file Form 2758 pursuant to paragraph 
(c)(1)(i) of this section on or before August 
15, 1988. 

Example 3. H, a partnership that histori-
cally used a May 31 taxable year, makes a 
section 444 election to use a year ending Sep-
tember 30 for its taxable year beginning on 
June 1, 1987. Absent paragraph (c)(1)(i) of this 
section, H’s Form 1065 for the taxable year 
beginning June 1, 1987, and ending September 
30, 1987, is due on or before January 15, 1988. 
However, if H types or legibly prints ‘‘SEC-
TION 444 RETURN’’ at the top of Form 1065 

for such year, paragraph (c)(1)(i) of this sec-
tion automatically extends the due date of 
such return to August 15, 1988. 

Example 4. The facts are the same as in Ex-
ample 3, except H desires to further extend 
(i.e., extend beyond August 15, 1988) the due 
date of its income tax return for its taxable 
year beginning June 1, 1987, and ending Sep-
tember 30, 1987. Since August 15, 1988, is 6 
months or more after the due date (without 
extensions) of such return, paragraph 
(c)(1)(ii) of this section prevents H from fur-
ther extending the time for filing such re-
turn. 

Example 5. I, a partnership that histori-
cally used a June 30 taxable year, considered 
making a section 44 election to retain such 
taxable year, but eventually decided to 
change to a December 31, taxable year (I’s re-
quired taxable year). Absent paragraph 
(c)(1)(i) of this section, I’s Form 1065 for the 
taxable year beginning July 1, 1987, and end-
ing December 31, 1987, is due on or before 
April 15, 1988. Pursuant to paragraph (c)(1)(i) 
of this section, if I types or legibly prints 
‘‘SECTION 444 RETURN’’ at the top of Form 
1065 for such year, paragraph (c)(1)(i) of this 
section automatically extends the due date 
of such return to August 15, 1988. In addition, 
I may further extend such return pursuant to 
paragraph (c)(1)(ii) of this section. 

(2) No penalty for certain late pay-
ments—(i) In general. In the case of a 
personal service corporation or S cor-
poration described in paragraph 
(c)(1)(i) of this section, no penalty 
under section 6651 (a)(2) will be imposed 
for failure to pay income tax (if any) 
for the first taxable year beginning 
after December 31, 1986, but only for 
the period beginning with the last date 
for payment and ending with the later 
of the date specified in paragraph 
(c)(1)(i) or paragraph (c)(1)(ii) of this 
section. 

(ii) Example. The provisions of para-
graph (c)(2)(i) of this section may be il-
lustrated by the following example. 

Example. J, a personal service corporation 
that historically used a January 31 taxable 
year, makes a section 444 election to retain 
such year for its taxable year beginning Feb-
ruary 1, 1987. The last date (without exten-
sion) for payment of J’s income tax (if any) 
for its taxable year beginning February 1, 
1987, is April 15, 1988. However, under para-
graph (c)(2)(i) of this section, no penalty 
under section 6651(a)(2) will be imposed on 
any underpayment of income tax for the pe-
riod beginning April 15, 1988 and ending Au-
gust 15, 1988. 
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(d) Effective date. This section is ef-
fective for taxable years beginning 
after December 31, 1986. 

[T.D. 8205, 53 FR 19703, May 27, 1988] 

§ 1.444–4 Tiered structure. 
(a) Electing small business trusts. For 

purposes of § 1.444–2T, solely with re-
spect to an S corporation shareholder, 
the term deferral entity does not include 
a trust that is treated as an electing 
small business trust under section 
1361(e). An S corporation with an elect-
ing small business trust as a share-
holder may make an election under 
section 444. This paragraph is applica-
ble to taxable years beginning on and 
after December 29, 2000; however, tax-
payers may voluntarily apply it to tax-
able years of S corporations beginning 
after December 31, 1996. 

(b) Certain tax-exempt trusts. For pur-
poses of § 1.444–2T, solely with respect 
to an S corporation shareholder, the 
term deferral entity does not include a 
trust that is described in section 401(a) 
or 501(c)(3), and is exempt from tax-
ation under section 501(a). An S cor-
poration with a trust as a shareholder 
that is described in section 401(a) or 
section 501(c)(3), and is exempt from 
taxation under section 501(a) may 
make an election under section 444. 
This paragraph is applicable to taxable 
years beginning on and after December 
29, 2000; however taxpayers may volun-
tarily apply it to taxable years of S 
corporations beginning after December 
31, 1997. 

(c) Certain terminations disregarded— 
(1) In general. An S corporation that is 
described in this paragraph (c)(1) may 
request that a termination of its elec-
tion under section 444 be disregarded, 
and that the S corporation be per-
mitted to resume use of the year it pre-
viously elected under section 444, by 
following the procedures of paragraph 
(c)(2) of this section. An S corporation 
is described in this paragraph if the S 
corporation is otherwise qualified to 
make a section 444 election, and its 
previous election was terminated under 
§ 1.444–2T(a) solely because— 

(i) In the case of a taxable year be-
ginning after December 31, 1996, a trust 
that is treated as an electing small 
business trust became a shareholder of 
such S corporation; or 

(ii) In the case of a taxable year be-
ginning after December 31, 1997, a trust 
that is described in section 401(a) or 
501(c)(3), and is exempt from taxation 
under section 501(a) became a share-
holder of such S corporation. 

(2) Procedure—(i) In general. An S cor-
poration described in paragraph (c)(1) 
of this section that wishes to make the 
request described in paragraph (c)(1) of 
this section must do so by filing Form 
8716, ‘‘Election To Have a Tax Year 
Other Than a Required Tax Year,’’ and 
typing or printing legibly at the top of 
such form—‘‘CONTINUATION OF SEC-
TION 444 ELECTION UNDER § 1.444–4.’’ 
In order to assist the Internal Revenue 
Service in updating the S corporation’s 
account, on Line 5 the Box ‘‘Changing 
to’’ should be checked. Additionally, 
the election month indicated must be 
the last month of the S corporation’s 
previously elected section 444 election 
year, and the effective year indicated 
must end in 2002. 

(ii) Time and place for filing Form 8716. 
Such form must be filed on or before 
October 15, 2002, with the service center 
where the S corporation’s returns of 
tax (Forms 1120S) are filed. In addition, 
a copy of the Form 8716 should be at-
tached to the S corporation’s short pe-
riod Federal income tax return for the 
first election year beginning on or 
after January 1, 2002. 

(3) Effect of request—(i) Taxable years 
beginning on or after January 1, 2002. An 
S corporation described in paragraph 
(c)(1) of this section that requests, in 
accordance with this paragraph, that a 
termination of its election under sec-
tion 444 be disregarded will be per-
mitted to resume use of the year it pre-
viously elected under section 444, com-
mencing with its first taxable year be-
ginning on or after January 1, 2002. 
Such S corporation will be required to 
file a return under § 1.7519–2T for each 
taxable year beginning on or after Jan-
uary 1, 2002. No payment under section 
7519 will be due with respect to the 
first taxable year beginning on or after 
January 1, 2002. However, a required 
payment will be due on or before May 
15, 2003, with respect to such S corpora-
tion’s second continued section 444 
election year that begins in calendar 
year 2002. 
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(ii) Taxable years beginning prior to 
January 1, 2002. An S corporation de-
scribed in paragraph (c)(1) of this sec-
tion that requests, in accordance with 
this paragraph, that a termination of 
its election under section 444 be dis-
regarded will not be required to amend 
any prior Federal income tax returns, 
make any required payments under 
section 7519, or file any returns under 
§ 1.7519–2T, with respect to taxable 
years beginning on or after the date 
the termination of its section 444 elec-
tion was effective and prior to January 
1, 2002. 

(iii) Section 7519: required payments 
and returns. The Internal Revenue 
Service waives any requirement for an 
S corporation described in paragraph 
(c)(1) of this section to file the federal 
tax returns and make any required 
payments under section 7519 for years 
prior to the taxable year of continu-
ation as described in paragraph (c)(3)(i) 
of this section, if for such years the S 
corporation filed its federal income tax 
returns on the basis of its required tax-
able year. 

[T.D. 8994, 67 FR 34394, May 14, 2002] 

METHODS OF ACCOUNTING 

METHODS OF ACCOUNTING IN GENERAL 

§ 1.446–1 General rule for methods of 
accounting. 

(a) General rule. (1) Section 446(a) pro-
vides that taxable income shall be 
computed under the method of ac-
counting on the basis of which a tax-
payer regularly computes his income in 
keeping his books. The term ‘‘method 
of accounting’’ includes not only the 
overall method of accounting of the 
taxpayer but also the accounting treat-
ment of any item. Examples of such 
over-all methods are the cash receipts 
and disbursements method, an accrual 
method, combinations of such methods, 
and combinations of the foregoing with 
various methods provided for the ac-
counting treatment of special items. 
These methods of accounting for spe-
cial items include the accounting 
treatment prescribed for research and 
experimental expenditures, soil and 
water conservation expenditures, de-
preciation, net operating losses, etc. 
Except for deviations permitted or re-

quired by such special accounting 
treatment, taxable income shall be 
computed under the method of ac-
counting on the basis of which the tax-
payer regularly computes his income in 
keeping his books. For requirement re-
specting the adoption or change of ac-
counting method, see section 446(e) and 
paragraph (e) of this section. 

(2) It is recognized that no uniform 
method of accounting can be prescribed 
for all taxpayers. Each taxpayer shall 
adopt such forms and systems as are, 
in his judgment, best suited to his 
needs. However, no method of account-
ing is acceptable unless, in the opinion 
of the Commissioner, it clearly reflects 
income. A method of accounting which 
reflects the consistent application of 
generally accepted accounting prin-
ciples in a particular trade or business 
in accordance with accepted conditions 
or practices in that trade or business 
will ordinarily be regarded as clearly 
reflecting income, provided all items of 
gross income and expense are treated 
consistently from year to year. 

(3) Items of gross income and expend-
itures which are elements in the com-
putation of taxable income need not be 
in the form of cash. It is sufficient that 
such items can be valued in terms of 
money. For general rules relating to 
the taxable year for inclusion of in-
come and for taking deductions, see 
sections 451 and 461, and the regula-
tions thereunder. 

(4) Each taxpayer is required to make 
a return of his taxable income for each 
taxable year and must maintain such 
accounting records as will enable him 
to file a correct return. See section 6001 
and the regulations thereunder. Ac-
counting records include the taxpayer’s 
regular books of account and such 
other records and data as may be nec-
essary to support the entries on his 
books of account and on his return, as 
for example, a reconciliation of any 
differences between such books and his 
return. The following are among the 
essential features that must be consid-
ered in maintaining such records: 

(i) In all cases in which the produc-
tion, purchase, or sale of merchandise 
of any kind is an income-producing fac-
tor, merchandise on hand (including 
finished goods, work in process, raw 
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materials, and supplies) at the begin-
ning and end of the year shall be taken 
into account in computing the taxable 
income of the year. (For rules relating 
to computation of inventories, see sec-
tion 263A, 471, and 472 and the regula-
tions thereunder.) 

(ii) Expenditures made during the 
year shall be properly classified as be-
tween capital and expense. For exam-
ple, expenditures for such items as 
plant and equipment, which have a use-
ful life extending substantially beyond 
the taxable year, shall be charged to a 
capital account and not to an expense 
account. 

(iii) In any case in which there is al-
lowable with respect to an asset a de-
duction for depreciation, amortization, 
or depletion, any expenditures (other 
than ordinary repairs) made to restore 
the asset or prolong its useful life shall 
be added to the asset account or 
charged against the appropriate re-
serve. 

(b) Exceptions. (1) If the taxpayer does 
not regularly employ a method of ac-
counting which clearly reflects his in-
come, the computation of taxable in-
come shall be made in a manner which, 
in the opinion of the Commissioner, 
does clearly reflect income. 

(2) A taxpayer whose sole source of 
income is wages need not keep formal 
books in order to have an accounting 
method. Tax returns, copies thereof, or 
other records may be sufficient to es-
tablish the use of the method of ac-
counting used in the preparation of the 
taxpayer’s income tax returns. 

(c) Permissible methods—(1) In general. 
Subject to the provisions of paragraphs 
(a) and (b) of this section, a taxpayer 
may compute his taxable income under 
any of the following methods of ac-
counting: 

(i) Cash receipts and disbursements 
method. Generally, under the cash re-
ceipts and disbursements method in 
the computation of taxable income, all 
items which constitute gross income 
(whether in the form of cash, property, 
or services) are to be included for the 
taxable year in which actually or con-
structively received. Expenditures are 
to be deducted for the taxable year in 
which actually made. For rules relat-
ing to constructive receipt, see § 1.451– 
2. For treatment of an expenditure at-

tributable to more than one taxable 
year, see section 461(a) and paragraph 
(a)(1) of § 1.461–1. 

(ii) Accrual method. (A) Generally, 
under an accrual method, income is to 
be included for the taxable year when 
all the events have occurred that fix 
the right to receive the income and the 
amount of the income can be deter-
mined with reasonable accuracy. Under 
such a method, a liability is incurred, 
and generally is taken into account for 
Federal income tax purposes, in the 
taxable year in which all the events 
have occurred that establish the fact of 
the liability, the amount of the liabil-
ity can be determined with reasonable 
accuracy, and economic performance 
has occurred with respect to the liabil-
ity. (See paragraph (a)(2)(iii)(A) of 
§ 1.461–1 for examples of liabilities that 
may not be taken into account until 
after the taxable year incurred, and see 
§§ 1.461–4 through 1.461–6 for rules relat-
ing to economic performance.) Applica-
ble provisions of the Code, the Income 
Tax Regulations, and other guidance 
published by the Secretary prescribe 
the manner in which a liability that 
has been incurred is taken into ac-
count. For example, section 162 pro-
vides that a deductible liability gen-
erally is taken into account in the tax-
able year incurred through a deduction 
from gross income. As a further exam-
ple, under section 263 or 263A, a liabil-
ity that relates to the creation of an 
asset having a useful life extending 
substantially beyond the close of the 
taxable year is taken into account in 
the taxable year incurred through cap-
italization (within the meaning of 
§ 1.263A–1(c)(3)) and may later affect the 
computation of taxable income 
through depreciation or otherwise over 
a period including subsequent taxable 
years, in accordance with applicable 
Internal Revenue Code sections and re-
lated guidance. 

(B) The term ‘‘liability’’ includes any 
item allowable as a deduction, cost, or 
expense for Federal income tax pur-
poses. In addition to allowable deduc-
tions, the term includes any amount 
otherwise allowable as a capitalized 
cost, as a cost taken into account in 
computing cost of goods sold, as a cost 
allocable to a long-term contract, or as 
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any other cost or expense. Thus, for ex-
ample, an amount that a taxpayer ex-
pends or will expend for capital im-
provements to property must be in-
curred before the taxpayer may take 
the amount into account in computing 
its basis in the property. The term ‘‘li-
ability’’ is not limited to items for 
which a legal obligation to pay exists 
at the time of payment. Thus, for ex-
ample, amounts prepaid for goods or 
services and amounts paid without a 
legal obligation to do so may not be 
taken into account by an accrual basis 
taxpayer any earlier than the taxable 
year in which those amounts are in-
curred. 

(C) No method of accounting is ac-
ceptable unless, in the opinion of the 
Commissioner, it clearly reflects in-
come. The method used by the tax-
payer in determining when income is 
to be accounted for will generally be 
acceptable if it accords with generally 
accepted accounting principles, is con-
sistently used by the taxpayer from 
year to year, and is consistent with the 
Income Tax Regulations. For example, 
a taxpayer engaged in a manufacturing 
business may account for sales of the 
taxpayer’s product when the goods are 
shipped, when the product is delivered 
or accepted, or when title to the goods 
passes to the customers, whether or 
not billed, depending on the method 
regularly employed in keeping the tax-
payer’s books. 

(iii) Other permissible methods. Special 
methods of accounting are described 
elsewhere in chapter 1 of the Code and 
the regulations thereunder. For exam-
ple, see the following sections and the 
regulations thereunder: Sections 61 and 
162, relating to the crop method of ac-
counting; section 453, relating to the 
installment method; section 460, relat-
ing to the long-term contract methods. 
In addition, special methods of ac-
counting for particular items of in-
come and expense are provided under 
other sections of chapter 1. For exam-
ple, see section 174, relating to research 
and experimental expenditures, and 
section 175, relating to soil and water 
conservation expenditures. 

(iv) Combinations of the foregoing 
methods. (a) In accordance with the fol-
lowing rules, any combination of the 
foregoing methods of accounting will 

be permitted in connection with a 
trade or business if such combination 
clearly reflects income and is consist-
ently used. Where a combination of 
methods of accounting includes any 
special methods, such as those referred 
to in subdivision (iii) of this subpara-
graph, the taxpayer must comply with 
the requirements relating to such spe-
cial methods. A taxpayer using an ac-
crual method of accounting with re-
spect to purchases and sales may use 
the cash method in computing all other 
items of income and expense. However, 
a taxpayer who uses the cash method 
of accounting in computing gross in-
come from his trade or business shall 
use the cash method in computing ex-
penses of such trade or business. Simi-
larly, a taxpayer who uses an accrual 
method of accounting in computing 
business expenses shall use an accrual 
method in computing items affecting 
gross income from his trade or busi-
ness. 

(b) A taxpayer using one method of 
accounting in computing items of in-
come and deductions of his trade or 
business may compute other items of 
income and deductions not connected 
with his trade or business under a dif-
ferent method of accounting. 

(2) Special rules. (i) In any case in 
which it is necessary to use an inven-
tory the accrual method of accounting 
must be used with regard to purchases 
and sales unless otherwise authorized 
under subdivision (ii) of this subpara-
graph. 

(ii) No method of accounting will be 
regarded as clearly reflecting income 
unless all items of gross profit and de-
ductions are treated with consistency 
from year to year. The Commissioner 
may authorize a taxpayer to adopt or 
change to a method of accounting per-
mitted by this chapter although the 
method is not specifically described in 
the regulations in this part if, in the 
opinion of the Commissioner, income is 
clearly reflected by the use of such 
method. Further, the Commissioner 
may authorize a taxpayer to continue 
the use of a method of accounting con-
sistently used by the taxpayer, even 
though not specifically authorized by 
the regulations in this part, if, in the 
opinion of the Commissioner, income is 
clearly reflected by the use of such 
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method. See section 446(a) and para-
graph (a) of this section, which require 
that taxable income shall be computed 
under the method of accounting on the 
basis of which the taxpayer regularly 
computes his income in keeping his 
books, and section 446(e) and paragraph 
(e) of this section, which require the 
prior approval of the Commissioner in 
the case of changes in accounting 
method. 

(iii) The timing rules of § 1.1502–13 are 
a method of accounting for intercom-
pany transactions (as defined in 
§ 1.1502–13(b)(1)(i)), to be applied by 
each member of a consolidated group 
in addition to the member’s other 
methods of accounting. See § 1.1502– 
13(a)(3)(i). This paragraph (c)(2)(iii) is 
applicable to consolidated return years 
beginning on or after November 7, 2001. 

(d) Taxpayer engaged in more than one 
business. (1) Where a taxpayer has two 
or more separate and distinct trades or 
businesses, a different method of ac-
counting may be used for each trade or 
business, provided the method used for 
each trade or business clearly reflects 
the income of that particular trade or 
business. For example, a taxpayer may 
account for the operations of a per-
sonal service business on the cash re-
ceipts and disbursements method and 
of a manufacturing business on an ac-
crual method, provided such businesses 
are separate and distinct and the meth-
ods used for each clearly reflect in-
come. The method first used in ac-
counting for business income and de-
ductions in connection with each trade 
or business, as evidenced in the tax-
payer’s income tax return in which 
such income or deductions are first re-
ported, must be consistently followed 
thereafter. 

(2) No trade or business will be con-
sidered separate and distinct for pur-
poses of this paragraph unless a com-
plete and separable set of books and 
records is kept for such trade or busi-
ness. 

(3) If, by reason of maintaining dif-
ferent methods of accounting, there is 
a creation or shifting of profits or 
losses between the trades or businesses 
of the taxpayer (for example, through 
inventory adjustments, sales, pur-
chases, or expenses) so that income of 
the taxpayer is not clearly reflected, 

the trades or businesses of the tax-
payer will not be considered to be sepa-
rate and distinct. 

(e) Requirement respecting the adoption 
or change of accounting method. (1) A 
taxpayer filing his first return may 
adopt any permissible method of ac-
counting in computing taxable income 
for the taxable year covered by such re-
turn. See section 446(c) and paragraph 
(c) of this section for permissible meth-
ods. Moreover, a taxpayer may adopt 
any permissible method of accounting 
in connection with each separate and 
distinct trade or business, the income 
from which is reported for the first 
time. See section 446(d) and paragraph 
(d) of this section. See also section 
446(a) and paragraph (a) of this section. 

(2)(i) Except as otherwise expressly 
provided in chapter 1 of the Code and 
the regulations thereunder, a taxpayer 
who changes the method of accounting 
employed in keeping his books shall, 
before computing his income upon such 
new method for purposes of taxation, 
secure the consent of the Commis-
sioner. Consent must be secured wheth-
er or not such method is proper or is 
permitted under the Internal Revenue 
Code or the regulations thereunder. 

(ii) (a) A change in the method of ac-
counting includes a change in the over-
all plan of accounting for gross income 
or deductions or a change in the treat-
ment of any material item used in such 
overall plan. Although a method of ac-
counting may exist under this defini-
tion without the necessity of a pattern 
of consistent treatment of an item, in 
most instances a method of accounting 
is not established for an item without 
such consistent treatment. A material 
item is any item that involves the 
proper time for the inclusion of the 
item in income or the taking of a de-
duction. Changes in method of account-
ing include a change from the cash re-
ceipts and disbursement method to an 
accrual method, or vice versa, a change 
involving the method or basis used in 
the valuation of inventories (see sec-
tions 471 and 472 and the regulations 
under sections 471 and 472), a change 
from the cash or accrual method to a 
long-term contract method, or vice 
versa (see § 1.460–4), certain changes in 
computing depreciation or amortiza-
tion (see paragraph (e)(2)(ii)(d) of this 
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section), a change involving the adop-
tion, use or discontinuance of any 
other specialized method of computing 
taxable income, such as the crop meth-
od, and a change where the Internal 
Revenue Code and regulations under 
the Internal Revenue Code specifically 
require that the consent of the Com-
missioner must be obtained before 
adopting such a change. 

(b) A change in method of accounting 
does not include correction of mathe-
matical or posting errors, or errors in 
the computation of tax liability (such 
as errors in computation of the foreign 
tax credit, net operating loss, percent-
age depletion, or investment credit). 
Also, a change in method of accounting 
does not include adjustment of any 
item of income or deduction that does 
not involve the proper time for the in-
clusion of the item of income or the 
taking of a deduction. For example, 
corrections of items that are deducted 
as interest or salary, but that are in 
fact payments of dividends, and of 
items that are deducted as business ex-
penses, but that are in fact personal ex-
penses, are not changes in method of 
accounting. In addition, a change in 
the method of accounting does not in-
clude an adjustment with respect to 
the addition to a reserve for bad debts. 
Although such adjustment may involve 
the question of the proper time for the 
taking of a deduction, such items are 
traditionally corrected by adjustment 
in the current and future years. For 
the treatment of the adjustment of the 
addition to a bad debt reserve (for ex-
ample, for banks under section 585 of 
the Internal Revenue Code), see the 
regulations under section 166 of the In-
ternal Revenue Code. A change in the 
method of accounting also does not in-
clude a change in treatment resulting 
from a change in underlying facts. For 
further guidance on changes involving 
depreciable or amortizable assets, see 
paragraph (e)(2)(ii)(d) of this section 
and § 1.1016–3(h). 

(c) A change in an overall plan or sys-
tem of identifying or valuing items in 
inventory is a change in method of ac-
counting. Also a change in the treat-
ment of any material item used in the 
overall plan for identifying or valuing 
items in inventory is a change in meth-
od of accounting. 

(d) Changes involving depreciable or 
amortizable assets—(1) Scope. This para-
graph (e)(2)(ii)(d) applies to property 
subject to section 167, 168, 197, 1400I, 
1400L(c), to section 168 prior to its 
amendment by the Tax Reform Act of 
1986 (100 Stat. 2121) (former section 168), 
or to an additional first year deprecia-
tion deduction provision of the Inter-
nal Revenue Code (for example, section 
168(k), 1400L(b), or 1400N(d)). 

(2) Changes in depreciation or amortiza-
tion that are a change in method of ac-
counting. Except as provided in para-
graph (e)(2)(ii)(d)(3) of this section, a 
change in the treatment of an asset 
from nondepreciable or nonamortizable 
to depreciable or amortizable, or vice 
versa, is a change in method of ac-
counting. Additionally, a correction to 
require depreciation or amortization in 
lieu of a deduction for the cost of de-
preciable or amortizable assets that 
had been consistently treated as an ex-
pense in the year of purchase, or vice 
versa, is a change in method of ac-
counting. Further, except as provided 
in paragraph (e)(2)(ii)(d)(3) of this sec-
tion, the following changes in com-
puting depreciation or amortization 
are a change in method of accounting: 

(i) A change in the depreciation or 
amortization method, period of recov-
ery, or convention of a depreciable or 
amortizable asset. 

(ii) A change from not claiming to 
claiming the additional first year de-
preciation deduction provided by, for 
example, section 168(k), 1400L(b), or 
1400N(d), for, and the resulting change 
to the amount otherwise allowable as a 
depreciation deduction for the remain-
ing adjusted depreciable basis (or simi-
lar basis) of, depreciable property that 
qualifies for the additional first year 
depreciation deduction (for example, 
qualified property, 50-percent bonus de-
preciation property, qualified New 
York Liberty Zone property, or quali-
fied Gulf Opportunity Zone property), 
provided the taxpayer did not make the 
election out of the additional first year 
depreciation deduction (or did not 
make a deemed election out of the ad-
ditional first year depreciation deduc-
tion; for further guidance, for example, 
see Rev. Proc. 2002–33 (2002–1 C.B. 963), 
Rev. Proc. 2003–50 (2003–2 C.B. 119), No-
tice 2006–77 (2006–40 I.R.B. 590), and 
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§ 601.601(d)(2)(ii)(b) of this chapter) for 
the class of property in which the de-
preciable property that qualifies for 
the additional first year depreciation 
deduction (for example, qualified prop-
erty, 50-percent bonus depreciation 
property, qualified New York Liberty 
Zone property, or qualified Gulf Oppor-
tunity Zone property) is included. 

(iii) A change from claiming the 30- 
percent additional first year deprecia-
tion deduction to claiming the 50-per-
cent additional first year depreciation 
deduction for depreciable property that 
qualifies for the 50-percent additional 
first year depreciation deduction, pro-
vided the property is not included in 
any class of property for which the tax-
payer elected the 30-percent, instead of 
the 50-percent, additional first year de-
preciation deduction (for example, 50- 
percent bonus depreciation property or 
qualified Gulf Opportunity Zone prop-
erty), or a change from claiming the 50- 
percent additional first year deprecia-
tion deduction to claiming the 30-per-
cent additional first year depreciation 
deduction for depreciable property that 
qualifies for the 30-percent additional 
first year depreciation deduction, in-
cluding property that is included in a 
class of property for which the tax-
payer elected the 30-percent, instead of 
the 50-percent, additional first year de-
preciation deduction (for example, 
qualified property or qualified New 
York Liberty Zone property), and the 
resulting change to the amount other-
wise allowable as a depreciation deduc-
tion for the property’s remaining ad-
justed depreciable basis (or similar 
basis). This paragraph (e)(2)(ii)(d)(2)(iii) 
does not apply if a taxpayer is making 
a late election or revoking a timely 
valid election under the applicable ad-
ditional first year depreciation deduc-
tion provision of the Internal Revenue 
Code (for example, section 168(k), 
1400L(b), or 1400N(d)) (see paragraph 
(e)(2)(ii)(d)(3)(iii) of this section). 

(iv) A change from claiming to not 
claiming the additional first year de-
preciation deduction for an asset that 
does not qualify for the additional first 
year depreciation deduction, including 
an asset that is included in a class of 
property for which the taxpayer elect-
ed not to claim any additional first 
year depreciation deduction (for exam-

ple, an asset that is not qualified prop-
erty, 50-percent bonus depreciation 
property, qualified New York Liberty 
Zone property, or qualified Gulf Oppor-
tunity Zone property), and the result-
ing change to the amount otherwise al-
lowable as a depreciation deduction for 
the property’s depreciable basis. 

(v) A change in salvage value to zero 
for a depreciable or amortizable asset 
for which the salvage value is expressly 
treated as zero by the Internal Revenue 
Code (for example, section 168(b)(4)), 
the regulations under the Internal Rev-
enue Code (for example, § 1.197– 
2(f)(1)(ii)), or other guidance published 
in the Internal Revenue Bulletin. 

(vi) A change in the accounting for 
depreciable or amortizable assets from 
a single asset account to a multiple 
asset account (pooling), or vice versa, 
or from one type of multiple asset ac-
count (pooling) to a different type of 
multiple asset account (pooling). 

(vii) For depreciable or amortizable 
assets that are mass assets accounted 
for in multiple asset accounts or pools, 
a change in the method of identifying 
which assets have been disposed. For 
purposes of this paragraph 
(e)(2)(ii)(d)(2)(vii), the term mass assets 
means a mass or group of individual 
items of depreciable or amortizable as-
sets that are not necessarily homo-
geneous, each of which is minor in 
value relative to the total value of the 
mass or group, numerous in quantity, 
usually accounted for only on a total 
dollar or quantity basis, with respect 
to which separate identification is im-
practicable, and placed in service in 
the same taxable year. 

(viii) Any other change in deprecia-
tion or amortization as the Secretary 
may designate by publication in the 
FEDERAL REGISTER or in the Internal 
Revenue Bulletin (see § 601.601(d)(2) of 
this chapter). 

(3) Changes in depreciation or amortiza-
tion that are not a change in method of 
accounting. Section 1.446–1(e)(2)(ii)(b) 
applies to determine whether a change 
in depreciation or amortization is not a 
change in method of accounting. Fur-
ther, the following changes in deprecia-
tion or amortization are not a change 
in method of accounting: 
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(i) Useful life. An adjustment in the 
useful life of a depreciable or amortiz-
able asset for which depreciation is de-
termined under section 167 (other than 
under section 168, section 1400I, section 
1400L(c), former section 168, or an addi-
tional first year depreciation deduction 
provision of the Internal Revenue Code 
(for example, section 168(k), 1400L(b), 
or 1400N(d))) is not a change in method 
of accounting. This paragraph 
(e)(2)(ii)(d)(3)(i) does not apply if a tax-
payer is changing to or from a useful 
life (or recovery period or amortization 
period) that is specifically assigned by 
the Internal Revenue Code (for exam-
ple, section 167(f)(1), section 168(c), sec-
tion 168(g)(2) or (3), section 197), the 
regulations under the Internal Revenue 
Code, or other guidance published in 
the Internal Revenue Bulletin and, 
therefore, such change is a change in 
method of accounting (unless para-
graph (e)(2)(ii)(d)(3)(v) of this section 
applies). See paragraph 
(e)(2)(ii)(d)(5)(iv) of this section for de-
termining the taxable year in which to 
correct an adjustment in useful life 
that is not a change in method of ac-
counting. 

(ii) Change in use. A change in com-
puting depreciation or amortization al-
lowances in the taxable year in which 
the use of an asset changes in the 
hands of the same taxpayer is not a 
change in method of accounting. 

(iii) Elections. Generally, the making 
of a late depreciation or amortization 
election or the revocation of a timely 
valid depreciation or amortization 
election is not a change in method of 
accounting, except as otherwise ex-
pressly provided by the Internal Rev-
enue Code, the regulations under the 
Internal Revenue Code, or other guid-
ance published in the Internal Revenue 
Bulletin. This paragraph 
(e)(2)(ii)(d)(3)(iii) also applies to mak-
ing a late election or revoking a timely 
valid election made under section 
13261(g)(2) or (3) of the Revenue Rec-
onciliation Act of 1993 (107 Stat. 312, 
540) (relating to amortizable section 197 
intangibles). A taxpayer may request 
consent to make a late election or re-
voke a timely valid election by submit-
ting a request for a private letter rul-
ing. For making or revoking an elec-
tion under section 179 of the Internal 

Revenue Code, see section 179(c) and 
§ 1.179–5. 

(iv) Salvage value. Except as provided 
under paragraph (e)(2)(ii)(d)(2)(v) of 
this section, a change in salvage value 
of a depreciable or amortizable asset is 
not treated as a change in method of 
accounting. 

(v) Placed-in-service date. Except as 
otherwise expressly provided by the In-
ternal Revenue Code, the regulations 
under the Internal Revenue Code, or 
other guidance published in the Inter-
nal Revenue Bulletin, any change in 
the placed-in-service date of a depre-
ciable or amortizable asset is not treat-
ed as a change in method of account-
ing. For example, if a taxpayer changes 
the placed-in-service date of a depre-
ciable or amortizable asset because the 
taxpayer incorrectly determined the 
date on which the asset was placed in 
service, such a change is a change in 
the placed-in-service date of the asset 
and, therefore, is not a change in meth-
od of accounting. However, if a tax-
payer incorrectly determines that a de-
preciable or amortizable asset is non-
depreciable property and later changes 
the treatment of the asset to depre-
ciable property, such a change is not a 
change in the placed-in-service date of 
the asset and, therefore, is a change in 
method of accounting under paragraph 
(e)(2)(ii)(d)(2) of this section. Further, a 
change in the convention of a depre-
ciable or amortizable asset is not a 
change in the placed-in-service date of 
the asset and, therefore, is a change in 
method of accounting under paragraph 
(e)(2)(ii)(d)(2)(i) of this section. See 
paragraph (e)(2)(ii)(d)(5)(v) of this sec-
tion for determining the taxable year 
in which to make a change in the 
placed-in-service date of a depreciable 
or amortizable asset that is not a 
change in method of accounting. 

(vi) Any other change in depreciation 
or amortization as the Secretary may 
designate by publication in the FED-
ERAL REGISTER or in the Internal Rev-
enue Bulletin (see § 601.601(d)(2) of this 
chapter). 

(4) Item being changed. For purposes 
of a change in depreciation or amorti-
zation to which this paragraph 
(e)(2)(ii)(d) applies, the item being 
changed generally is the depreciation 
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treatment of each individual depre-
ciable or amortizable asset. However, 
the item is the depreciation treatment 
of each vintage account with respect to 
a depreciable asset for which deprecia-
tion is determined under § 1.167(a)–11 
(class life asset depreciation range 
(CLADR) property). Similarly, the 
item is the depreciable treatment of 
each general asset account with re-
spect to a depreciable asset for which 
general asset account treatment has 
been elected under section 168(i)(4) or 
the item is the depreciation treatment 
of each mass asset account with re-
spect to a depreciable asset for which 
mass asset account treatment has been 
elected under former section 
168(d)(2)(A). Further, a change in com-
puting depreciation or amortization 
under section 167 (other than under 
section 168, section 1400I, section 
1400L(c), former section 168, or an addi-
tional first year depreciation deduction 
provision of the Internal Revenue Code 
(for example, section 168(k), 1400L(b), 
or 1400N(d))) is permitted only with re-
spect to all assets in a particular ac-
count (as defined in § 1.167(a)–7) or vin-
tage account. 

(5) Special rules. For purposes of a 
change in depreciation or amortization 
to which this paragraph (e)(2)(ii)(d) ap-
plies— 

(i) Declining balance method to the 
straight line method for MACRS property. 
For tangible, depreciable property sub-
ject to section 168 (MACRS property) 
that is depreciated using the 200-per-
cent or 150-percent declining balance 
method of depreciation under section 
168(b)(1) or (2), a taxpayer may change 
without the consent of the Commis-
sioner from the declining balance 
method of depreciation to the straight 
line method of depreciation in the first 
taxable year in which the use of the 
straight line method with respect to 
the adjusted depreciable basis of the 
MACRS property as of the beginning of 
that year will yield a depreciation al-
lowance that is greater than the depre-
ciation allowance yielded by the use of 
the declining balance method. When 
the change is made, the adjusted depre-
ciable basis of the MACRS property as 
of the beginning of the taxable year is 
recovered through annual depreciation 
allowances over the remaining recov-

ery period (for further guidance, see 
section 6.06 of Rev. Proc. 87–57 (1987–2 
C.B. 687) and § 601.601(d)(2)(ii)(b) of this 
chapter). 

(ii) Depreciation method changes for 
section 167 property. For a depreciable 
or amortizable asset for which depre-
ciation is determined under section 167 
(other than under section 168, section 
1400I, section 1400L(c), former section 
168, or an additional first year depre-
ciation deduction provision of the In-
ternal Revenue Code (for example, sec-
tion 168(k), 1400L(b), or 1400N(d))), see 
§ 1.167(e)–1(b), (c), and (d) for the 
changes in depreciation method that 
are permitted to be made without the 
consent of the Commissioner. For 
CLADR property, see § 1.167(a)– 
11(c)(1)(iii) for the changes in deprecia-
tion method for CLADR property that 
are permitted to be made without the 
consent of the Commissioner. Further, 
see § 1.167(a)–11(b)(4)(iii)(c) for how to 
correct an incorrect classification or 
characterization of CLADR property. 

(iii) Section 481 adjustment. Except as 
otherwise expressly provided by the In-
ternal Revenue Code, the regulations 
under the Internal Revenue Code, or 
other guidance published in the Inter-
nal Revenue Bulletin, no section 481 
adjustment is required or permitted for 
a change from one permissible method 
of computing depreciation or amortiza-
tion to another permissible method of 
computing depreciation or amortiza-
tion for an asset because this change is 
implemented by either a cut-off meth-
od (for further guidance, for example, 
see section 2.06 of Rev. Proc. 97–27 
(1997–1 C.B. 680), section 2.06 of Rev. 
Proc. 2002–9 (2002–1 C.B. 327), and 
§ 601.601(d)(2)(ii)(b) of this chapter) or a 
modified cut-off method (under which 
the adjusted depreciable basis of the 
asset as of the beginning of the year of 
change is recovered using the new per-
missible method of accounting), as ap-
propriate. However, a change from an 
impermissible method of computing de-
preciation or amortization to a permis-
sible method of computing deprecia-
tion or amortization for an asset re-
sults in a section 481 adjustment. Simi-
larly, a change in the treatment of an 
asset from nondepreciable or non-
amortizable to depreciable or amortiz-
able (or vice versa) or a change in the 
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treatment of an asset from expensing 
to depreciating (or vice versa) results 
in a section 481 adjustment. 

(iv) Change in useful life. This para-
graph (e)(2)(ii)(d)(5)(iv) applies to an ad-
justment in the useful life of a depre-
ciable or amortizable asset for which 
depreciation is determined under sec-
tion 167 (other than under section 168, 
section 1400I, section 1400L(c), former 
section 168, or an additional first year 
depreciation deduction provision of the 
Internal Revenue Code (for example, 
section 168(k), 1400L(b), or 1400N(d))) 
and that is not a change in method of 
accounting under paragraph (e)(2)(ii)(d) 
of this section. For this adjustment in 
useful life, no section 481 adjustment is 
required or permitted. The adjustment 
in useful life, whether initiated by the 
Internal Revenue Service (IRS) or a 
taxpayer, is corrected by adjustments 
in the taxable year in which the condi-
tions known to exist at the end of that 
taxable year changed thereby resulting 
in a redetermination of the useful life 
under § 1.167(a)–1(b) (or if the period of 
limitation for assessment under sec-
tion 6501(a) has expired for that taxable 
year, in the first succeeding taxable 
year open under the period of limita-
tion for assessment), and in subsequent 
taxable years. In other situations (for 
example, the useful life is incorrectly 
determined in the placed-in-service 
year), the adjustment in the useful life, 
whether initiated by the IRS or a tax-
payer, may be corrected by adjust-
ments in the earliest taxable year open 
under the period of limitation for as-
sessment under section 6501(a) or the 
earliest taxable year under examina-
tion by the IRS but in no event earlier 
than the placed-in-service year of the 
asset, and in subsequent taxable years. 
However, if a taxpayer initiates the 
correction in useful life, in lieu of fil-
ing amended Federal tax returns (for 
example, because the conditions known 
to exist at the end of a prior taxable 
year changed thereby resulting in a re-
determination of the useful life under 
§ 1.167(a)–1(b)), the taxpayer may cor-
rect the adjustment in useful life by 
adjustments in the current and subse-
quent taxable years. 

(v) Change in placed-in-service date. 
This paragraph (e)(2)(ii)(d)(5)(v) applies 
to a change in the placed-in-service 

date of a depreciable or amortizable 
asset that is not a change in method of 
accounting under paragraph (e)(2)(ii)(d) 
of this section. For this change in 
placed-in-service date, no section 481 
adjustment is required or permitted. 
The change in placed-in-service date, 
whether initiated by the IRS or a tax-
payer, may be corrected by adjust-
ments in the earliest taxable year open 
under the period of limitation for as-
sessment under section 6501(a) or the 
earliest taxable year under examina-
tion by the IRS but in no event earlier 
than the placed-in-service year of the 
asset, and in subsequent taxable years. 
However, if a taxpayer initiates the 
change in placed-in-service date, in 
lieu of filing amended Federal tax re-
turns, the taxpayer may correct the 
placed-in-service date by adjustments 
in the current and subsequent taxable 
years. 

(iii) Examples. The rules of this para-
graph (e) are illustrated by the fol-
lowing examples: 

Example 1. Although the sale of merchan-
dise is an income producing factor, and 
therefore inventories are required, a tax-
payer in the retail jewelry business reports 
his income on the cash receipts and disburse-
ments method of accounting. A change from 
the cash receipts and disbursements method 
of accounting to the accrual method of ac-
counting is a change in the overall plan of 
accounting and thus is a change in method of 
accounting. 

Example 2. A taxpayer in the wholesale dry 
goods business computes its income and ex-
penses on the accrual method of accounting 
and files its Federal income tax returns on 
such basis except for real estate taxes which 
have been reported on the cash receipts and 
disbursements method of accounting. A 
change in the treatment of real estate taxes 
from the cash receipts and disbursements 
method to the accrual method is a change in 
method of accounting because such change is 
a change in the treatment of a material item 
within his overall accounting practice. 

Example 3. A taxpayer in the wholesale dry 
goods business computes its income and ex-
penses on the accrual method of accounting 
and files its Federal income tax returns on 
such basis. Vacation pay has been deducted 
in the year in which paid because the tax-
payer did not have a completely vested vaca-
tion pay plan, and, therefore, the liability 
for payment did not accrue until that year. 
Subsequently, the taxpayer adopts a com-
pletely vested vacation pay plan that 
changes its year for accruing the deduction 
from the year in which payment is made to 
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the year in which the liability to make the 
payment now arises. The change for the year 
of deduction of the vacation pay plan is not 
a change in method of accounting but re-
sults, instead, because the underlying facts 
(that is, the type of vacation pay plan) have 
changed. 

Example 4. From 1968 through 1970, a tax-
payer has fairly allocated indirect overhead 
costs to the value of inventories on a fixed 
percentage of direct costs. If the ratio of in-
direct overhead costs to direct costs in-
creases in 1971, a change in the underlying 
facts has occurred. Accordingly, an increase 
in the percentage in 1971 to fairly reflect the 
increase in the relative level of indirect 
overhead costs is not a change in method of 
accounting but is a change in treatment re-
sulting from a change in the underlying 
facts. 

Example 5. A taxpayer values inventories at 
cost. A change in the basis for valuation of 
inventories from cost to the lower of cost or 
market is a change in an overall practice of 
valuing items in inventory. The change, 
therefore, is a change in method of account-
ing for inventories. 

Example 6. A taxpayer in the manufac-
turing business has for many taxable years 
valued its inventories at cost. However, cost 
has been improperly computed since no over-
head costs have been included in valuing the 
inventories at cost. The failure to allocate 
an appropriate portion of overhead to the 
value of inventories is contrary to the re-
quirement of the Internal Revenue Code and 
the regulations under the Internal Revenue 
Code. A change requiring appropriate alloca-
tion of overhead is a change in method of ac-
counting because it involves a change in the 
treatment of a material item used in the 
overall practice of identifying or valuing 
items in inventory. 

Example 7. A taxpayer has for many taxable 
years valued certain inventories by a method 
which provides for deducting 20 percent of 
the cost of the inventory items in deter-
mining the final inventory valuation. The 20 
percent adjustment is taken as a ‘‘reserve for 
price changes.’’ Although this method is not 
a proper method of valuing inventories under 
the Internal Revenue Code or the regulations 
under the Internal Revenue Code, it involves 
the treatment of a material item used in the 
overall practice of valuing inventory. A 
change in such practice or procedure is a 
change of method of accounting for inven-
tories. 

Example 8. A taxpayer has always used a 
base stock system of accounting for inven-
tories. Under this system a constant price is 
applied to an assumed constant normal 
quantity of goods in stock. The base stock 
system is an overall plan of accounting for 
inventories which is not recognized as a 
proper method of accounting for inventories 
under the regulations. A change in this prac-

tice is, nevertheless, a change of method of 
accounting for inventories. 

Example 9. In 2003, A1, a calendar year tax-
payer engaged in the trade or business of 
manufacturing knitted goods, purchased and 
placed in service a building and its compo-
nents at a total cost of $10,000,000 for use in 
its manufacturing operations. A1 classified 
the $10,000,000 as nonresidential real property 
under section 168(e). A1 elected not to deduct 
the additional first year depreciation pro-
vided by section 168(k) on its 2003 Federal tax 
return. As a result, on its 2003, 2004, and 2005 
Federal tax returns, A1 depreciated the 
$10,000,000 under the general depreciation 
system of section 168(a), using the straight 
line method of depreciation, a 39-year recov-
ery period, and the mid-month convention. 
In 2006, A1 completes a cost segregation 
study on the building and its components 
and identifies items that cost a total of 
$1,500,000 as section 1245 property. As a re-
sult, the $1,500,000 should have been classi-
fied in 2003 as 5-year property under section 
168(e) and depreciated on A1’s 2003, 2004, and 
2005 Federal tax returns under the general 
depreciation system, using the 200-percent 
declining balance method of depreciation, a 
5-year recovery period, and the half-year 
convention. Pursuant to paragraph 
(e)(2)(ii)(d)(2)(i) of this section, A1’s change 
to this depreciation method, recovery period, 
and convention is a change in method of ac-
counting. This method change results in a 
section 481 adjustment. The useful life excep-
tion under paragraph (e)(2)(ii)(d)(3)(i) of this 
section does not apply because the assets are 
depreciated under section 168. 

Example 10. In 2003, B, a calendar year tax-
payer, purchased and placed in service new 
equipment at a total cost of $1,000,000 for use 
in its plant located outside the United 
States. The equipment is 15-year property 
under section 168(e) with a class life of 20 
years. The equipment is required to be depre-
ciated under the alternative depreciation 
system of section 168(g). However, B incor-
rectly depreciated the equipment under the 
general depreciation system of section 168(a), 
using the 150-percent declining balance 
method, a 15-year recovery period, and the 
half-year convention. In 2010, the IRS exam-
ines B’s 2007 Federal income tax return and 
changes the depreciation of the equipment to 
the alternative depreciation system, using 
the straight line method of depreciation, a 
20-year recovery period, and the half-year 
convention. Pursuant to paragraph 
(e)(2)(ii)(d)(2)(i) of this section, this change 
in depreciation method and recovery period 
made by the IRS is a change in method of ac-
counting. This method change results in a 
section 481 adjustment. The useful life excep-
tion under paragraph (e)(2)(ii)(d)(3)(i) of this 
section does not apply because the assets are 
depreciated under section 168. 
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Example 11. In May 2003, C, a calendar year 
taxpayer, purchased and placed in service 
equipment for use in its trade or business. C 
never held this equipment for sale. However, 
C incorrectly treated the equipment as in-
ventory on its 2003 and 2004 Federal tax re-
turns. In 2005, C realizes that the equipment 
should have been treated as a depreciable 
asset. Pursuant to paragraph (e)(2)(ii)(d)(2) of 
this section, C’s change in the treatment of 
the equipment from inventory to a depre-
ciable asset is a change in method of ac-
counting. This method change results in a 
section 481 adjustment. 

Example 12. Since 2003, D, a calendar year 
taxpayer, has used the distribution fee pe-
riod method to amortize distributor commis-
sions and, under that method, established 
pools to account for the distributor commis-
sions (for further guidance, see Rev. Proc. 
2000–38 (2000–2 C.B. 310) and 
§ 601.601(d)(2)(ii)(b) of this chapter). A change 
in the accounting of distributor commissions 
under the distribution fee period method 
from pooling to single asset accounting is a 
change in method of accounting pursuant to 
paragraph (e)(2)(ii)(d)(2)(vi) of this section. 
This method change results in no section 481 
adjustment because the change is from one 
permissible method to another permissible 
method. 

Example 13. Since 2003, E, a calendar year 
taxpayer, has accounted for items of MACRS 
property that are mass assets in pools. Each 
pool includes only the mass assets that are 
placed in service by E in the same taxable 
year. E is able to identify the cost basis of 
each asset in each pool. None of the pools are 
general asset accounts under section 168(i)(4) 
and the regulations under section 168(i)(4). E 
identified any dispositions of these mass as-
sets by specific identification. Because of 
changes in E’s recordkeeping in 2006, it is im-
practicable for E to continue to identify dis-
posed mass assets using specific identifica-
tion. As a result, E wants to change to a 
first-in, first-out method under which the 
mass assets disposed of in a taxable year are 
deemed to be from the pool with the earliest 
placed-in-service year in existence as of the 
beginning of the taxable year of each disposi-
tion. Pursuant to paragraph 
(e)(2)(ii)(d)(2)(vii) of this section, this change 
is a change in method of accounting. This 
method change results in no section 481 ad-
justment because the change is from one per-
missible method to another permissible 
method. 

Example 14. In August 2003, F, a calendar 
year taxpayer, purchased and placed in serv-
ice a copier for use in its trade or business. 
F incorrectly classified the copier as 7-year 
property under section 168(e). F elected not 
to deduct the additional first year deprecia-
tion provided by section 168(k) on its 2003 
Federal tax return. As a result, on its 2003 
and 2004 Federal tax returns, F depreciated 

the copier under the general depreciation 
system of section 168(a), using the 200-per-
cent declining balance method of deprecia-
tion, a 7-year recovery period, and the half- 
year convention. In 2005, F realizes that the 
copier is 5-year property and should have 
been depreciated on its 2003 and 2004 Federal 
tax returns under the general depreciation 
system using a 5-year recovery period rather 
than a 7-year recovery period. Pursuant to 
paragraph (e)(2)(ii)(d)(2)(i) of this section, F’s 
change in recovery period from 7 to 5 years 
is a change in method of accounting. This 
method change results in a section 481 ad-
justment. The useful life exception under 
paragraph (e)(2)(ii)(d)(3)(i) of this section 
does not apply because the copier is depre-
ciated under section 168. 

Example 15. In 2004, G, a calendar year tax-
payer, purchased and placed in service an in-
tangible asset that is not an amortizable sec-
tion 197 intangible and that is not described 
in section 167(f). G amortized the cost of the 
intangible asset under section 167(a) using 
the straight line method of depreciation and 
a determinable useful life of 13 years. The 
safe harbor useful life of 15 or 25 years under 
§ 1.167(a)–3(b) does not apply to the intangible 
asset. In 2008, because of changing condi-
tions, G changes the remaining useful life of 
the intangible asset to 2 years. Pursuant to 
paragraph (e)(2)(ii)(d)(3)(i) of this section, G’s 
change in useful life is not a change in meth-
od of accounting because the intangible asset 
is depreciated under section 167 and G is not 
changing to or from a useful life that is spe-
cifically assigned by the Internal Revenue 
Code, the regulations under the Internal 
Revenue Code, or other guidance published 
in the Internal Revenue Bulletin. 

Example 16. In July 2003, H, a calendar year 
taxpayer, purchased and placed in service 
‘‘off-the-shelf’’ computer software and a new 
computer. The cost of the new computer and 
computer software are separately stated. H 
incorrectly included the cost of this software 
as part of the cost of the computer, which is 
5-year property under section 168(e). On its 
2003 Federal tax return, H elected to depre-
ciate its 5-year property placed in service in 
2003 under the alternative depreciation sys-
tem of section 168(g) and H elected not to de-
duct the additional first year depreciation 
provided by section 168(k). The class life for 
a computer is 5 years. As a result, because H 
included the cost of the computer software 
as part of the cost of the computer hardware, 
H depreciated the cost of the software under 
the alternative depreciation system, using 
the straight line method of depreciation, a 5- 
year recovery period, and the half-year con-
vention. In 2005, H realizes that the cost of 
the software should have been amortized 
under section 167(f)(1), using the straight line 
method of depreciation, a 36-month useful 
life, and a monthly convention. H’s change 
from 5-years to 36-months is a change in 
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method of accounting because H is changing 
to a useful life that is specifically assigned 
by section 167(f)(1). The change in convention 
from the half-year to the monthly conven-
tion also is a change in method of account-
ing. Both changes result in a section 481 ad-
justment. 

Example 17. On May 1, 2003, I2, a calendar 
year taxpayer, purchased and placed in serv-
ice new equipment at a total cost of $500,000 
for use in its business. The equipment is 5- 
year property under section 168(e) with a 
class life of 9 years and is qualified property 
under section 168(k)(2). I2 did not place in 
service any other depreciable property in 
2003. Section 168(g)(1)(A) through (D) do not 
apply to the equipment. I2 intended to elect 
the alternative depreciation system under 
section 168(g) for 5-year property placed in 
service in 2003. However, I2 did not make the 
election. Instead, I2 deducted on its 2003 Fed-
eral tax return the 30-percent additional first 
year depreciation attributable to the equip-
ment and, on its 2003 and 2004 Federal tax re-
turns, depreciated the remaining adjusted 
depreciable basis of the equipment under the 
general depreciation system under 168(a), 
using the 200-percent declining balance 
method, a 5-year recovery period, and the 
half-year convention. In 2005, I2 realizes its 
failure to make the alternative depreciation 
system election in 2003 and files a Form 3115, 
‘‘Application for Change in Accounting 
Method,’’ to change its method of depre-
ciating the remaining adjusted depreciable 
basis of the 2003 equipment to the alter-
native depreciation system. Because this 
equipment is not required to be depreciated 
under the alternative depreciation system, I2 
is attempting to make an election under sec-
tion 168(g)(7). However, this election must be 
made in the taxable year in which the equip-
ment is placed in service (2003) and, con-
sequently, I2 is attempting to make a late 
election under section 168(g)(7). Accordingly, 
I2’s change to the alternative depreciation 
system is not a change in accounting method 
pursuant to paragraph (e)(2)(ii)(d)(3)(iii) of 
this section. Instead, I2 must submit a re-
quest for a private letter ruling under 
§ 301.9100–3 of this chapter, requesting an ex-
tension of time to make the alternative de-
preciation system election on its 2003 Fed-
eral tax return. 

Example 18. On December 1, 2004, J, a cal-
endar year taxpayer, purchased and placed in 
service 20 previously-owned adding ma-
chines. For the 2004 taxable year, J incor-
rectly classified the adding machines as 
items in its ‘‘suspense’’ account for financial 
and tax accounting purposes. Assets in this 
suspense account are not depreciated until 
reclassified to a depreciable fixed asset ac-
count. In January 2006, J realizes that the 
cost of the adding machines is still in the 
suspense account and reclassifies such cost 
to the appropriate depreciable fixed asset ac-

count. As a result, on its 2004 and 2005 Fed-
eral tax returns, J did not depreciate the 
cost of the adding machines. Pursuant to 
paragraph (e)(2)(ii)(d)(2) of this section, J’s 
change in the treatment of the adding ma-
chines from nondepreciable assets to depre-
ciable assets is a change in method of ac-
counting. The placed-in-service date excep-
tion under paragraph (e)(2)(ii)(d)(3)(v) of this 
section does not apply because the adding 
machines were incorrectly classified in a 
nondepreciable suspense account. This meth-
od change results in a section 481 adjust-
ment. 

Example 19. In December 2003, K, a calendar 
year taxpayer, purchased and placed in serv-
ice equipment for use in its trade or busi-
ness. However, K did not receive the invoice 
for this equipment until January 2004. As a 
result, K classified the equipment on its 
fixed asset records as being placed in service 
in January 2004. On its 2004 and 2005 Federal 
tax returns, K depreciated the cost of the 
equipment. In 2006, K realizes that the equip-
ment was actually placed in service during 
the 2003 taxable year and, therefore, depre-
ciation should have began in the 2003 taxable 
year instead of the 2004 taxable year. Pursu-
ant to paragraph (e)(2)(ii)(d)(3)(v) of this sec-
tion, K’s change in the placed-in-service date 
of the equipment is not a change in method 
of accounting. 

(3)(i) Except as otherwise provided 
under the authority of paragraph 
(e)(3)(ii) of this section, to secure the 
Commissioner’s consent to a taxpayer’s 
change in method of accounting the 
taxpayer generally must file an appli-
cation on Form 3115, ‘‘Application for 
Change in Accounting Method,’’ with 
the Commissioner during the taxable 
year in which the taxpayer desires to 
make the change in method of account-
ing. See §§ 1.381(c)(4)–1(d)(2) and 
1.381(c)(5)–1(d)(2) for rules allowing ad-
ditional time, in some circumstances, 
for the filing of an application on Form 
3115 with respect to a transaction to 
which section 381(a) applies. To the ex-
tent applicable, the taxpayer must fur-
nish all information requested on the 
Form 3115. This information includes 
all classes of items that will be treated 
differently under the new method of ac-
counting, any amounts that will be du-
plicated or omitted as a result of the 
proposed change, and the taxpayer’s 
computation of any adjustments nec-
essary to prevent such duplications or 
omissions. The Commissioner may re-
quire such other information as may be 
necessary to determine whether the 
proposed change will be permitted. 
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Permission to change a taxpayer’s 
method of accounting will not be 
granted unless the taxpayer agrees to 
the Commissioner’s prescribed terms 
and conditions for effecting the change, 
including the taxable year or years in 
which any adjustment necessary to 
prevent amounts from being duplicated 
or omitted is to be taken into account. 
See section 481 and the regulations 
thereunder, relating to certain adjust-
ments resulting from accounting meth-
od changes, and section 472 and the reg-
ulations thereunder, relating to adjust-
ments for changes to and from the last- 
in, first-out inventory method. For any 
Form 3115 filed on or after May 15, 1997, 
see § 1.446–1T(e)(3)(i)(B). 

(ii) Notwithstanding the provisions of 
paragraph (e)(3)(i) of this section, the 
Commissioner may prescribe adminis-
trative procedures under which tax-
payers will be permitted to change 
their method of accounting. The ad-
ministrative procedures shall prescribe 
those terms and conditions necessary 
to obtain the Commissioner’s consent 
to effect the change and to prevent 
amounts from being duplicated or 
omitted. The terms and conditions that 
may be prescribed by the Commis-
sioner may include terms and condi-
tions that require the change in meth-
od of accounting to be effected on a 
cut-off basis or by an adjustment under 
section 481(a) to be taken into account 
in the taxable year or years prescribed 
by the Commissioner. 

(iii) This paragraph (e)(3) applies to 
Forms 3115 filed on or after December 
31, 1997. For other Forms 3115, see 
§ 1.446–1(e)(3) in effect prior to Decem-
ber 31, 1997 (§ 1.446–1(e)(3) as contained 
in the 26 CFR part 1 edition revised as 
of April 1, 1997). 

(4) Effective date—(i) In general. Ex-
cept as provided in paragraphs 
(e)(3)(iii), (e)(4)(ii), and (e)(4)(iii) of this 
section, paragraph (e) of this section 
applies on or after December 30, 2003. 
For the applicability of regulations be-
fore December 30, 2003, see § 1.446–1(e) in 
effect prior to December 30, 2003 
(§ 1.446–1(e) as contained in 26 CFR part 
1 edition revised as of April 1, 2003). 

(ii) Changes involving depreciable or 
amortizable assets. With respect to para-
graph (e)(2)(ii)(d) of this section, para-
graph (e)(2)(iii) Examples 9 through 19 of 

this section, and the language ‘‘certain 
changes in computing depreciation or 
amortization (see paragraph (e)(2)(ii)(d) 
of this section)’’ in the last sentence of 
paragraph (e)(2)(ii)(a) of this section— 

(A) For any change in depreciation or 
amortization that is a change in meth-
od of accounting, this section applies 
to such a change in method of account-
ing made by a taxpayer for a depre-
ciable or amortizable asset placed in 
service by the taxpayer in a taxable 
year ending on or after December 30, 
2003; and 

(B) For any change in depreciation or 
amortization that is not a change in 
method of accounting, this section ap-
plies to such a change made by a tax-
payer for a depreciable or amortizable 
asset placed in service by the taxpayer 
in a taxable year ending on or after De-
cember 30, 2003. 

(iii) Effective/applicability date for 
paragraph (e)(3)(i). The rules of para-
graph (e)(3)(i) of this section apply to 
corporate reorganizations and tax-free 
liquidations described in section 381(a) 
that occur on or after August 31, 2011. 

[T.D. 6500, 25 FR 11708, Nov. 26, 1960] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.446–1, see the List of CFR 
Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and at www.fdsys.gov. 

§ 1.446–2 Method of accounting for in-
terest. 

(a) Applicability—(1) In general. This 
section provides rules for determining 
the amount of interest that accrues 
during an accrual period (other than 
interest described in paragraph (a)(2) of 
this section) and for determining the 
portion of a payment that consists of 
accrued interest. For purposes of this 
section, interest includes original issue 
discount and amounts treated as inter-
est (whether stated or unstated) in any 
lending or deferred payment trans-
action. Accrued interest determined 
under this section is taken into ac-
count by a taxpayer under the tax-
payer’s regular method of accounting 
(e.g., an accrual method or the cash re-
ceipts and disbursements method). Ap-
plication of an exception described in 
paragraph (a)(2) of this section to one 
party to a transaction does not affect 
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the application of this section to any 
other party to the transaction. 

(2) Exceptions—(i) Interest included or 
deducted under certain other provisions. 
This section does not apply to interest 
that is taken into account under— 

(A) Sections 1272(a), 1275, and 163(e) 
(income and deductions relating to 
original issue discount); 

(B) Section 467(a)(2) (certain pay-
ments for the use of property or serv-
ices); 

(C) Sections 1276 through 1278 (mar-
ket discount); 

(D) Sections 1281 through 1283 (dis-
count on certain short-term obliga-
tions); 

(E) Section 7872(a) (certain loans 
with below-market interest rates); or 

(F) Section 1.1272–3 (an election by a 
holder to treat all interest on a debt 
instrument as original issue discount). 

(ii) De minimis original issue discount. 
This section does not apply to de mini-
mis original issue discount (other than 
de minimis original issue discount 
treated as qualified stated interest) as 
determined under § 1.1273–1(d). See 
§ 1.163–7 for the treatment of de mini-
mis original issue discount by the 
issuer and §§ 1.1273–1(d) and 1.1272–3 for 
the treatment of de minimis original 
issue discount by the holder. 

(b) Accrual of qualified stated interest. 
Qualified stated interest (as defined in 
§ 1.1273–1(c)) accrues ratably over the 
accrual period (or periods) to which it 
is attributable and accrues at the stat-
ed rate for the period (or periods). 

(c) Accrual of interest other than quali-
fied stated interest. Subject to the modi-
fications in paragraph (d) of this sec-
tion, the amount of interest (other 
than qualified stated interest) that ac-
crues for any accrual period is deter-
mined under rules similar to those in 
the regulations under sections 1272 and 
1275 for the accrual of original issue 
discount. The preceding sentence ap-
plies regardless of any contrary for-
mula agreed to by the parties. 

(d) Modifications—(1) Issue price. The 
issue price of the loan or contract is 
equal to— 

(i) In the case of a contract for the 
sale or exchange of property to which 
section 483 applies, the amount de-
scribed in § 1.483–2(a)(1)(i) or (ii), which-
ever is applicable; 

(ii) In the case of a contract for the 
sale or exchange of property to which 
section 483 does not apply, the stated 
principal amount; or 

(iii) In any other case, the amount 
loaned. 

(2) Principal payments that are not de-
ferred payments. In the case of a con-
tract to which section 483 applies, prin-
cipal payments that are not deferred 
payments are ignored for purposes of 
determining yield and adjusted issue 
price. 

(e) Allocation of interest to payments— 
(1) In general. Except as provided in 
paragraphs (e)(2), (e)(3), and (e)(4) of 
this section, each payment under a 
loan (other than payments of addi-
tional interest or similar charges pro-
vided with respect to amounts that are 
not paid when due) is treated as a pay-
ment of interest to the extent of the 
accrued and unpaid interest deter-
mined under paragraphs (b) and (c) of 
this section as of the date the payment 
becomes due. 

(2) Special rule for points deductible 
under section 461(g)(2). If a payment of 
points is deductible by the borrower 
under section 461(g)(2), the payment is 
treated by the borrower as a payment 
of interest. 

(3) Allocation respected in certain small 
transactions. [Reserved] 

(4) Pro rata prepayments. Accrued but 
unpaid interest is allocated to a pro 
rata prepayment under rules similar to 
those for allocating accrued but unpaid 
original issue discount to a pro rata 
prepayment under § 1.1275–2(f). For pur-
poses of the preceding sentence, a pro 
rata prepayment is a payment that is 
made prior to maturity that— 

(i) Is not made pursuant to the con-
tract’s payment schedule; and 

(ii) Results in a substantially pro 
rata reduction of each payment re-
maining to be paid on the contract. 

(f) Aggregation rule. For purposes of 
this section, all contracts calling for 
deferred payments arising from the 
same transaction (or a series of related 
transactions) are treated as a single 
contract. This rule, however, generally 
only applies to contracts involving a 
single borrower and a single lender. 

(g) Debt instruments denominated in a 
currency other than the U.S. dollar. This 
section applies to a debt instrument 
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that provides for all payments denomi-
nated in, or determined by reference 
to, the functional currency of the tax-
payer or qualified business unit of the 
taxpayer (even if that currency is other 
than the U.S. dollar). See § 1.988–2(b) to 
determine interest income or expense 
for debt instruments that provide for 
payments denominated in, or deter-
mined by reference to, a nonfunctional 
currency. 

(h) Example. The following example 
illustrates the rules of this section. 

Example. Allocation of unstated interest to 
deferred payments—(i) Facts. On July 1, 1996, 
A sells his personal residence to B for a stat-
ed purchase price of $1,297,143.66. The prop-
erty is not personal use property (within the 
meaning of section 1275(b)(3)) in the hands of 
B. Under the loan agreement, B is required 
to make two installment payments of 
$648,571.83 each, the first due on June 30, 1998, 
and the second due on June 30, 2000. Both A 
and B use the cash receipts and disburse-
ments method of accounting and use a cal-
endar year for their taxable year. 

(ii) Amount of unstated interest. Under sec-
tion 483, the agreement does not provide for 
adequate stated interest. Thus, the loan’s 
yield is the test rate of interest determined 
under § 1.483–3. Assume that both A and B use 
annual accrual periods and that the test rate 
of interest is 9.2 percent, compounded annu-
ally. Under § 1.483–2, the present value of the 
deferred payments is $1,000,000. Thus, the 
agreement has unstated interest of 
$297,143.66. 

(iii) First two accrual periods. Under para-
graph (d)(1) of this section, the issue price at 
the beginning of the first accrual period is 
$1,000,000 (the amount described in § 1.483– 
2(a)(1)(i)). Under paragraph (c) of this sec-
tion, the amount of interest that accrues for 
the first accrual period is $92,000 
($1,000,000×.092) and the amount of interest 
that accrues for the second accrual period is 
$100,464 ($1,092,000×.092). Thus, $192,464 of in-
terest has accrued as of the end of the second 
accrual period. Under paragraph (e)(1) of this 
section, the $648,571.83 payment made on 
June 30, 1998, is treated first as a payment of 
interest to the extent of $192,464. The re-
mainder of the payment ($456,107.83) is treat-
ed as a payment of principal. Both A and B 
take the payment of interest ($192,464) into 
account in 1998. 

(iv) Second two accrual periods. The ad-
justed issue price at the beginning of the 
third accrual period is $543,892.17 
($1,092,000+$100,464–$648,571.83). The amount 
of interest that accrues for the third accrual 
period is $50,038.08 ($543,892.17×.092) and the 
amount of interest that accrues for the final 
accrual period is $54,641.58, the excess of the 

amount payable at maturity ($648,571.83), 
over the adjusted issue price at the begin-
ning of the accrual period ($593,930.25). As of 
the date the second payment becomes due, 
$104,679.66 of interest has accrued. Thus, of 
the $648,571.83 payment made on June 30, 
2000, $104,679.66 is treated as interest and 
$543,892.17 is treated as principal. Both A and 
B take the payment of interest ($104,679.66) 
into account in 2000. 

(i) [Reserved] 
(j) Effective date. This section applies 

to debt instruments issued on or after 
April 4, 1994, and to lending trans-
actions, sales, and exchanges that 
occur on or after April 4, 1994. Tax-
payers, however, may rely on this sec-
tion for debt instruments issued after 
December 21, 1992, and before April 4, 
1994, and for lending transactions, 
sales, and exchanges that occur after 
December 21, 1992, and before April 4, 
1994. 

[T.D. 8517, 59 FR 4804, Feb. 2, 1994] 

§ 1.446–3 Notional principal contracts. 
(a) Table of contents. This paragraph 

(a) lists captioned paragraphs con-
tained in § 1.446–3. 

§ 1.446–3 Notional principal contracts. 

(a) Table of contents. 
(b) Purpose. 
(c) Definitions and scope. 
(1) Notional principal contract. 
(i) In general. 
(ii) Excluded contracts. 
(iii) Transactions within section 475. 
(iv) Transactions within section 988. 
(2) Specified index. 
(3) Notional principal amount. 
(4) Special definitions. 
(i) Related person and party to the con-

tract. 
(ii) Objective financial information. 
(iii) Dealer in notional principal contracts. 
(d) Taxable year of inclusion and deduc-

tion. 
(e) Periodic payments. 
(1) Definition. 
(2) Recognition rules. 
(i) In general. 
(ii) Rate set in arrears. 
(iii) Notional principal amount set in ar-

rears. 
(3) Examples. 
(f) Nonperiodic payments. 
(1) Definition. 
(2) Recognition rules. 
(i) In general. 
(ii) General rule for swaps. 
(iii) Alternative methods for swaps. 
(A) Prepaid swaps. 
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(B) Other nonperiodic swap payments. 
(iv) General rule for caps and floors. 
(v) Alternative methods for caps and floors 

that hedge debt instruments. 
(A) Prepaid caps and floors. 
(B) Other caps and floors. 
(C) Special method for collars. 
(vi) Additional methods. 
(3) Term of extendible or terminable con-

tracts. 
(4) Examples. 
(g) Special rules. 
(1) Disguised notional principal contracts. 
(2) Hedged notional principal contracts. 
(3) Options and forwards to enter into no-

tional principal contracts. 
(4) Swaps with significant nonperiodic pay-

ments. 
(5) Caps and floors that are significantly 

in-the-money. [Reserved] 
(6) Examples. 
(h) Termination payments. 
(1) Definition. 
(2) Taxable year of inclusion and deduction 

by original parties. 
(3) Taxable year of inclusion and deduction 

by assignees. 
(4) Special rules. 
(i) Assignment of one leg of a contract. 
(ii) Substance over form. 
(5) Examples. 
(i) Anti-abuse rule. 
(j) Effective date. 

(b) Purpose. The purpose of this sec-
tion is to enable the clear reflection of 
the income and deductions from no-
tional principal contracts by pre-
scribing accounting methods that re-
flect the economic substance of such 
contracts. 

(c) Definitions and scope—(1) Notional 
principal contract—(i) In general. A no-
tional principal contract is a financial 
instrument that provides for the pay-
ment of amounts by one party to an-
other at specified intervals calculated 
by reference to a specified index upon a 
notional principal amount in exchange 
for specified consideration or a promise 
to pay similar amounts. An agreement 
between a taxpayer and a qualified 
business unit (as defined in section 
989(a)) of the taxpayer, or among quali-
fied business units of the same tax-
payer, is not a notional principal con-
tract because a taxpayer cannot enter 
into a contract with itself. Notional 
principal contracts governed by this 
section include interest rate swaps, 
currency swaps, basis swaps, interest 
rate caps, interest rate floors, com-
modity swaps, equity swaps, equity 
index swaps, and similar agreements. A 

collar is not itself a notional principal 
contract, but certain caps and floors 
that comprise a collar may be treated 
as a single notional principal contract 
under paragraph (f)(2)(v)(C) of this sec-
tion. A contract may be a notional 
principal contract governed by this 
section even though the term of the 
contract is subject to termination or 
extension. Each confirmation under a 
master agreement to enter into agree-
ments governed by this section is 
treated as a separate notional principal 
contract. 

(ii) Excluded contracts. A contract de-
scribed in section 1256(b), a futures con-
tract, a forward contract, and an op-
tion are not notional principal con-
tracts. An instrument or contract that 
constitutes indebtedness under general 
principles of Federal income tax law is 
not a notional principal contract. An 
option or forward contract that enti-
tles or obligates a person to enter into 
a notional principal contract is not a 
notional principal contract, but pay-
ments made under such an option or 
forward contract may be governed by 
paragraph (g)(3) of this section. 

(iii) Transactions within section 475. To 
the extent that the rules provided in 
paragraphs (e) and (f) of this section 
are inconsistent with the rules that 
apply to any notional principal con-
tract that is governed by section 475 
and regulations thereunder, the rules 
of section 475 and the regulations 
thereunder govern. 

(iv) Transactions within section 988. To 
the extent that the rules provided in 
this section are inconsistent with the 
rules that apply to any notional prin-
cipal contract that is also a section 988 
transaction or that is integrated with 
other property or debt pursuant to sec-
tion 988(d), the rules of section 988 and 
the regulations thereunder govern. 

(2) Specified index. A specified index 
is— 

(i) A fixed rate, price, or amount; 
(ii) A fixed rate, price, or amount ap-

plicable in one or more specified peri-
ods followed by one or more different 
fixed rates, prices, or amounts applica-
ble in other periods; 

(iii) An index that is based on objec-
tive financial information (as defined 
in paragraph (c)(4)(ii) of this section); 
and 
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(iv) An interest rate index that is 
regularly used in normal lending trans-
actions between a party to the con-
tract and unrelated persons. 

(3) Notional principal amount. For pur-
poses of this section, a notional prin-
cipal amount is any specified amount 
of money or property that, when multi-
plied by a specified index, measures a 
party’s rights and obligations under 
the contract, but is not borrowed or 
loaned between the parties as part of 
the contract. The notional principal 
amount may vary over the term of the 
contract, provided that it is set in ad-
vance or varies based on objective fi-
nancial information (as defined in 
paragraph (c)(4)(ii) of this section). 

(4) Special definitions—(i) Related per-
son and party to the contract. A related 
person is a person related (within the 
meaning of section 267(b) or 707(b)(1)) 
to one of the parties to the notional 
principal contract or a member of the 
same consolidated group (as defined in 
§ 1.1502–1(h)) as one of the parties to the 
contract. For purposes of this para-
graph (c), a related person is considered 
to be a party to the contract. 

(ii) Objective financial information. For 
purposes of this paragraph (c), objec-
tive financial information is any cur-
rent, objectively determinable finan-
cial or economic information that is 
not within the control of any of the 
parties to the contract and is not 
unique to one of the parties’ cir-
cumstances (such as one party’s divi-
dends, profits, or the value of its 
stock). Thus, for example, a notional 
principal amount may be based on a 
broadly-based equity index or the out-
standing balance of a pool of mort-
gages, but not on the value of a party’s 
stock. 

(iii) Dealer in notional principal con-
tracts. A dealer in notional principal 
contracts is a person who regularly of-
fers to enter into, assume, offset, as-
sign, or otherwise terminate positions 
in notional principal contracts with 
customers in the ordinary course of a 
trade or business. 

(d) Taxable year of inclusion and de-
duction. For all purposes of the Code, 
the net income or net deduction from a 
notional principal contract for a tax-
able year is included in or deducted 
from gross income for that taxable 

year. The net income or net deduction 
from a notional principal contract for a 
taxable year equals the total of all of 
the periodic payments that are recog-
nized from that contract for the tax-
able year under paragraph (e) of this 
section and all of the nonperiodic pay-
ments that are recognized from that 
contract for the taxable year under 
paragraph (f) of this section. 

(e) Periodic payments—(1) Definition. 
Periodic payments are payments made 
or received pursuant to a notional prin-
cipal contract that are payable at in-
tervals of one year or less during the 
entire term of the contract (including 
any extension periods provided for in 
the contract), that are based on a spec-
ified index described in paragraph 
(c)(2)(i), (iii), or (iv) of this section (ap-
propriately adjusted for the length of 
the interval), and that are based on ei-
ther a single notional principal amount 
or a notional principal amount that 
varies over the term of the contract in 
the same proportion as the notional 
principal amount that measures the 
other party’s payments. Payments to 
purchase or sell a cap or a floor, how-
ever, are not periodic payments. 

(2) Recognition rules—(i) In general. 
All taxpayers, regardless of their meth-
od of accounting, must recognize the 
ratable daily portion of a periodic pay-
ment for the taxable year to which 
that portion relates. 

(ii) Rate set in arrears. If the amount 
of a periodic payment is not deter-
minable at the end of a taxable year 
because the value of the specified index 
is not fixed until a date that occurs 
after the end of the taxable year, the 
ratable daily portion of a periodic pay-
ment that relates to that taxable year 
is generally based on the specified 
index that would have applied if the 
specified index were fixed as of the last 
day of the taxable year. If a taxpayer 
determines that the value of the speci-
fied index as of the last day of the tax-
able year does not provide a reasonable 
estimate of the specified index that 
will apply when the payment is fixed, 
the taxpayer may use a reasonable es-
timate of the specified index each year, 
provided that the taxpayer (and any re-
lated person that is a party to the con-
tract) uses the same method to make 
the estimate consistently from year to 
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year and uses the same estimate for 
purposes of all financial reports to eq-
uity holders and creditors. The tax-
payer’s treatment of notional principal 
contracts with substantially similar 
specified indices will be considered in 
determining whether the taxpayer’s es-
timate of the specified index is reason-
able. Any difference between the 
amount that is recognized under this 
paragraph (e)(2)(ii) and the cor-
responding portion of the actual pay-
ment that becomes fixed under the con-
tract is taken into account as an ad-
justment to the net income or net de-
duction from the notional principal 
contract for the taxable year during 
which the payment becomes fixed. 

(iii) Notional principal amount set in 
arrears. Rules similar to the rules of 
paragraph (e)(2)(ii) of this section 
apply if the amount of a periodic pay-
ment is not determinable at the end of 
a taxable year because the notional 
principal amount is not fixed until a 
date that occurs after the end of the 
taxable year. 

(3) Examples. The following examples 
illustrate the application of paragraph 
(e) of this section. 

Example 1. Accrual of periodic swap pay-
ments. (a) On April 1, 1995, A enters into a 
contract with unrelated counterparty B 
under which, for a term of five years, A is ob-
ligated to make a payment to B each April 1, 
beginning April 1, 1996, in an amount equal 
to the London Interbank Offered Rate 
(LIBOR), as determined on the immediately 
preceding April 1, multiplied by a notional 
principal amount of $100 million. Under the 
contract, B is obligated to make a payment 
to A each April 1, beginning April 1, 1996, in 
an amount equal to 8% multiplied by the 
same notional principal amount. A and B are 
calendar year taxpayers that use the accrual 
method of accounting. On April 1, 1995, 
LIBOR is 7.80%. 

(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of 
this section, and both LIBOR and a fixed in-
terest rate of 8% are specified indices under 
paragraph (c)(2) of this section. All of the 
payments to be made by A and B are periodic 
payments under paragraph (e)(1) of this sec-
tion because each party’s payments are 
based on a specified index described in para-
graphs (c)(2)(iii) and (c)(2)(i) of this section, 
respectively, are payable at periodic inter-
vals of one year or less throughout the term 
of the contract, and are based on a single no-
tional principal amount. 

(c) Under the terms of the swap agreement, 
on April 1, 1996, B is obligated to make a pay-
ment to A of $8,000,000 (8%×$100,000,000) and A 
is obligated to make a payment to B of 
$7,800,000 (7.80%×$100,000,000). Under para-
graph (e)(2)(i) of this section, the ratable 
daily portions for 1995 are the amounts of 
these periodic payments that are attrib-
utable to A’s and B’s taxable year ending De-
cember 31, 1995. The ratable daily portion of 
the 8% fixed leg is $6,010,929 (275 days/366 
days×$8,000,000), and the ratable daily por-
tion of the floating leg is $5,860,656 (275 days/ 
366 days×$7,800,000). The net amount for the 
taxable year is the difference between the 
ratable daily portions of the two periodic 
payments, or $150,273 ($6,010,929—$5,860,656). 
Accordingly, A has net income of $150,273 
from this swap for 1995, and B has a cor-
responding net deduction of $150,273. 

(d) The $49,727 unrecognized balance of the 
$200,000 net periodic payment that is made 
on April 1, 1996, is included in A’s and B’s net 
income or net deduction from the contract 
for 1996. 

(e) If the parties had entered into the con-
tract on February 1, 1995, the result would 
not change because no portion of either par-
ty’s obligation to make a payment under the 
swap relates to the period prior to April 1, 
1995. Consequently, under paragraph (e)(2) of 
this section, neither party would accrue any 
income or deduction from the swap for the 
period from February 1, 1995, through March 
31, 1995. 

Example 2. Accrual of periodic swap payments 
by cash method taxpayer. (a) On April 1, 1995, 
C enters into a contract with unrelated 
counterparty D under which, for a period of 
five years, C is obligated to make a fixed 
payment to D each April 1, beginning April 1, 
1996, in an amount equal to 8% multiplied by 
a notional principal amount of $100 million. 
D is obligated to make semi-annual pay-
ments to C each April 1 and October 1, begin-
ning October 1, 1995, in an amount equal to 
one-half of the LIBOR amount as of the first 
day of the preceding 6-month period multi-
plied by the notional principal amount. The 
payments are to be calculated using a 30/360 
day convention. C is a calendar year tax-
payer that uses the accrual method of ac-
counting. D is a calendar year taxpayer that 
uses the cash receipts and disbursements 
method of accounting. LIBOR is 7.80% on 
April 1, 1995, and 7.46% on October 1, 1995. 

(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of 
this section, and LIBOR and the fixed inter-
est rate of 8% are each specified indices 
under paragraph (c)(2) of this section. All of 
the payments to be made by C and D are 
periodic payments under paragraph (e)(1) of 
this section because they are each based on 
appropriate specified indices, are payable at 
periodic intervals of one year or less 
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throughout the term of the contract, and are 
based on a single notional principal amount. 

(c) Under the terms of the swap agreement, 
D pays C $3,900,000 (0.5×7.8%×$100,000,000) on 
October 1, 1995. In addition, D is obligated to 
pay C $3,730,000 (0.5×7.46%×$100,000,000) on 
April 1, 1996. C is obligated to pay D $8,000,000 
on April 1, 1996. Under paragraph (e)(2)(i) of 
this section, C’s and D’s ratable daily por-
tions for 1995 are the amounts of the periodic 
payments that are attributable to their tax-
able year ending December 31, 1995. The rat-
able daily portion of the 8% fixed leg is 
$6,000,000 (270 days/360 days×$8,000,000), and 
the ratable daily portion of the floating leg 
is $5,765,000 ($3,900,000 + (90 days/180 
days×$3,730,000)). Thus, C’s net deduction 
from the contract for 1995 is $235,000 
($6,000,000—$5,765,000) and D reports $235,000 
of net income from the contract for 1995. 

(d) The net unrecognized balance of $135,000 
($2,000,000 balance of the fixed leg—$1,865,000 
balance of the floating leg) is included in C’s 
and D’s net income or net deduction from 
the contract for 1996. 

Example 3. Accrual of swap payments on 
index set in arrears. (a) The facts are the same 
as in Example 1, except that A’s obligation to 
make payments based upon LIBOR is deter-
mined by reference to LIBOR on the day 
each payment is due. LIBOR is 8.25% on De-
cember 31, 1995, and 8.16% on April 1, 1996. 

(b) On December 31, 1995, the amount that 
A is obligated to pay B is not known because 
it will not become fixed until April 1, 1996. 
Under paragraph (e)(2)(ii) of this section, the 
ratable daily portion of the periodic pay-
ment from A to B for 1995 is based on the 
value of LIBOR on December 31, 1995 (unless 
A or B determines that the value of LIBOR 
on that day does not reasonably estimate the 
value of the specified index). Thus, the rat-
able daily portion of the floating leg is 
$6,198,770 (275 days/366 
days×8.25%×$100,000,000), while the ratable 
daily portion of the fixed leg is $6,010,929 (275 
days/366 days×$8,000,000). The net amount for 
1995 on this swap is $187,841 ($6,198,770— 
$6,010,929). Accordingly, B has $187,841 of net 
income from the swap in 1995, and A has a 
net deduction of $187,841. 

(c) On April 1, 1996, A makes a net payment 
to B of $160,000 ($8,160,000 payment on the 
floating leg—$8,000,000 payment on the fixed 
leg). For purposes of determining their net 
income or net deduction from this contract 
for the year ended December 31, 1996, B and 
A must adjust the net income and net deduc-
tion they recognized in 1995 by $67,623 (275 
days/366 days×($8,250,000 presumed payment 
on the floating leg—$8,160,000 actual pay-
ment on the floating leg)). 

(f) Nonperiodic payments—(1) Defini-
tion. A nonperiodic payment is any 
payment made or received with respect 
to a notional principal contract that is 

not a periodic payment (as defined in 
paragraph (e)(1) of this section) or a 
termination payment (as defined in 
paragraph (h) of this section). Exam-
ples of nonperiodic payments are the 
premium for a cap or floor agreement 
(even if it is paid in installments), the 
payment for an off-market swap agree-
ment, the prepayment of part or all of 
one leg of a swap, and the premium for 
an option to enter into a swap if and 
when the option is exercised. 

(2) Recognition rules—(i) In general. 
All taxpayers, regardless of their meth-
od of accounting, must recognize the 
ratable daily portion of a nonperiodic 
payment for the taxable year to which 
that portion relates. Generally, a non-
periodic payment must be recognized 
over the term of a notional principal 
contract in a manner that reflects the 
economic substance of the contract. 

(ii) General rule for swaps. A nonperi-
odic payment that relates to a swap 
must be recognized over the term of 
the contract by allocating it in accord-
ance with the forward rates (or, in the 
case of a commodity, the forward 
prices) of a series of cash-settled for-
ward contracts that reflect the speci-
fied index and the notional principal 
amount. For purposes of this alloca-
tion, the forward rates or prices used 
to determine the amount of the non-
periodic payment will be respected, if 
reasonable. See paragraph (f)(4) Exam-
ple 7 of this section. 

(iii) Alternative methods for swaps. 
Solely for purposes of determining the 
timing of income and deductions, a 
nonperiodic payment made or received 
with respect to a swap may be allo-
cated to each period of the swap con-
tract using one of the methods de-
scribed in this paragraph (f)(2)(iii). The 
alternative methods may not be used 
by a dealer in notional principal con-
tracts (as defined in paragraph 
(c)(4)(iii) of this section) for swaps en-
tered into or acquired in its capacity as 
a dealer. 

(A) Prepaid swaps. An upfront pay-
ment on a swap may be amortized by 
assuming that the nonperiodic pay-
ment represents the present value of a 
series of equal payments made 
throughout the term of the swap con-
tract (the level payment method), ad-
justed as appropriate to take account 
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of increases or decreases in the no-
tional principal amount. The discount 
rate used in this calculation must be 
the rate (or rates) used by the parties 
to determine the amount of the non-
periodic payment. If that rate is not 
readily ascertainable, the discount rate 
used must be a rate that is reasonable 
under the circumstances. Under this 
method, an upfront payment is allo-
cated by dividing each equal payment 
into its principal recovery and time 
value components. The principal recov-
ery components of the equal payments 
are treated as periodic payments that 
are deemed to be made on each of the 
dates that the swap contract provides 
for periodic payments by the payor of 
the nonperiodic payment or, if none, on 
each of the dates that the swap con-
tract provides for periodic payments by 
the recipient of the nonperiodic pay-
ment. The time value component is 
needed to compute the amortization of 
the nonperiodic payment, but is other-
wise disregarded. See paragraph (f)(4) 
Example 5 of this section. 

(B) Other nonperiodic swap payments. 
Nonperiodic payments on a swap other 
than an upfront payment may be amor-
tized by treating the contract as if it 
provided for a single upfront payment 
(equal to the present value of the non-
periodic payments) and a loan between 
the parties. The discount rate (or 
rates) used in determining the deemed 
upfront payment and the time value 
component of the deemed loan is the 
same as the rate (or rates) used in the 
level payment method. The single up-
front payment is then amortized under 
the level payment method described in 
paragraph (f)(2)(iii)(A) of this section. 
The time value component of the loan 
is not treated as interest, but, together 
with the amortized amount of the 
deemed upfront payment, is recognized 
as a periodic payment. See paragraph 
(f)(4) Example 6 of this section. If both 
parties make nonperiodic payments, 
this calculation is done separately for 
the nonperiodic payments made by 
each party. 

(iv) General rule for caps and floors. A 
payment to purchase or sell a cap or 
floor must be recognized over the term 
of the agreement by allocating it in ac-
cordance with the prices of a series of 
cash-settled option contracts that re-

flect the specified index and the no-
tional principal amount. For purposes 
of this allocation, the option pricing 
used by the parties to determine the 
total amount paid for the cap or floor 
will be respected, if reasonable. Only 
the portion of the purchase price that 
is allocable to the option contract or 
contracts that expire during a par-
ticular period is recognized for that pe-
riod. Thus, under this paragraph 
(f)(2)(iv), straight-line or accelerated 
amortization of a cap premium is gen-
erally not permitted. See paragraph 
(f)(4) Examples 1 and 2 of this section. 

(v) Alternative methods for caps and 
floors that hedge debt instruments. Solely 
for purposes of determining the timing 
of income and deductions, if a cap or 
floor is entered into primarily to re-
duce risk with respect to a specific 
debt instrument or group of debt in-
struments held or issued by the tax-
payer, the taxpayer may amortize a 
payment to purchase or sell the cap or 
floor using the methods described in 
this paragraph (f)(2)(v), adjusted as ap-
propriate to take account of increases 
or decreases in the notional principal 
amount. The alternative methods may 
not be used by a dealer in notional 
principal contracts (as defined in para-
graph (c)(4)(iii) of this section) for caps 
or floors entered into or acquired in its 
capacity as a dealer. 

(A) Prepaid caps and floors. A pre-
mium paid upfront for a cap or a floor 
may be amortized using the ‘‘level pay-
ment method’’ described in paragraph 
(f)(2)(iii)(A) of this section. See para-
graph (f)(4) Example 3 of this section. 

(B) Other caps and floors. Nonperiodic 
payments on a cap or floor other than 
an upfront payment are amortized by 
treating the contract as if it provided 
for a single upfront payment (equal to 
the present value of the nonperiodic 
payments) and a loan between the par-
ties as described in paragraph 
(f)(2)(iii)(B) of this section. Under the 
level payment method, a cap or floor 
premium paid in level annual install-
ments over the term of the contract is 
effectively included or deducted from 
income ratably, in accordance with the 
level payments. See paragraph (f)(4) 
Example 4 of this section. 

(C) Special method for collars. A tax-
payer may also treat a cap and a floor 
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that comprise a collar as a single no-
tional principal contract and may am-
ortize the net nonperiodic payment to 
enter into the cap and floor over the 
term of the collar in accordance with 
the methods prescribed in this para-
graph (f)(2)(v). 

(vi) Additional methods. The Commis-
sioner may, by a revenue ruling or a 
revenue procedure published in the In-
ternal Revenue Bulletin, provide alter-
native methods for allocating nonperi-
odic payments that relate to a notional 
principal contract to each year of the 
contract. See § 601.601(d)(2)(ii)(b) of this 
chapter. 

(3) Term of extendible or terminable 
contracts. For purposes of this para-
graph (f), the term of a notional prin-
cipal contract that is subject to exten-
sion or termination is the reasonably 
expected term of the contract. 

(4) Examples. The following examples 
illustrate the application of paragraph 
(f) of this section. 

Example 1.Cap premium amortized using gen-
eral rule. (a) On January 1, 1995, when LIBOR 
is 8%, F pays unrelated party E $600,000 for a 
contract that obligates E to make a payment 
to F each quarter equal to one-quarter of the 
excess, if any, of three-month LIBOR over 
9% with respect to a notional principal 
amount of $25 million. Both E and F are cal-
endar year taxpayers. E provides F with a 
schedule of allocable premium amounts indi-
cating that the cap was priced according to 
a reasonable variation of the Black-Scholes 
option pricing formula and that the total 
premium is allocable to the following peri-
ods: 

Pricing alloca-
tion 

1995 ............................................................... $55,000 
1996 ............................................................... 225,000 
1997 ............................................................... 320,000 

$600,000 

(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of 
this section, and LIBOR is a specified index 
under paragraph (c)(2)(iii) of this section. 
Any payments made by E to F are periodic 
payments under paragraph (e)(1) of this sec-
tion because they are payable at periodic in-
tervals of one year or less throughout the 
term of the contract, are based on an appro-
priate specified index, and are based on a sin-
gle notional principal amount. The $600,000 
cap premium paid by F to E is a nonperiodic 
payment as defined in paragraph (f)(1) of this 
section. 

(c) The Black-Scholes model is recognized 
in the financial industry as a standard tech-
nique for pricing interest rate cap agree-
ments. Therefore, because E has used a rea-
sonable option pricing model, the schedule 
generated by E is consistent with the eco-
nomic substance of the cap, and may be used 
by both E and F for calculating their ratable 
daily portions of the cap premium. Under 
paragraph (f)(2)(iv) of this section, E recog-
nizes the ratable daily portion of the cap pre-
mium as income, and F recognizes the rat-
able daily portion of the cap premium as a 
deduction based on the pricing schedule. 
Thus, E and F account for the contract as 
follows: 

Ratable daily 
portion 

1995 ............................................................... $55,000 
1996 ............................................................... 225,000 
1997 ............................................................... 320,000 

$600,000 

(d) Any periodic payments under the cap 
agreement (that is, payments that E makes 
to F because LIBOR exceeds 9%) are included 
in the parties’ net income or net deduction 
from the contract in accordance with para-
graph (e)(2) of this section. 

Example 2. Cap premium allocated to proper 
period. (a) The facts are the same as in Exam-
ple 1, except that the cap is purchased by F 
on November 1, 1994. The first determination 
date under the cap agreement is January 31, 
1995 (the last day of the first quarter to 
which the contract relates). LIBOR is 9.1% 
on December 31, 1994, and is 9.15% on Janu-
ary 31, 1995. 

(b) E and F recognize $9,192 (61 days/365 
days×$55,000) as the ratable daily portion of 
the nonperiodic payment for 1994, and in-
clude that amount in their net income or net 
deduction from the contract for 1994. If E’s 
pricing model allocated the cap premium to 
each quarter covered by the contract, the 
ratable daily portion would be 61 days/92 
days times the premium allocated to the 
first quarter. 

(c) Under paragraph (e)(2)(ii) of this sec-
tion, E and F calculate the payments using 
LIBOR as of December 31, 1994. F recognizes 
as income the ratable daily portion of the 
presumed payment, or $4,144 (61 days/92 
days×.25×.001×$25,000,000). Thus, E reports 
$5,048 of net income from the contract for 
1994 ($9,192–$4,144), and F reports a net deduc-
tion from the contract of $5,048. 

(d) On January 31, 1995, E pays F $9,375 
(.25×.0015×$25,000,000) under the terms of the 
cap agreement. For purposes of determining 
their net income or net deduction from this 
contract for the year ended December 31, 
1995, E and F must adjust their respective 
net income and net deduction from the cap 
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by $2,072 (61 days/92 days×($9,375 actual pay-
ment under the cap on January 31, 1995— 
$6,250 presumed payment under the cap on 
December 31, 1994)). 

Example 3. Cap premium amortized using al-
ternative method. (a) The facts are the same 
as in Example 1, except that the cap provides 
for annual payments by E and is entered into 
by F primarily to reduce risk with respect to 
a debt instrument issued by F. F elects to 

amortize the cap premium using the alter-
native level payment method provided under 
paragraph (f)(2)(v)(A) of this section. Under 
that method, F amortizes the cap premium 
by assuming that the $600,000 is repaid in 3 
equal annual payments of $241,269, assuming 
a discount rate of 10%. Each payment is di-
vided into a time value component and a 
principal component, which are set out 
below. 

Level payment Time value com-
ponent 

Principal compo-
nent 

1995 ................................................................................................. $241,269 $60,000 $181,269 
1996 ................................................................................................. 241,269 41,873 199,396 
1997 ................................................................................................. 241,269 21,934 219,335 

$723,807 $123,807 $600,000 

(b) The net of the ratable daily portions of 
the principal component and the payments, 
if any, received from E comprise F’s annual 
net income or net deduction from the cap. 
The time value components are needed only 
to compute the ratable daily portions of the 
cap premium, and are otherwise disregarded. 

Example 4. Cap premium paid in level install-
ments and amortized using alternative method. 
(a) The facts are the same as in Example 3, 
except that F agrees to pay for the cap in 
three level installments of $241,269 (a total of 

$723,807) on December 31, 1995, 1996, and 1997. 
The present value of three payments of 
$241,269, discounted at 10%, is $600,000. For 
purposes of amortizing the cap premium 
under the alternative method provided in 
paragraph (f)(2)(v)(B) of this section, F is 
treated as paying $600,000 for the cap on Jan-
uary 1, 1995, and borrowing $600,000 from E 
that will be repaid in three annual install-
ments of $241,269. The time value component 
of the loan is computed as follows: 

Loan balance Time value com-
ponent 

Principal compo-
nent 

1995 ................................................................................................. $600,000 $60,000 $181,269 
1996 ................................................................................................. 418,731 41,873 199,396 
1997 ................................................................................................. 219,335 21,934 219,335 

$123,807 $600,000 

(b) F is treated as making periodic pay-
ments equal to the amortized principal com-
ponents from a $600,000 cap paid in advance 
(as described in Example 3), increased by the 
time value components of the $600,000 loan, 
which totals $241,269 each year. The time 
value components of the $600,000 loan are in-
cluded in the periodic payments made by F, 
but are not characterized as interest income 
or expense. The effect of the alternative 
method in this situation is to allow F to am-
ortize the cap premium in level installments, 
the same way it is paid. The net of the rat-
able daily portions of F’s deemed periodic 
payments and the payments, if any, received 
from E comprise F’s annual net income or 
net deduction from the cap. 

Example 5. Upfront interest rate swap pay-
ment amortized using alternative method. (a) On 
January 1, 1995, G enters into an interest 
rate swap agreement with unrelated 
counterparty H under which, for a term of 
five years, G is obligated to make annual 
payments at 11% and H is obligated to make 

annual payments at LIBOR on a notional 
principal amount of $100 million. At the time 
G and H enter into this swap agreement, the 
rate for similar on-market swaps is LIBOR 
to 10%. To compensate for this difference, on 
January 1, 1995, H pays G a yield adjustment 
fee of $3,790,786. G provides H with informa-
tion that indicates that the amount of the 
yield adjustment fee was determined as the 
present value, at 10% compounded annually, 
of five annual payments of $1,000,000 
(1%×$100,000,000). G and H are calendar year 
taxpayers. 

(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of 
this section. The yield adjustment fee is a 
nonperiodic payment as defined in paragraph 
(f)(1) of this section. 

(c) Under the alternative method described 
in paragraph (f)(2)(iii)(A) of this section, the 
yield adjustment fee is recognized over the 
life of the agreement by assuming that the 
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$3,790,786 is repaid in five level payments. As-
suming a constant yield to maturity and an-

nual compounding at 10%, the ratable daily 
portions are computed as follows: 

Level payment Time value com-
ponent 

Principal compo-
nent 

1995 ................................................................................................. $1,000,000 $379,079 $620,921 
1996 ................................................................................................. 1,000,000 316,987 683,013 
1997 ................................................................................................. 1,000,000 248,685 751,315 
1998 ................................................................................................. 1,000,000 173,554 826,446 
1999 ................................................................................................. 1,000,000 90,909 909,091 

$5,000,000 $1,209,214 $3,790,786 

(d) G also makes swap payments to H at 
11%, while H makes swap payments to G 
based on LIBOR. The net of the ratable daily 
portions of the 11% payments by G, the 
LIBOR payments by H, and the principal 
component of the yield adjustment fee paid 
by H determines the annual net income or 
net deduction from the contract for both G 
and H. The time value components are need-
ed only to compute the ratable daily por-
tions of the yield adjustment fee paid by H, 
and are otherwise disregarded. 

Example 6. Backloaded interest rate swap 
payment amortized using alternative method. 

(a) The facts are the same as in Example 5, 
but H agrees to pay G a yield adjustment fee 
of $6,105,100 on December 31, 1999. Under the 
alternative method in paragraph (f)(2)(iii)(B) 
of this section, H is treated as paying a yield 
adjustment fee of $3,790,786 (the present 
value of $6,105,100, discounted at a 10% rate 
with annual compounding) on January 1, 
1995. Solely for timing purposes, H is treated 
as borrowing $3,790,786 from G. Assuming an-
nual compounding at 10%, the time value 
component is computed as follows: 

Loan balance Time value com-
ponent 

Principal compo-
nent 

1995 ................................................................................................. $3,790,786 $379,079 0 
1996 ................................................................................................. 4,169,865 416,987 0 
1997 ................................................................................................. 4,586,852 458,685 0 
1998 ................................................................................................. 5,045,537 504,554 0 
1999 ................................................................................................. 5,550,091 555,009 6,105,100 

(b) The amortization of H’s yield adjust-
ment fee is equal to the amortization of a 
yield adjustment fee of $3,790,786 paid in ad-
vance (as described in Example 5), increased 
by the time value component of the $3,790,786 
deemed loan from G to H. Thus, the amount 
of H’s yield adjustment fee that is allocated 
to 1995 is $1,000,000 ($620,921 + $379,079). The 
time value components of the $3,790,786 loan 
are included in the periodic payments paid 
by H, but are not characterized as interest 
income or expense. The net of the ratable 
daily portions of the 11% swap payments by 
G, and the LIBOR payments by H, added to 
the principal components from Example 5 and 
the time value components from this Exam-
ple 6, determines the annual net income or 
net deduction from the contract for both G 
and H. 

Example 7. Nonperiodic payment on a com-
modity swap amortized under general rule. (a) 
On January 1, 1995, I enters into a com-
modity swap agreement with unrelated 
counterparty J under which, for a term of 
three years, I is obligated to make annual 
payments based on a fixed price of $2.35 per 
bushel times a notional amount of 100,000 
bushels of corn and J is obligated to make 

annual payments equal to the spot price 
times the same notional amount. Assume 
that on January 1, 1995, the price of a one 
year forward for corn is $2.40 per bushel, of a 
two year forward $2.55 per bushel, and of a 3 
year forward $2.75 per bushel. To compensate 
for the below-market fixed price provided in 
the swap agreement, I pays J $53,530 for en-
tering into the swap. I and J are calendar 
year taxpayers. 

(b) This contract is a notional principal 
contract as defined by paragraph (c)(1) of 
this section, and $2.35 and the spot price of 
corn are specified indices under paragraphs 
(c)(2)(i) and (iii) of this section, respectively. 
The $53,530 payment is a nonperiodic pay-
ment as defined by paragraph (f)(1) of this 
section. 

(c) Assuming that I does not use the alter-
native methods provided under paragraph 
(f)(2)(iii) of this section, paragraph (f)(2)(ii) 
of this section requires that I recognize the 
nonperiodic payment over the term of the 
agreement by allocating the payment to 
each forward contract in accordance with 
the forward price of corn. Solely for timing 
purposes, I treats the $53,530 nonperiodic 
payment as a loan that J will repay in three 
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installments of $5,000, $20,000, and $40,000, the 
expected payouts on the in-the-money for-
ward contracts. With annual compounding at 

8%, the ratable daily portions are computed 
as follows: 

Expected forward 
payment 

Time value com-
ponent 

Principal compo-
nent 

1995 ................................................................................................. $5,000 $4,282 $718 
1996 ................................................................................................. 20,000 4,225 15,775 
1997 ................................................................................................. 40,000 2,963 37,037 

$65,000 $11,470 $53,530 

(d) The ratable daily portion of the prin-
cipal component is added to I’s periodic pay-
ments in computing its net income or net de-
duction from the notional principal contract 
for each taxable year. The time value compo-
nents are needed only to compute the prin-
cipal components, and are otherwise dis-
regarded. 

(g) Special rules—(1) Disguised notional 
principal contracts. The Commissioner 
may recharacterize all or part of a 
transaction (or series of transactions) 
if the effect of the transaction (or se-
ries of transactions) is to avoid the ap-
plication of this section. 

(2) Hedged notional principal contracts. 
If a taxpayer, either directly or 
through a related person (as defined in 
paragraph (c)(4)(i) of this section), re-
duces risk with respect to a notional 
principal contract by purchasing, sell-
ing, or otherwise entering into other 
notional principal contracts, futures, 
forwards, options, or other financial 
contracts (other than debt instru-
ments), the taxpayer may not use the 
alternative methods provided in para-
graphs (f)(2)(iii) and (v) of this section. 
Moreover, where such positions are en-
tered into to avoid the appropriate 
timing or character of income from the 
contracts taken together, the Commis-
sioner may require that amounts paid 
to or received by the taxpayer under 
the notional principal contract be 
treated in a manner that is consistent 
with the economic substance of the 
transaction as a whole. 

(3) Options and forwards to enter into 
notional principal contracts. An option 
or forward contract that entitles or ob-
ligates a person to enter into a no-
tional principal contract is subject to 
the general rules of taxation for op-
tions or forward contracts. Any pay-
ment with respect to the option or for-
ward contract is treated as a nonperi-
odic payment for the underlying no-

tional principal contract under the 
rules of paragraphs (f) and (g)(4) or 
(g)(5) of this section if and when the 
underlying notional principal contract 
is entered into. 

(4) Swaps with significant nonperiodic 
payments. A swap with significant non-
periodic payments is treated as two 
separate transactions consisting of an 
on-market, level payment swap and a 
loan. The loan must be accounted for 
by the parties to the contract inde-
pendently of the swap. The time value 
component associated with the loan is 
not included in the net income or net 
deduction from the swap under para-
graph (d) of this section, but is recog-
nized as interest for all purposes of the 
Internal Revenue Code. See paragraph 
(g)(6) Example 3 of this section. For pur-
poses of section 956, the Commissioner 
may treat any nonperiodic swap pay-
ment, whether or not it is significant, 
as one or more loans. 

(5) Caps and floors that are signifi-
cantly in-the-money. [Reserved] 

(6) Examples. The following examples 
illustrate the application of paragraph 
(g) of this section. 

Example 1. Cap hedged with options. (a) On 
January 1, 1995, K sells to unrelated 
counterparty L three cash settlement Euro-
pean-style put options on Eurodollar time 
deposits with a strike rate of 9%. The op-
tions have exercise dates of January 1, 1996, 
January 1, 1997, and January 1, 1998, respec-
tively. If LIBOR exceeds 9% on any of the ex-
ercise dates, L will be entitled, by exercising 
the relevant option, to receive from K an 
amount that corresponds to the excess of 
LIBOR over 9% times $25 million. L pays K 
$650,000 for the three options. Furthermore, 
K is related to F, the cap purchaser in para-
graph (f)(4) Example 1 of this section. 

(b) K’s option agreements with L reduce 
risk with respect to F’s cap agreement with 
E. Accordingly, under paragraph (g)(2) of this 
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section, F cannot use the alternative meth-
ods provided in paragraph (f)(2)(v) of this sec-
tion to amortize the premium paid under the 
cap agreement. F must amortize the cap pre-
mium it paid in accordance with paragraph 
(f)(2)(iv) of this section. 

(c) The method that E may use to account 
for its agreement with F is not affected by 
the application of paragraph (g)(2) of this 
section to F. 

Example 2. Nonperiodic payment that is not 
significant. (a) On January 1, 1995, G enters 
into an interest rate swap agreement with 
unrelated counterparty H under which, for a 
term of five years, G is obligated to make an-
nual payments at 11% and H is obligated to 
make annual payments at LIBOR on a no-
tional principal amount of $100 million. At 
the time G and H enter into this swap agree-
ment, the rate for similar on-market swaps 
is LIBOR to 10%. To compensate for this dif-
ference, on January 1, 1995, H pays G a yield 
adjustment fee of $3,790,786. G provides H 
with information that indicates that the 
amount of the yield adjustment fee was de-
termined as the present value, at 10% com-
pounded annually, of five annual payments 
of $1,000,000 (1%×$100,000,000). G and H are cal-
endar year taxpayers. (These facts are the 
same as in paragraph (f)(4) Example 5 of this 
section.) 

(b) In this situation, the yield adjustment 
fee of $3,790,786 is not a significant nonperi-
odic payment within the meaning of para-
graph (g)(4) of this section, in light of the 
amount of the fee in proportion to the 
present value of the total amount of fixed 
payments due under the contract. Accord-
ingly, no portion of the swap is recharacter-
ized as a loan for purposes of this section. 

Example 3. Significant nonperiodic payment. 
(a) On January 1, 1995, unrelated parties M 
and N enter into an interest rate swap con-
tract. Under the terms of the contract, N 
agrees to make five annual payments to M 
equal to LIBOR times a notional principal 
amount of $100 million. In return, M agrees 
to pay N 6% of $100 million annually, plus 
$15,163,147 on January 1, 1995. At the time M 
and N enter into this swap agreement the 
rate for similar on- market swaps is LIBOR 
to 10%, and N provides M with information 
that the amount of the initial payment was 
determined as the present value, at 10% com-
pounded annually, of five annual payments 
from M to N of $4,000,000 (4% of $100,000,000). 

(b) Although the parties have character-
ized this transaction as an interest rate 
swap, the $15,163,147 payment from M to N is 
significant when compared to the present 
value of the total fixed payments due under 
the contract. Accordingly, under paragraph 
(g)(4) of this section, the transaction is re-
characterized as consisting of both a 
$15,163,147 loan from M to N that N repays in 
installments over the term of the agreement, 
and an interest rate swap between M and N 
in which M immediately pays the install-
ment payments on the loan back to N as part 
of its fixed payments on the swap in ex-
change for the LIBOR payments by N. 

(c) The yield adjustment fee is recognized 
over the life of the agreement by treating 
the $15,163,147 as a loan that will be repaid 
with level payments over five years. Assum-
ing a constant yield to maturity and annual 
compounding at 10%, M and N account for 
the principal and interest on the loan as fol-
lows: 

Level payment Interest compo-
nent 

Principal compo-
nent 

1995 ................................................................................................. $4,000,000 $1,516,315 $2,483,685 
1996 ................................................................................................. 4,000,000 1,267,946 2,732,054 
1997 ................................................................................................. 4,000,000 994,741 3,005,259 
1998 ................................................................................................. 4,000,000 694,215 3,305,785 
1999 ................................................................................................. 4,000,000 363,636 3,636,364 

$20,000,000 $4,836,853 $15,163,147 

(d) M recognizes interest income, and N 
claims an interest deduction, each taxable 
year equal to the interest component of the 
deemed installment payments on the loan. 
These interest amounts are not included in 
the parties’ net income or net deduction 
from the swap contract under paragraph (d) 
of this section. The principal components are 
needed only to compute the interest compo-
nent of the level payment for the following 
period, and do not otherwise affect the par-
ties’ net income or net deduction from this 
contract. 

(e) N also makes swap payments to M 
based on LIBOR, and receives swap payments 
from M at a fixed rate that is equal to the 
sum of the stated fixed rate and the rate cal-
culated by dividing the deemed level annual 
payments on the loan by the notional prin-
cipal amount. Thus, the fixed rate on this 
swap is 10%, which is the sum of the stated 
rate of 6% and the rate calculated by divid-
ing the annual loan payment of $4,000,000 by 
the notional principal amount of $100,000,000, 
or 4%. Using the methods provided in para-
graph (e)(2) of this section, the swap pay-
ments from M to N of $10,000,000 (10% of 
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$100,000,000) and the LIBOR swap payments 
from N to M are included in the parties’ net 
income or net deduction from the contract 
for each taxable year. 

Example 4. Swaps recharacterized as a loan. 
(a) The facts are the same as in Example 3, 
except that on January 1, 1995, N also enters 
into an interest rate swap agreement with 
unrelated counterparty O under which, for a 
term of five years, N is obligated to make an-
nual payments at 12% and O is obligated to 
make annual payments at LIBOR on a no-
tional principal amount of $100 million. At 
the time N and O enter into this swap agree-
ment, the rate for similar on-market swaps 
is LIBOR to 10%. To compensate for this dif-
ference, O pays N an upfront yield adjust-
ment fee of $7,581,574. This yield adjustment 
fee equals the present value, at 10% com-
pounded annually, of five annual payments 
of $2,000,000 (2% of $100,000,000). 

(b) In substance, these two interest rate 
swaps are the equivalent of a fixed rate bor-
rowing by N of $22,744,721 ($15,163,147 from M 
plus $7,581,574 from O). Under paragraph 
(g)(2) of this section, if these positions were 
entered into to avoid interest character on a 
net loan position, the Commissioner may re-
characterize the swaps as a loan which N will 
repay with interest in five annual install-
ments of $6,000,000 each (the difference be-
tween the 12% N pays under the swap with O 
and the 6% N receives under the swap with 
M, multiplied by the $100,000,000 notional 
principal amount). 

(c) N recognizes no net income or net de-
duction from these contracts under para-
graph (d) of this section because, as to N, 
there is no notional principal contract in-
come or expense. However, the recharacter-
ization of N’s separate transactions as a loan 
has no effect on the way M and O must each 
account for their notional principal con-
tracts under paragraphs (d) through (g) of 
this section. 

(h) Termination payments—(1) Defini-
tion. A payment made or received to 
extinguish or assign all or a propor-
tionate part of the remaining rights 
and obligations of any party under a 
notional principal contract is a termi-
nation payment to the party making 
the termination payment and the party 
receiving the payment. A termination 
payment includes a payment made be-
tween the original parties to the con-
tract (an extinguishment), a payment 
made between one party to the con-
tract and a third party (an assign-
ment), and any gain or loss realized on 
the exchange of one notional principal 
contract for another. Where one party 
assigns its remaining rights and obliga-
tions to a third party, the original non-

assigning counterparty realizes gain or 
loss if the assignment results in a 
deemed exchange of contracts and a re-
alization event under section 1001. 

(2) Taxable year of inclusion and de-
duction by original parties. Except as 
otherwise provided (for example, in 
section 453, section 1092, or § 1.446–4), a 
party to a notional principal contract 
recognizes a termination payment in 
the year the contract is extinguished, 
assigned, or exchanged. When the ter-
mination payment is recognized, the 
party also recognizes any other pay-
ments that have been made or received 
pursuant to the notional principal con-
tract, but that have not been recog-
nized under paragraph (d) of this sec-
tion. If only a proportionate part of a 
party’s rights and obligations is extin-
guished, assigned, or exchanged, then 
only that proportion of the unrecog-
nized payments is recognized under the 
previous sentence. 

(3) Taxable year of inclusion and de-
duction by assignees. A termination pay-
ment made or received by an assignee 
pursuant to an assignment of a no-
tional principal contract is recognized 
by the assignee under the rules of para-
graphs (f) and (g)(4) or (g)(5) of this sec-
tion as a nonperiodic payment for the 
notional principal contract that is in 
effect after the assignment. 

(4) Special rules—(i) Assignment of one 
leg of a contract. A payment is not a 
termination payment if it is made or 
received by a party in exchange for as-
signing all or a portion of one leg of a 
notional principal contract at a time 
when a substantially proportionate 
amount of the other leg remains 
unperformed and unassigned. The pay-
ment is either an amount loaned, an 
amount borrowed, or a nonperiodic 
payment, depending on the economic 
substance of the transaction to each 
party. This paragraph (h)(4)(i) applies 
whether or not the original notional 
principal contract is terminated as a 
result of the assignment. 

(ii) Substance over form. Any eco-
nomic benefit that is given or received 
by a taxpayer in lieu of a termination 
payment is a termination payment. 
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(5) Examples. The following examples 
illustrate the application of this para-
graph (h). The contracts in the exam-
ples are not hedging transactions as de-
fined in § 1.1221–2(b), and all of the ex-
amples assume that no loss-deferral 
rules apply. 

Example 1. Termination by extinguishment. 
(a) On January 1, 1995, P enters into an inter-
est rate swap agreement with unrelated 
counterparty Q under which, for a term of 
seven years, P is obligated to make annual 
payments based on 10% and Q is obligated to 
make semi-annual payments based on LIBOR 
and a notional principal amount of $100 mil-
lion. P and Q are both calendar year tax-
payers. On January 1, 1997, when the fixed 
rate on a comparable LIBOR swap has fallen 
to 9.5%, P pays Q $1,895,393 to terminate the 
swap. 

(b) The payment from P to Q extinguishes 
the swap contract and is a termination pay-
ment, as defined in paragraph (h)(1) of this 
section, for both parties. Accordingly, under 
paragraph (h)(2) of this section, P recognizes 
a loss of $1,895,393 in 1997 and Q recognizes 
$1,895,393 of gain in 1997. 

Example 2. Termination by assignment. (a) 
The facts are the same as in Example 1, ex-
cept that on January 1, 1997, P pays unre-
lated party R $1,895,393 to assume all of P’s 
rights and obligations under the swap with 
Q. In return for this payment, R agrees to 
pay 10% of $100 million annually to Q and to 
receive LIBOR payments from Q for the re-
maining five years of the swap. 

(b) The payment from P to R terminates 
P’s interest in the swap contract with Q and 
is a termination payment, as defined in para-
graph (h)(1) of this section, for P. Under 
paragraph (h)(2) of this section, P recognizes 
a loss of $1,895,393 in 1997. Whether Q also has 
a termination payment with respect to the 
payment from P to R is determined under 
section 1001. 

(c) Under paragraph (h)(3) of this section, 
the assignment payment that R receives 
from P is a nonperiodic payment for an in-
terest rate swap. Because the assignment 
payment is not a significant nonperiodic 
payment within the meaning of paragraph 
(g)(1) of this section, R amortizes the 
$1,895,393 over the five year term of the swap 
agreement under paragraph (f)(2) of this sec-
tion. 

Example 3. Assignment of swap with yield ad-
justment fee. (a) The facts are the same as in 
Example 2, except that on January 1, 1995, Q 
paid P a yield adjustment fee to enter into 
the seven year interest rate swap. In accord-
ance with paragraph (f)(2) of this section, P 
and Q included the ratable daily portions of 
that nonperiodic payment in their net in-
come or net deduction from the contract for 
1995 and 1996. On January 1, 1997, $300,000 of 

the nonperiodic payment has not yet been 
recognized by P and Q. 

(b) Under paragraph (h)(2) of this section, P 
recognizes a loss of $1,595,393 ($1,895,393– 
$300,000) in 1997. R accounts for the termi-
nation payment in the same way it did in Ex-
ample 2; the existence of an unamortized pay-
ment with respect to the original swap has 
no effect on R. 

Example 4. Assignment of one leg of a swap. 
(a) On January 1, 1995, S enters into an inter-
est rate swap agreement with unrelated 
counterparty T under which, for a term of 
five years, S will make annual payments at 
10% and T will make annual payments at 
LIBOR on a notional principal amount of $50 
million. On January 1, 1996, unrelated party 
U pays T $15,849,327 for the right to receive 
the four remaining $5,000,000 payments from 
S. Under the terms of the agreement between 
S and T, S is notified of this assignment, and 
S is contractually bound thereafter to make 
its payments to U on the appropriate pay-
ment dates. S’s obligation to pay U is condi-
tioned on T making its LIBOR payment to S 
on the appropriate payment dates. 

(b) Because T has assigned to U its rights 
to the fixed rate payments, but not its float-
ing rate obligations under the notional prin-
cipal contract, U’s payment to T is not a ter-
mination payment as defined in paragraph 
(h)(1) of this section, but is covered by para-
graph (h)(4)(i) of this section. The economic 
substance of the transaction between T and 
U is a loan that does not affect the way that 
S and T account for the notional principal 
contract under this section. 

(i) Anti-abuse rule. If a taxpayer en-
ters into a transaction with a principal 
purpose of applying the rules of this 
section to produce a material distor-
tion of income, the Commissioner may 
depart from the rules of this section as 
necessary to reflect the appropriate 
timing of income and deductions from 
the transaction. 

(j) Effective date. These regulations 
are effective for notional principal con-
tracts entered into on or after Decem-
ber 13, 1993. 

[T.D. 8491, 58 FR 53128, Oct. 14, 1993; 59 FR 
9411, Feb. 28, 1994, as amended by T.D. 8554, 59 
FR 36358, July 18, 1994] 

§ 1.446–4 Hedging transactions. 
(a) In general. Except as provided in 

this paragraph (a), a hedging trans-
action as defined in § 1.1221–2(b) (wheth-
er or not the character of gain or loss 
from the transaction is determined 
under § 1.1221–2) must be accounted for 
under the rules of this section. To the 
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extent that provisions of any other reg-
ulations governing the timing of in-
come, deductions, gain, or loss are in-
consistent with the rules of this sec-
tion, the rules of this section control. 

(1) Trades or businesses excepted. A 
taxpayer is not required to account for 
hedging transactions under the rules of 
this section for any trade or business 
in which the cash receipts and dis-
bursements method of accounting is 
used or in which § 1.471–6 is used for in-
ventory valuations if, for all prior tax-
able years ending on or after Sep-
tember 30, 1993, the taxpayer met the 
$5,000,000 gross receipts test of section 
448(c) (or would have met that test if 
the taxpayer were a corporation or 
partnership). A taxpayer not required 
to use the rules of this section may 
nonetheless use a method of account-
ing that is consistent with these rules. 

(2) Coordination with other sections. 
This section does not apply to— 

(i) Any position to which section 
475(a) applies; 

(ii) An integrated transaction subject 
to § 1.1275–6; 

(iii) Any section 988 hedging trans-
action if the transaction is integrated 
under § 1.988–5 or if other regulations 
issued under section 988(d) (or an ad-
vance ruling described in 1.988–5(e)) 
govern when gain or loss from the 
transaction is taken into account; or 

(iv) The determination of the issuer’s 
yield on an issue of tax-exempt bonds 
for purposes of the arbitrage restric-
tions to which § 1.148–4(h) applies. 

(b) Clear reflection of income. The 
method of accounting used by a tax-
payer for a hedging transaction must 
clearly reflect income. To clearly re-
flect income, the method used must 
reasonably match the timing of in-
come, deduction, gain, or loss from the 
hedging transaction with the timing of 
income, deduction, gain, or loss from 
the item or items being hedged. Taking 
gains and losses into account in the pe-
riod in which they are realized may 
clearly reflect income in the case of 
certain hedging transactions. For ex-
ample, where a hedge and the item 
being hedged are disposed of in the 
same taxable year, taking realized gain 
or loss into account on both items in 
that taxable year may clearly reflect 
income. In the case of many hedging 

transactions, however, taking gains 
and losses into account as they are re-
alized does not result in the matching 
required by this section. 

(c) Choice of method and consistency. 
For any given type of hedging trans-
action, there may be more than one 
method of accounting that satisfies the 
clear reflection requirement of para-
graph (b) of this section. A taxpayer is 
generally permitted to adopt a method 
of accounting for a particular type of 
hedging transaction that clearly re-
flects the taxpayer’s income from that 
type of transaction. See paragraph (e) 
of this section for requirements and 
limitations on the taxpayer’s choice of 
method. Different methods of account-
ing may be used for different types of 
hedging transactions and for trans-
actions that hedge different types of 
items. Once a taxpayer adopts a meth-
od of accounting, however, that meth-
od must be applied consistently and 
can only be changed with the consent 
of the Commissioner, as provided by 
section 446(e) and the regulations and 
procedures thereunder. 

(d) Recordkeeping requirements—(1) In 
general. The books and records main-
tained by a taxpayer must contain a 
description of the accounting method 
used for each type of hedging trans-
action. The description of the method 
or methods used must be sufficient to 
show how the clear reflection require-
ment of paragraph (b) of this section is 
satisfied. 

(2) Additional identification. In addi-
tion to the identification required by 
§ 1.1221–2(f), the books and records 
maintained by a taxpayer must contain 
whatever more specific identification 
with respect to a transaction is nec-
essary to verify the application of the 
method of accounting used by the tax-
payer for the transaction. This addi-
tional identification may relate to the 
hedging transaction or to the item, 
items, or aggregate risk being hedged. 
The additional identification must be 
made at the time specified in § 1.1221– 
2(f)(2) and must be made on, and re-
tained as part of, the taxpayer’s books 
and records. 

(3) Transactions in which character of 
gain or loss is not determined under 
§ 1.1221–2. A section 988 transaction, as 
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defined in section 988(c)(1), or a quali-
fied fund, as defined in section 
988(c)(1)(E)(iii), is subject to the identi-
fication and recordkeeping require-
ments of § 1.1221–2(f). See § 1.1221–2(a)(4). 

(e) Requirements and limitations with 
respect to hedges of certain assets and li-
abilities. In the case of certain hedging 
transactions, this paragraph (e) pro-
vides guidance in determining whether 
a taxpayer’s method of accounting sat-
isfies the clear reflection requirement 
of paragraph (b) of this section. Even if 
these rules are satisfied, however, the 
taxpayer’s method, as actually applied 
to the taxpayer’s hedging transactions, 
must clearly reflect income by meeting 
the matching requirement of paragraph 
(b) of this section. 

(1) Hedges of aggregate risk—(i) In gen-
eral. The method of accounting used for 
hedges of aggregate risk must comply 
with the matching requirements of 
paragraph (b) of this section. Even 
though a taxpayer may not be able to 
associate the hedging transaction with 
any particular item being hedged, the 
timing of income, deduction, gain, or 
loss from the hedging transaction must 
be matched with the timing of the ag-
gregate income, deduction, gain, or 
loss from the items being hedged. For 
example, if a notional principal con-
tract hedges a taxpayer’s aggregate 
risk, taking into account income, de-
duction, gain, or loss under the provi-
sions of § 1.446–3 may clearly reflect in-
come. See paragraph (e)(5) of this sec-
tion. 

(ii) Mark-and-spread method. The fol-
lowing method may be appropriate for 
taking into account income, deduction, 
gain, or loss from hedges of aggregate 
risk: 

(A) The hedging transactions are 
marked to market at regular intervals 
for which the taxpayer has the nec-
essary data, but no less frequently than 
quarterly; and 

(B) The income, deduction, gain, or 
loss attributable to the realization or 
periodic marking to market of hedging 
transactions is taken into account over 
the period for which the hedging trans-
actions are intended to reduce risk. Al-
though the period over which the hedg-
ing transactions are intended to reduce 
risk may change, the period must be 

reasonable and consistent with the tax-
payer’s hedging policies and strategies. 

(2) Hedges of items marked to market. In 
the case of a transaction that hedges 
an item that is marked to market 
under the taxpayer’s method of ac-
counting, marking the hedge to market 
clearly reflects income. 

(3) Hedges of inventory—(i) In general. 
If a hedging transaction hedges pur-
chases of inventory, gain or loss on the 
hedging transaction may be taken into 
account in the same period that it 
would be taken into account if the gain 
or loss were treated as an element of 
the cost of inventory. Similarly, if a 
hedging transaction hedges sales of in-
ventory, gain or loss on the hedging 
transaction may be taken into account 
in the same period that it would be 
taken into account if the gain or loss 
were treated as an element of sales pro-
ceeds. If a hedge is associated with a 
particular purchase or sales trans-
action, the gain or loss on the hedge 
may be taken into account when it 
would be taken into account if it were 
an element of cost incurred in, or sales 
proceeds from, that transaction. As 
with hedges of aggregate risk, however, 
a taxpayer may not be able to asso-
ciate hedges of inventory purchases or 
sales with particular purchase or sales 
transactions. In order to match the 
timing of income, deduction, gain, or 
loss from the hedge with the timing of 
aggregate income, deduction, gain, or 
loss from the hedged purchases or 
sales, it may be appropriate for a tax-
payer to account for its hedging trans-
actions in the manner described in 
paragraph (e)(1)(ii) of this section, ex-
cept that the gain or loss that is spread 
to each period is taken into account 
when it would be if it were an element 
of cost incurred (purchase hedges), or 
an element of proceeds from sales made 
(sales hedges), during that period. 

(ii) Alternative methods for certain in-
ventory hedges. In lieu of the method 
described in paragraph (e)(3)(i) of this 
section, other simpler, less precise 
methods may be used in appropriate 
cases where the clear reflection re-
quirement of paragraph (b) of this sec-
tion is satisfied. For example: 
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(A) Taking into account realized 
gains and losses on both hedges of in-
ventory purchases and hedges of inven-
tory sales when they would be taken 
into account if the gains and losses 
were elements of inventory cost in the 
period realized may clearly reflect in-
come in some situations, but does not 
clearly reflect income for a taxpayer 
that uses the last-in, first-out method 
of accounting for the inventory; and 

(B) Marking hedging transactions to 
market with resulting gain or loss 
taken into account immediately may 
clearly reflect income even though the 
inventory that is being hedged is not 
marked to market, but only if the in-
ventory is not accounted for under ei-
ther the last-in, first-out method or 
the lower-of-cost-or-market method 
and only if items are held in inventory 
for short periods of time. 

(4) Hedges of debt instruments. Gain or 
loss from a transaction that hedges a 
debt instrument issued or to be issued 
by a taxpayer, or a debt instrument 
held or to be held by a taxpayer, must 
be accounted for by reference to the 
terms of the debt instrument and the 
period or periods to which the hedge re-
lates. A hedge of an instrument that 
provides for interest to be paid at a 
fixed rate or a qualified floating rate, 
for example, generally is accounted for 
using constant yield principles. Thus, 
assuming that a fixed rate or qualified 
floating rate instrument remains out-
standing, hedging gain or loss is taken 
into account in the same periods in 
which it would be taken into account if 
it adjusted the yield of the instrument 
over the term to which the hedge re-
lates. For example, gain or loss real-
ized on a transaction that hedged an 
anticipated fixed rate borrowing for its 
entire term is accounted for, solely for 
purposes of this section, as if it de-
creased or increased the issue price of 
the debt instrument. Similarly, gain or 
loss realized on a transaction that 
hedges a contingent payment on a debt 
instrument subject to § 1.1275–4(c) (a 
contingent payment debt instrument 
issued for nonpublicly traded property) 
is taken into account when the contin-
gent payment is taken into account 
under § 1.1275–4(c). 

(5) Notional principal contracts. The 
rules of § 1.446–3 govern the timing of 

income and deductions with respect to 
a notional principal contract unless, 
because the notional principal contract 
is part of a hedging transaction, the 
application of those rules would not re-
sult in the matching that is needed to 
satisfy the clear reflection requirement 
of paragraph (b) and, as applicable, 
(e)(4) of this section. For example, if a 
notional principal contract hedges a 
debt instrument, the method of ac-
counting for periodic payments de-
scribed in § 1.446–3(e) and the methods 
of accounting for nonperiodic pay-
ments described in § 1.446–3(f)(2)(iii) and 
(v) generally clearly reflect the tax-
payer’s income. The methods described 
in § 1.446–3(f)(2)(ii) and (iv), however, 
generally do not clearly reflect the 
taxpayer’s income in that situation. 

(6) Disposition of hedged asset or liabil-
ity. If a taxpayer hedges an item and 
disposes of, or terminates its interest 
in, the item but does not dispose of or 
terminate the hedging transaction, the 
taxpayer must appropriately match the 
built-in gain or loss on the hedging 
transaction to the gain or loss on the 
disposed item. To meet this require-
ment, the taxpayer may mark the 
hedge to market on the date it disposes 
of the hedged item. If the taxpayer in-
tends to dispose of the hedging trans-
action within a reasonable period, how-
ever, it may be appropriate to match 
the realized gain or loss on the hedging 
transaction with the gain or loss on the 
disposed item. If the taxpayer intends 
to dispose of the hedging transaction 
within a reasonable period and the 
hedging transaction is not actually dis-
posed of within that period, the tax-
payer must match the gain or loss on 
the hedge at the end of the reasonable 
period with the gain or loss on the dis-
posed item. For purposes of this para-
graph (e)(6), a reasonable period is gen-
erally 7 days. 

(7) Recycled hedges. If a taxpayer en-
ters into a hedging transaction by re-
cycling a hedge of a particular hedged 
item to serve as a hedge of a different 
item, as described in § 1.1221–2(d)(4), the 
taxpayer must match the built-in gain 
or loss at the time of the recycling to 
the gain or loss on the original hedged 
item, items, or aggregate risk. Income, 
deduction, gain, or loss attributable to 
the period after the recycling must be 
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matched to the new hedged item, 
items, or aggregate risk under the 
principles of paragraph (b) of this sec-
tion. 

(8) Unfulfilled anticipatory trans-
actions—(i) In general. If a taxpayer en-
ters into a hedging transaction to re-
duce risk with respect to an antici-
pated asset acquisition, debt issuance, 
or obligation, and the anticipated 
transaction is not consummated, any 
income, deduction, gain, or loss from 
the hedging transaction is taken into 
account when realized. 

(ii) Consummation of anticipated trans-
action. A taxpayer consummates a 
transaction for purposes of paragraph 
(e)(8)(i) of this section upon the occur-
rence (within a reasonable interval 
around the expected time of the antici-
pated transaction) of either the antici-
pated transaction or a different but 
similar transaction for which the hedge 
serves to reasonably reduce risk. 

(9) Hedging by members of a consoli-
dated group—(i) General rule: single-enti-
ty approach. In general, a member of a 
consolidated group must account for 
its hedging transactions as if all of the 
members were separate divisions of a 
single corporation. Thus, the timing of 
the income, deduction, gain, or loss on 
a hedging transaction must match the 
timing of income, deduction, gain, or 
loss from the item or items being 
hedged. Because all of the members are 
treated as if they were divisions of a 
single corporation, intercompany 
transactions are neither hedging trans-
actions nor hedged items for these pur-
poses. 

(ii) Separate-entity election. If a con-
solidated group makes an election 
under § 1.1221–2(e)(2), then paragraph 
(e)(9)(i) of this section does not apply. 
Thus, in that case, each member of the 
consolidated group must account for 
its hedging transactions in a manner 
that meets the requirements of para-
graph (b) of this section. For example, 
the income, deduction, gain, or loss 
from intercompany hedging trans-
actions (as defined in § 1.1221–2(e)(2)(ii)) 
is taken into account under the timing 
rules of § 1.446–4 rather than under the 
timing rules of § 1.1502–13. 

(iii) Definitions. For definitions of 
consolidated group, divisions of a sin-
gle corporation, intercompany trans-

action, and member, see section 1502 
and the regulations thereunder. 

(iv) Effective date. This paragraph 
(e)(9) applies to transactions entered 
into on or after March 8, 1996. 

(f) Type or character of income and de-
duction. The rules of this section gov-
ern the timing of income, deduction, 
gain, or loss on hedging transactions 
but do not affect the type or character 
of income, deduction, gain, or loss pro-
duced by the transaction. Thus, for ex-
ample, the rules of paragraph (e)(3) of 
this section do not affect the computa-
tion of cost of goods sold or sales pro-
ceeds for a taxpayer that hedges inven-
tory purchases or sales. Similarly, the 
rules of paragraph (e)(4) of this section 
do not increase or decrease the interest 
income or expense of a taxpayer that 
hedges a debt instrument or a liability. 

(g) Effective date. This section applies 
to hedging transactions entered into on 
or after October 1, 1994. 

(h) Consent to change methods of ac-
counting. The Commissioner grants 
consent for a taxpayer to change its 
methods of accounting for transactions 
that are entered into on or after Octo-
ber 1, 1994, and that are described in 
paragraph (a) of this section. This con-
sent is granted only for changes for the 
taxable year containing October 1, 1994. 
The taxpayer must describe its new 
methods of accounting in a statement 
that is included in its Federal income 
tax return for that taxable year. 

[T.D. 8554, 59 FR 36358, July 18, 1994, as 
amended by T.D. 8653, 61 FR 519, Jan. 8, 1996; 
T.D. 8674, 61 FR 30138, June 14, 1996; T.D. 8985, 
67 FR 12865, Mar. 20, 2002; 67 FR 31955, May 13, 
2002] 

§ 1.446–5 Debt issuance costs. 
(a) In general. This section provides 

rules for allocating debt issuance costs 
over the term of the debt. For purposes 
of this section, the term debt issuance 
costs means those transaction costs in-
curred by an issuer of debt (that is, a 
borrower) that are required to be cap-
italized under § 1.263(a)–5. If these costs 
are otherwise deductible, they are de-
ductible by the issuer over the term of 
the debt as determined under para-
graph (b) of this section. 

(b) Method of allocating debt issuance 
costs—(1) In general. Solely for purposes 
of determining the amount of debt 
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issuance costs that may be deducted in 
any period, these costs are treated as if 
they adjusted the yield on the debt. To 
effect this, the issuer treats the costs 
as if they decreased the issue price of 
the debt. See § 1.1273–2 to determine 
issue price. Thus, debt issuance costs 
increase or create original issue dis-
count and decrease or eliminate bond 
issuance premium. 

(2) Original issue discount. Any result-
ing original issue discount is taken 
into account by the issuer under the 
rules in § 1.163–7, which generally re-
quire the use of a constant yield meth-
od (as described in § 1.1272–1) to com-
pute how much original issue discount 
is deductible for a period. However, see 
§ 1.163–7(b) for special rules that apply 
if the total original issue discount on 
the debt is de minimis. 

(3) Bond issuance premium. Any re-
maining bond issuance premium is 
taken into account by the issuer under 
the rules of § 1.163–13, which generally 
require the use of a constant yield 
method for purposes of allocating bond 
issuance premium to accrual periods. 

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

Example 1. (i) On January 1, 2004, X borrows 
$10,000,000. The principal amount of the loan 
($10,000,000) is repayable on December 31, 
2008, and payments of interest in the amount 
of $500,000 are due on December 31 of each 
year the loan is outstanding. X incurs debt 
issuance costs of $130,000 to facilitate the 
borrowing. 

(ii) Under § 1.1273–2, the issue price of the 
loan is $10,000,000. However, under paragraph 
(b) of this section, X reduces the issue price 
of the loan by the debt issuance costs of 
$130,000, resulting in an issue price of 
$9,870,000. As a result, X treats the loan as 
having original issue discount in the amount 
of $130,000 (stated redemption price at matu-
rity of $10,000,000 minus the issue price of 
$9,870,000). Because this amount of original 
issue discount is more than the de minimis 
amount of original issue discount for the 
loan determined under § 1.1273–1(d) ($125,000 
($10,000,000 × .0025 × 5)), X must allocate the 
original issue discount to each year based on 
the constant yield method described in 
§ 1.1272–1(b). See § 1.163–7(a). Based on this 
method and a yield of 5.30%, compounded an-
nually, the original issue discount is allo-
cable to each year as follows: $23,385 for 2004, 
$24,625 for 2005, $25,931 for 2006, $27,306 for 
2007, and $28,753 for 2008. 

Example 2. (i) Assume the same facts as in 
Example 1, except that X incurs debt issuance 
costs of $120,000 rather than $130,000. 

(ii) Under § 1.1273–2, the issue price of the 
loan is $10,000,000. However, under paragraph 
(b) of this section, X reduces the issue price 
of the loan by the debt issuance costs of 
$120,000, resulting in an issue price of 
$9,880,000. As a result, X treats the loan as 
having original issue discount in the amount 
of $120,000 (stated redemption price at matu-
rity of $10,000,000 minus the issue price of 
$9,880,000). Because this amount of original 
issue discount is less than the de minimis 
amount of original issue discount for the 
loan determined under § 1.1273–1(d) ($125,000), 
X does not have to use the constant yield 
method described in § 1.1272–1(b) to allocate 
the original issue discount to each year. In-
stead, under § 1.163–7(b)(2), X can choose to 
allocate the original issue discount to each 
year on a straight-line basis over the term of 
the loan or in proportion to the stated inter-
est payments ($24,000 each year). X also 
could choose to deduct the original issue dis-
count at maturity of the loan. X makes its 
choice by reporting the original issue dis-
count in a manner consistent with the meth-
od chosen on X’s timely filed federal income 
tax return for 2004. If X wanted to use the 
constant yield method, based on a yield of 
5.279%, compounded annually, the original 
issue discount is allocable to each year as 
follows: $21,596 for 2004, $22,736 for 2005, 
$23,937 for 2006, $25,200 for 2007, and $26,531 for 
2008. 

(d) Effective date. This section applies 
to debt issuance costs paid or incurred 
for debt instruments issued on or after 
December 31, 2003. 

(e) Accounting method changes—(1) 
Consent to change. An issuer required to 
change its method of accounting for 
debt issuance costs to comply with this 
section must secure the consent of the 
Commissioner in accordance with the 
requirements of § 1.446–1(e). Paragraph 
(e)(2) of this section provides the Com-
missioner’s automatic consent for cer-
tain changes. 

(2) Automatic consent. The Commis-
sioner grants consent for an issuer to 
change its method of accounting for 
debt issuance costs incurred for debt 
instruments issued on or after Decem-
ber 31, 2003. Because this change is 
made on a cut-off basis, no items of in-
come or deduction are omitted or du-
plicated and, therefore, no adjustment 
under section 481 is allowed. The con-
sent granted by this paragraph (e)(2) 
applies provided— 
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(i) The change is made to comply 
with this section; 

(ii) The change is made for the first 
taxable year for which the issuer must 
account for debt issuance costs under 
this section; and 

(iii) The issuer attaches to its federal 
income tax return for the taxable year 
containing the change a statement 
that it has changed its method of ac-
counting under this section. 

[T.D. 9107, 69 FR 464, Jan. 5, 2004] 

§ 1.446–6 REMIC inducement fees. 
(a) Purpose. This section provides spe-

cific timing rules for the clear reflec-
tion of income from an inducement fee 
received in connection with becoming 
the holder of a noneconomic REMIC re-
sidual interest. An inducement fee 
must be included in income over a pe-
riod reasonably related to the period 
during which the applicable REMIC is 
expected to generate taxable income or 
net loss allocable to the holder of the 
noneconomic residual interest. 

(b) Definitions. For purposes of this 
section: 

(1) Applicable REMIC. The applicable 
REMIC is the REMIC that issued the 
noneconomic residual interest with re-
spect to which the inducement fee is 
paid. 

(2) Inducement fee. An inducement fee 
is the amount paid to induce a person 
to become the holder of a noneconomic 
residual interest in an applicable 
REMIC. 

(3) Noneconomic residual interest. A 
REMIC residual interest is a non-
economic residual interest if it is a 
noneconomic residual interest within 
the meaning of § 1.860E–1(c)(2). 

(4) Remaining anticipated weighted av-
erage life. The remaining anticipated 
weighted average life is the anticipated 
weighted average life determined using 
the methodology set forth in § 1.860E– 
1(a)(3)(iv) applied as of the date of ac-
quisition of the noneconomic residual 
interest. 

(5) REMIC. The term REMIC has the 
same meaning in this section as given 
in § 1.860D–1. 

(c) General rule. All taxpayers, re-
gardless of their overall method of ac-
counting, must recognize an induce-
ment fee over the remaining expected 
life of the applicable REMIC in a man-

ner that reasonably reflects, without 
regard to this paragraph, the after-tax 
costs and benefits of holding that non-
economic residual interest. 

(d) Special rule on disposition of a re-
sidual interest. If any portion of an in-
ducement fee received with respect to 
becoming the holder of a noneconomic 
residual interest in an applicable 
REMIC has not been recognized in full 
by the holder as of the time the holder 
transfers, or otherwise ceases to be the 
holder for Federal tax purposes of, that 
residual interest in the applicable 
REMIC, then the holder must include 
the unrecognized portion of the induce-
ment fee in income at that time. This 
rule does not apply to a transaction to 
which section 381(c)(4) applies. 

(e) Safe harbors. If inducement fees 
are recognized in accordance with a 
method described in this paragraph (e), 
that method complies with the require-
ments of paragraph (c) of this section. 

(1) The book method. Under the book 
method, an inducement fee is recog-
nized in accordance with the method of 
accounting, and over the same period, 
used by the taxpayer for financial re-
porting purposes (including consoli-
dated financial statements to share-
holders, partners, beneficiaries, and 
other proprietors and for credit pur-
poses), provided that the inducement 
fee is included in income for financial 
reporting purposes over a period that is 
not shorter than the period during 
which the applicable REMIC is ex-
pected to generate taxable income. 

(2) The modified REMIC regulatory 
method. Under the modified REMIC reg-
ulatory method, the inducement fee is 
recognized ratably over the remaining 
anticipated weighted average life of 
the applicable REMIC as if the induce-
ment fee were unrecognized gain being 
included in gross income under § 1.860F– 
2(b)(4)(iii). 

(3) Additional safe harbor methods. The 
Commissioner, by revenue ruling or 
revenue procedure (see § 1.601(d)(2) of 
this chapter), may provide additional 
safe harbor methods for recognizing in-
ducement fees relating to noneconomic 
REMIC residual interests. 

(f) Method of accounting. The treat-
ment of inducement fees is a method of 
accounting to which the provisions of 
sections 446 and 481 and the regulations 
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thereunder apply. A taxpayer is gen-
erally permitted to adopt a method of 
accounting for inducement fees that 
satisfies the requirements of paragraph 
(c) of this section. Once a taxpayer 
adopts a method of accounting for in-
ducement fees, that method must be 
applied consistently to all inducement 
fees received in connection with non-
economic REMIC residual interests and 
may be changed only with the consent 
of the Commissioner, as provided by 
section 446(e) and the regulations and 
procedures thereunder. 

(g) Effective date. This section is ap-
plicable for taxable years ending on or 
after May 11, 2004. 

[T.D. 9128, 69 FR 26041, May 11, 2004] 

§ 1.448–1 Limitation on the use of the 
cash receipts and disbursements 
method of accounting. 

(a)–(f) [Reserved] 
(g) Treatment of accounting method 

change and timing rules for section 481(a) 
adjustment—(1) Treatment of change in 
accounting method. Notwithstanding 
any other procedure published prior to 
January 7, 1991, concerning changes 
from the cash method, any taxpayer to 
whom section 448 applies must change 
its method of accounting in accordance 
with the provisions of this paragraph 
(g) and paragraph (h) of this section. In 
the case of any taxpayer required by 
this section to change its method of ac-
counting for any taxable year, the 
change shall be treated as a change ini-
tiated by the taxpayer. The adjust-
ments required under section 481(a) 
with respect to the change in method 
of accounting of such a taxpayer shall 
not be reduced by amounts attrib-
utable to taxable years preceding the 
Internal Revenue Code of 1954. Para-
graph (h)(2) of this section provides 
procedures under which a taxpayer 
may change to an overall accrual 
method of accounting for the first tax-
able year the taxpayer is subject to 
this section (‘‘first section 448 year’’). 
If the taxpayer complies with the pro-
visions of paragraph (h)(2) of this sec-
tion for its first section 448 year, the 
change shall be treated as made with 
the consent of the Commissioner. Para-
graph (h)(3) of this section provides 
procedures under which a taxpayer 
may change to other than an overall 

accrual method of accounting for its 
first section 448 year. Unless the tax-
payer complies with the provisions of 
paragraph (h)(2) or (h)(3) of this section 
for its first section 448 year, the tax-
payer must comply with the provisions 
of paragraph (h)(4) of this section. See 
paragraph (h) of this section for rules 
to effect a change in method of ac-
counting. 

(2) Timing rules for section 481(a) ad-
justment—(i) In general. Except as oth-
erwise provided in paragraphs (g)(2)(ii) 
and (g)(3) of this section, a taxpayer re-
quired by this section to change from 
the cash method must take the net sec-
tion 481(a) adjustment into account 
over the section 481(a) adjustment pe-
riod as determined under the applica-
ble administrative procedures issued 
under § 1.446–1(e)(3)(ii) for obtaining the 
Commissioner’s consent to a change in 
accounting method (for example, see 
Rev. Proc. 2002–9 (2002–1 C.B. 327) and 
Rev. Proc. 97–27 (1997–1 C.B. 680) (also 
see § 601.601(d)(2) of this chapter)), pro-
vided the taxpayer complies with the 
provisions of paragraph (h)(2) or (3) of 
this section for its first section 448 
year. 

(ii) Hospital timing rules—(A) In gen-
eral. In the case of a hospital that is re-
quired by this section to change from 
the cash method, the section 481(a) ad-
justment shall be taken into account 
ratably (beginning with the year of 
change) over 10 years, provided the tax-
payer complies with the provisions of 
paragraph (h)(2) or (h)(3) of this section 
for its first section 448 year. 

(B) Definition of hospital. For purposes 
of paragraph (g) of this section, a hos-
pital is an institution— 

(1) Accredited by the Joint Commis-
sion on Accreditation of Healthcare Or-
ganizations or its predecessor (the 
JCAHO) (or accredited or approved by a 
program of the qualified governmental 
unit in which such institution is lo-
cated if the Secretary of Health and 
Human Services has found that the ac-
creditation or comparable approval 
standards of such qualified govern-
mental unit are essentially equivalent 
to those of the JCAHO); 

(2) Used primarily to provide, by or 
under the supervision of physicians, to 
inpatients diagnostic services and 
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therapeutic services for medical diag-
nosis, treatment, and care of injured, 
disabled, or sick persons; 

(3) Requiring every patient to be 
under the care and supervision of a 
physician; and 

(4) Providing 24-hour nursing services 
rendered or supervised by a registered 
professional nurse and having a li-
censed practical nurse or registered 
nurse on duty at all times. 

For purposes of this section, an entity 
need not be owned by or on behalf of a 
governmental unit or by a section 
501(c)(3) organization, or operated by a 
section 501(c)(3) organization, in order 
to be considered a hospital. In addition, 
for purposes of this section, a hospital 
does not include a rest or nursing 
home, continuing care facility, daycare 
center, medical school facility, re-
search laboratory, or ambulatory care 
facility. 

(C) Dual function facilities. With re-
spect to any taxpayer whose operations 
consist both of a hospital, and other fa-
cilities not qualifying as a hospital, the 
portion of the adjustment required by 
section 481(a) that is attributable to 
the hospital shall be taken into ac-
count in accordance with the rules of 
paragraph (g)(2) of this section relating 
to hospitals. The portion of the adjust-
ment required by section 481(a) that is 
not attributable to the hospital shall 
be taken into account in accordance 
with the rules of paragraph (g)(2) of 
this section not relating to hospitals. 

(iii) Untimely change in method of ac-
counting to comply with this section. Un-
less a taxpayer (including a hospital 
and a cooperative) required by this sec-
tion to change from the cash method 
complies with the provisions of para-
graph (h)(2) or (h)(3) of this section for 
its first section 448 year within the 
time prescribed by those paragraphs, 
the taxpayer must take the section 481 
(a) adjustment into account under the 
provisions of any applicable adminis-
trative procedure that is prescribed by 
the Commissioner after January 7, 
1991, specifically for purposes of com-
plying with this section. Absent such 
an administrative procedure, a tax-
payer must request a change under 
§ 1.446–1(e)(3) and shall be subject to 
any terms and conditions (including 

the year of change) as may be imposed 
by the Commissioner. 

(3) Special timing rules for section 
481(a) adjustment—(i)Cessation of trade 
or business. If the taxpayer ceases to 
engage in the trade or business to 
which the section 481(a) adjustment re-
lates, or if the taxpayer operating the 
trade or business terminates existence, 
and such cessation or termination oc-
curs prior to the expiration of the ad-
justment period described in paragraph 
(g)(2)(i) or (ii) of this section, the tax-
payer must take into account, in the 
taxable year of such cessation or ter-
mination, the balance of the adjust-
ment not previously taken into ac-
count in computing taxable income. 
For purposes of this paragraph (g)(3)(i), 
the determination as to whether a tax-
payer has ceased to engage in the trade 
or business to which the section 481(a) 
adjustment relates, or has terminated 
its existence, is to be made under the 
principles of § 1.446–1(e)(3)(ii) and its 
underlying administrative procedures. 

(ii) De minimis rule for a taxpayer other 
than a cooperative. Notwithstanding 
paragraph (g)(2)(i) and (ii) of this sec-
tion, a taxpayer other than a coopera-
tive (within the meaning of section 
1381(a)) that is required to change from 
the cash method by this section may 
elect to use, in lieu of the adjustment 
period described in paragraph (g)(2)(i) 
and (ii) of this section, the adjustment 
period for de minimis section 481(a) ad-
justments provided in the applicable 
administrative procedure issued under 
§ 1.446–1(e)(3)(ii) for obtaining the Com-
missioner’s consent to a change in ac-
counting method. A taxpayer may 
make an election under this paragraph 
(g)(3)(ii) only if— 

(A) The taxpayer’s entire net section 
481(a) adjustment (whether positive or 
negative) is a de minimis amount as 
determined under the applicable ad-
ministrative procedure issued under 
§ 1.446–1(e)(3)(ii) for obtaining the Com-
missioner’s consent to a change in ac-
counting method, 

(B) The taxpayer complies with the 
provisions of paragraph (h)(2) or (3) of 
this section for its first section 448 
year, 

(C) The return for such year is due 
(determined with regard to extensions) 
after December 27, 1993, and 
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(D) The taxpayer complies with any 
applicable instructions to Form 3115 
that specify the manner of electing the 
adjustment period for de minimis sec-
tion 481(a) adjustments. 

(4) Additional rules relating to section 
481(a) adjustment. In addition to the 
rules set forth in paragraph (g) (2) and 
(3) of this section, the following rules 
shall apply in taking the section 481(a) 
adjustment into account— 

(i) Any net operating loss and tax 
credit carryforwards will be allowed to 
offset any positive section 481(a) ad-
justment, 

(ii) Any net operating loss arising in 
the year of change or in any subse-
quent year that is attributable to a 
negative section 481(a) adjustment may 
be carried back to earlier taxable years 
in accordance with section 172, and 

(iii) For purposes of determining esti-
mated income tax payments under sec-
tions 6654 and 6655, the section 481(a) 
adjustment will be recognized in tax-
able income ratably throughout a tax-
able year. 

(5) Outstanding section 481(a) adjust-
ment from previous change in method of 
accounting. If a taxpayer changed its 
method of accounting to the cash 
method for a taxable year prior to the 
year the taxpayer was required by this 
section to change from the cash meth-
od (the section 448 year), any section 
481(a) adjustment from such prior 
change in method of accounting that is 
outstanding as of the section 448 year 
shall be taken into account in accord-
ance with the provisions of this para-
graph (g)(5). A taxpayer shall account 
for any remaining portion of the prior 
section 481(a) adjustment outstanding 
as of the section 448 year by continuing 
to take such remaining portion into ac-
count under the provisions and condi-
tions of the prior change in method of 
accounting, or, at the taxpayer’s op-
tion, combining or netting the remain-
ing portion of the prior section 481(a) 
adjustment with the section 481(a) ad-
justment required under this section, 
and taking into account under the pro-
visions of this section the resulting net 
amount of the adjustment. Any tax-
payer choosing to combine or net the 
section 481(a) adjustments as described 
in the preceding sentence shall indi-
cate such choice on the Form 3115 re-

quired to be filed by such taxpayer 
under the provisions of paragraph (h) of 
this section. 

(h) Procedures for change in method of 
accounting—(1) Applicability. Paragraph 
(h) of this section applies to taxpayers 
who change from the cash method as 
required by this section. Paragraph (h) 
of this section does not apply to a 
change in accounting method required 
by any Code section (or regulations 
thereunder) other than this section. 

(2) Automatic rule for changes to an 
overall accrual method—(i) Timely 
changes in method of accounting. Not-
withstanding any other available pro-
cedures to change to the accrual meth-
od of accounting, a taxpayer to whom 
paragraph (h) of this section applies 
who desires to make a change to an 
overall accrual method for its first sec-
tion 448 year must make that change 
under the provisions of this paragraph 
(h)(2). A taxpayer changing to an over-
all accrual method under this para-
graph (h)(2) must file a current Form 
3115 by the time prescribed in para-
graph (h)(2)(ii). In addition, the tax-
payer must set forth on a statement 
accompanying the Form 3115 the period 
over which the section 481(a) adjust-
ment will be taken into account and 
the basis for such conclusion. More-
over, the taxpayer must type or legibly 
print the following statement at the 
top of page 1 of the Form 3115: ‘‘Auto-
matic Change to Accrual Method—Sec-
tion 448.’’ The consent of the Commis-
sioner to the change in method of ac-
counting is granted to taxpayers who 
change to an overall accrual method 
under this paragraph (h)(2). See para-
graph (g)(2)(i), (g)(2)(ii), or (g)(3) of this 
section, whichever is applicable, for 
rules to account for the section 481(a) 
adjustment. 

(ii) Time and manner for filing Form 
3115—(A) In general. Except as provided 
in paragraph (h)(2)(ii)(B) of this sec-
tion, the Form 3115 required by para-
graph (h)(2)(i) must be filed no later 
than the due date (determined with re-
gard to extensions) of the taxpayer’s 
federal income tax return for the first 
section 448 year and must be attached 
to that return. 

(B) Extension of filing deadline. Not-
withstanding paragraph (h)(2)(ii)(A) of 
this section, the filing of the Form 3115 
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required by paragraph (h)(2)(i) shall not 
be considered late if such Form 3115 is 
attached to a timely filed amended in-
come tax return for the first section 
448 year, provided that— 

(1) The taxpayer’s first section 448 
year is a taxable year that begins (or, 
pursuant to § 1.441–2(c), is deemed to 
begin) in 1987, 1988, 1989, or 1990, 

(2) The taxpayer has not been con-
tacted for examination, is not before 
appeals, and is not before a federal 
court with respect to an income tax 
issue (each as defined in applicable ad-
ministrative pronouncements), unless 
the taxpayer also complies with any re-
quirements for approval in those appli-
cable administrative pronouncements, 
and 

(3) Any amended return required by 
this paragraph (h)(2)(ii)(B) is filed on or 
before July 8, 1991. 
Filing an amended return under this 
paragraph (h)(2)(ii)(B) does not extend 
the time for making any other elec-
tion. Thus, for example, taxpayers that 
comply with this section by filing an 
amended return pursuant to this para-
graph (h)(2)(ii)(B) may not elect out of 
section 448 pursuant to paragraph (i)(2) 
of this section. 

(3) Changes to a method other than 
overall accrual method—(i) In general. A 
taxpayer to whom paragraph (h) of this 
section applies who desires to change 
to a special method of accounting must 
make that change under the provisions 
of this paragraph (h)(3), except to the 
extent other special procedures have 
been promulgated regarding the special 
method of accounting. Such a taxpayer 
includes taxpayers who change to both 
an accrual method of accounting and a 
special method of accounting such as a 
long-term contract method. In order to 
change an accounting method under 
this paragraph (h)(3), a taxpayer must 
submit an application for change in ac-
counting method under the applicable 
administrative procedures in effect at 
the time of change, including the appli-
cable procedures regarding the time 
and place of filing the application for 
change in method. Moreover, a tax-
payer who changes an accounting 
method under this paragraph (h)(3) 
must type or legibly print the fol-
lowing statement on the top of page 1 
of Form 3115: ‘‘Change to a Special 

Method of Accounting—Section 448.’’ 
The filing of a Form 3115 by any tax-
payer requesting a change of method of 
accounting under this paragraph (h)(3) 
for its taxable year beginning in 1987 
will not be considered late if the form 
is filed with the appropriate office of 
the Internal Revenue Service on or be-
fore the later of: the date that is the 
180th day of the taxable year of change; 
or September 14, 1987. If the Commis-
sioner approves the taxpayer’s applica-
tion for change in method of account-
ing, the timing of the adjustment re-
quired under section 481 (a), if applica-
ble, will be determined under the provi-
sions of paragraph (g)(2)(i), (g)(2)(ii), or 
(g)(3) of this section, whichever is ap-
plicable. If the Commissioner denies 
the taxpayer’s application for change 
in accounting method, or if the tax-
payer’s application is untimely, the 
taxpayer must change to an overall ac-
crual method of accounting under the 
provisions of either paragraph (h)(2) or 
(h)(4) of this section, whichever is ap-
plicable. 

(ii) Extension of filing deadline. Not-
withstanding paragraph (h)(3)(i) of this 
section, if the events or circumstances 
which under section 448 disqualify a 
taxpayer from using the cash method 
occur after the time prescribed under 
applicable procedures for filing the 
Form 3115, the filing of such form shall 
not be considered late if such form is 
filed on or before 30 days after the close 
of the taxable year. 

(4) Untimely change in method of ac-
counting to comply with this section. Un-
less a taxpayer to whom paragraph (h) 
of this section applies complies with 
the provisions of paragraph (h)(2) or 
(h)(3) of this section for its first section 
448 year, the taxpayer must comply 
with the requirements of § 1.446–1 (e)(3) 
(including any applicable administra-
tive procedure that is prescribed there-
under after January 7, 1991 specifically 
for purposes of complying with this 
section) in order to secure the consent 
of the Commissioner to change to a 
method of accounting that is in com-
pliance with the provisions of this sec-
tion. The taxpayer shall be subject to 
any terms and conditions (including 
the year of change) as may be imposed 
by the Commissioner. 
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(i) Effective date—(1) In general. Ex-
cept as provided in paragraph (i)(2), (3), 
(4), and (5) of this section, this section 
applies to any taxable year beginning 
after December 31, 1986. 

(2) Election out of section 448—(i) In 
general. A taxpayer may elect not to 
have this section apply to any (A) 
transaction with a related party (with-
in the meaning of section 267(b) of the 
Internal Revenue Code of 1954, as in ef-
fect on October 21, 1986), (B) loan, or (C) 
lease, if such transaction, loan, or lease 
was entered into on or before Sep-
tember 25, 1985. Any such election de-
scribed in the preceding sentence may 
be made separately with respect to 
each transaction, loan, or lease. For 
rules relating to the making of such 
election, see § 301.9100–7T (temporary 
regulations relating to elections under 
the Tax Reform Act of 1986). Notwith-
standing the provisions of this para-
graph (i)(2), the gross receipts attrib-
utable to a transaction, loan, or lease 
described in this paragraph (i)(2) shall 
be taken into account for purposes of 
the $5,000,000 gross receipts test de-
scribed in paragraph (f) of this section. 

(ii) Special rules for loans. If the tax-
payer makes an election under para-
graph (i)(2)(i) of this section with re-
spect to a loan entered into on or be-
fore September 25, 1985, the election 
shall apply only with respect to 
amounts that are attributable to the 
loan balance outstanding on September 
25, 1985. The election shall not apply to 
any amounts advanced or lent after 
September 25, 1985, regardless of wheth-
er the loan agreement was entered into 
on or before such date. Moreover, any 
payments made on outstanding loan 
balances after September 25, 1985, shall 
be deemed to first extinguish loan bal-
ances outstanding on September 25, 
1985, regardless of any contrary treat-
ment of such loan payments by the 
borrower and lender. 

(3) Certain contracts entered into before 
September 25, 1985. This section does not 
apply to a contract for the acquisition 
or transfer of real property or a con-
tract for services related to the acqui-
sition or development of real property 
if— 

(i) The contract was entered into be-
fore September 25, 1985; and 

(ii) The sole element of the contract 
which was not performed as of Sep-
tember 25, 1985, was payment for such 
property or services. 

(4) Transitional rule for paragraphs (g) 
and (h) of this section. To the extent the 
provisions of paragraphs (g) and (h) of 
this section were not reflected in para-
graphs (g) and (h) of § 1.448–1T (as set 
forth in 26 CFR part 1 as revised on 
April 1, 1993), paragraphs (g) and (h) of 
this section will not be adversely ap-
plied to a taxpayer with respect to 
transactions entered into before De-
cember 27, 1993. 

(5) Effective date of paragraph (g)(2)(i). 
Paragraph (g)(2)(i) of this section ap-
plies to taxable years ending on or 
after June 16, 2004. 

[T.D. 8514, 58 FR 68299, Dec. 27, 1993, as 
amended by T.D. 8996, 67 FR 35012, May 17, 
2002; T.D. 9131, 69 FR 33572, June 16, 2004] 

§ 1.448–1T Limitation on the use of the 
cash receipts and disbursements 
method of accounting (temporary). 

(a) Limitation on accounting method— 
(1) In general. This section prescribes 
regulations under section 448 relating 
to the limitation on the use of the cash 
receipts and disbursements method of 
accounting (the cash method) by cer-
tain taxpayers. 

(2) Limitation rule. Except as other-
wise provided in this section, the com-
putation of taxable income using the 
cash method is prohibited in the case 
of a— 

(i) C corporation, 
(ii) Partnership with a C corporation 

as a partner, or 
(iii) Tax shelter. 

A partnership is described in paragraph 
(a)(2)(ii) of this section, if the partner-
ship has a C corporation as a partner at 
any time during the partnership’s tax-
able year beginning after December 31, 
1986. 

(3) Meaning of C corporation. For pur-
poses of this section, the term ‘‘C cor-
poration’’ includes any corporation 
that is not an S corporation. For exam-
ple, a regulated investment company 
(as defined in section 851) or a real es-
tate investment trust (as defined in 
section 856) is a C corporation for pur-
poses of this section. In addition, a 
trust subject to tax under section 511 
(b) shall be treated, for purposes of this 
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section, as a C corporation, but only 
with respect to the portion of its ac-
tivities that constitute an unrelated 
trade or business. Similarly, for pur-
poses of this section, a corporation 
that is exempt from federal income 
taxes under section 501 (a) shall be 
treated as a C corporation only with 
respect to the portion of its activities 
that constitute an unrelated trade or 
business. Moreover, for purposes of de-
termining whether a partnership has a 
C corporation as a partner, any part-
nership described in paragraph (a)(2)(ii) 
of this section is treated as a C cor-
poration. Thus, if partnership ABC has 
a partner that is a partnership with a C 
corporation, then, for purposes of this 
section, partnership ABC is treated as 
a partnership with a C corporation 
partner. 

(4) Treatment of a combination of meth-
ods. For purposes of this section, the 
use of a method of accounting that 
records some, but not all, items on the 
cash method shall be considered the 
use of the cash method. Thus, a C cor-
poration that uses a combination of ac-
counting methods including the use of 
the cash method is subject to this sec-
tion. 

(b) Tax shelter defined—(1) In general. 
For purposes of this section, the term 
‘‘tax shelter’’ means any— 

(i) Enterprise (other than a C cor-
poration) if at any time (including tax-
able years beginning before January 1, 
1987) interests in such enterprise have 
been offered for sale in any offering re-
quired to be registered with any federal 
or state agency having the authority 
to regulate the offering of securities 
for sale, 

(ii) Syndicate (within the meaning of 
paragraph (b)(3) of this section), or 

(iii) Tax shelter within the meaning 
of section 6662(d)(2)(C). 

(2) Requirement of registration. For 
purposes of paragraph (b)(1)(i) of this 
section, an offering is required to be 
registered with a federal or state agen-
cy if, under the applicable federal or 
state law, failure to register the offer-
ing would result in a violation of the 
applicable federal or state law (regard-
less of whether the offering is in fact 
registered). In addition, an offering is 
required to be registered with a federal 
or state agency if, under the applicable 

federal or state law, failure to file a no-
tice of exemption from registration 
would result in a violation of the appli-
cable federal or state law (regardless of 
whether the notice is in fact filed). 

(3) Meaning of syndicate. For purposes 
of paragraph (b)(1)(ii) of this section, 
the term ‘‘syndicate’’ means a partner-
ship or other entity (other than a C 
corporation) if more than 35 percent of 
the losses of such entity during the 
taxable year (for taxable years begin-
ning after December 31, 1986) are allo-
cated to limited partners or limited en-
trepreneurs. For purposes of this para-
graph (b)(3), the term ‘‘limited entre-
preneur’’ has the same meaning given 
such term in section 464 (e)(2). In addi-
tion, in determining whether an inter-
est in a partnership is held by a limited 
partner, or an interest in an entity or 
enterprise is held by a limited entre-
preneur, section 464 (c)(2) shall apply in 
the case of the trade or business of 
farming (as defined in paragraph (d)(2) 
of this section), and section 1256 
(e)(3)(C) shall apply in any other case. 
Moreover, for purposes of this para-
graph (b)(3), the losses of a partnership, 
entity, or enterprise (the enterprise) 
means the excess of the deductions al-
lowable to the enterprise over the 
amount of income recognized by such 
enterprise under the enterprise’s meth-
od of accounting used for federal in-
come tax purposes (determined without 
regard to this section). For this pur-
pose, gains or losses from the sale of 
capital assets or section 1221 (2) assets 
are not taken into account. 

(4) Presumed tax avoidance. For pur-
poses of paragraph (b)(1)(iii) of this sec-
tion, marketed arrangements in which 
persons carrying on farming activities 
using the services of a common mana-
gerial or administrative service will be 
presumed to have the principal purpose 
of tax avoidance if such persons use 
borrowed funds to prepay a substantial 
portion of their farming expenses (e.g., 
payment for farm supplies that will not 
be used or consumed until a taxable 
year subsequent to the taxable year of 
payment). 

(5) Taxable year tax shelter must 
change accounting method. A partner-
ship, entity, or enterprise that is a tax 
shelter must change from the cash 
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method for the later of (i) the first tax-
able year beginning after December 31, 
1986, or (ii) the taxable year that such 
partnership, entity, or enterprise be-
comes a tax shelter. 

(c) Effect of section 448 on other provi-
sions. Nothing in section 448 shall have 
any effect on the application of any 
other provision of law that would oth-
erwise limit the use of the cash meth-
od, and no inference shall be drawn 
from section 448 with respect to the ap-
plication of any such provision. For ex-
ample, nothing in section 448 affects 
the requirement of section 447 that cer-
tain corporations must use an accrual 
method of accounting in computing 
taxable income from farming, or the 
requirement of § 1.446–1(c)(2) that an ac-
crual method be used with regard to 
purchases and sales of inventory. Simi-
larly, nothing in section 448 affects the 
authority of the Commissioner under 
section 446(b) to require the use of an 
accounting method that clearly re-
flects income, or the requirement 
under section 446(e) that a taxpayer se-
cure the consent of the Commissioner 
before changing its method of account-
ing. For example, a taxpayer using the 
cash method may be required to change 
to an accrual method of accounting 
under section 446(b) because such meth-
od clearly reflects that taxpayer’s in-
come, even though the taxpayer is not 
prohibited by section 448 from using 
the cash method. Similarly, a taxpayer 
using an accrual method of accounting 
that is not prohibited by section 448 
from using the cash method may not 
change to the cash method unless the 
taxpayer secures the consent of the 
Commissioner under section 446(e), 
and, in the opinion of the Commis-
sioner, the use of the cash method 
clearly reflects that taxpayer’s income 
under section 446(b). 

(d) Exception for farming business—(1) 
In general. Except in the case of a tax 
shelter, this section shall not apply to 
any farming business. A taxpayer en-
gaged in a farming business and a sepa-
rate nonfarming business is not prohib-
ited by this section from using the cash 
method with respect to the farming 
business, even though the taxpayer 
may be prohibited by this section from 
using the cash method with respect to 
the nonfarming business. 

(2) Meaning of farming business. For 
purposes of paragraph (d) of this sec-
tion, the term ‘‘farming business’’ 
means— 

(i) The trade or business of farming 
as defined in section 263A(e)(4) (includ-
ing the operation of a nursery or sod 
farm, or the raising or harvesting of 
trees bearing fruit, nuts, or other 
crops, or ornamental trees), or 

(ii) The raising, harvesting , or grow-
ing of trees described in section 
263A(c)(5) (relating to trees raised, har-
vested, or grown by the taxpayer other 
than trees described in paragraph 
(d)(2)(i) of this section). 
Thus, for purposes of this section, the 
term ‘‘farming business’’ includes the 
raising of timber. For purposes of this 
section, the term ‘‘farming business’’ 
does not include the processing of com-
modities or products beyond those ac-
tivities normally incident to the grow-
ing, raising or harvesting of such prod-
ucts. For example, assume that a C 
corporation taxpayer is in the business 
of growing and harvesting wheat and 
other grains. The taxpayer processes 
the harvested grains to produce breads, 
cereals, and similar food products 
which it sells to customers in the 
course of its business. Although the 
taxpayer is in the farming business 
with respect to the growing and har-
vesting of grain, the taxpayer is not in 
the farming business with respect to 
the processing of such grains to 
produce food products which the tax-
payer sells to customers. Similarly, as-
sume that a taxpayer is in the business 
of raising poultry or other livestock. 
The taxpayer uses the livestock in a 
meat processing operation in which the 
livestock are slaughtered, processed, 
and packaged or canned for sale to cus-
tomers. Although the taxpayer is in 
the farming business with respect to 
the raising of livestock, the taxpayer is 
not in the farming business with re-
spect to the meat processing operation. 
However, under this section the term 
‘‘farming business’’ does include proc-
essing activities which are normally 
incident to the growing, raising or har-
vesting of agricultural products. For 
example, assume a taxpayer is in the 
business of growing fruits and vegeta-
bles. When the fruits and vegetables 
are ready to be harvested, the taxpayer 
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picks, washes, inspects, and packages 
the fruits and vegetables for sale. Such 
activities are normally incident to the 
raising of these crops by farmers. The 
taxpayer will be considered to be in the 
business of farming with respect to the 
growing of fruits and vegetables, and 
the processing activities incident to 
the harvest. 

(e) Exception for qualified personal 
service corporation—(1) In general. Ex-
cept in the case of a tax shelter, this 
section does not apply to a qualified 
personal service corporation. 

(2) Certain treatment for qualified per-
sonal service corporation. For purposes 
of paragraph (a)(2)(ii) of this section 
(relating to whether a partnership has 
a C corporation as a partner), a quali-
fied personal service corporation shall 
be treated as an individual. 

(3) Meaning of qualified personal serv-
ice corporation. For purposes of this sec-
tion, the term ‘‘qualified personal serv-
ice corporation’’ means any corpora-
tion that meets— 

(i) The function test paragraph (e)(4) 
of this section, and 

(ii) The ownership test of paragraph 
(e)(5) of this section. 

(4) Function test—(i) In general. A cor-
poration meets the function test if sub-
stantially all the corporation’s activi-
ties for a taxable year involve the per-
formance of services in one or more of 
the following fields— 

(A) Health, 
(B) Law, 
(C) Engineering (including surveying 

and mapping), 
(D) Architecture, 
(E) Accounting, 
(F) Actuarial science, 
(G) Performing arts, or 
(H) Consulting. 

Substantially all of the activities of a 
corporation are involved in the per-
formance of services in any field de-
scribed in the preceding sentence (a 
qualifying field), only if 95 percent or 
more of the time spent by employees of 
the corporation, serving in their capac-
ity as such, is devoted to the perform-
ance of services in a qualifying field. 
For purposes of determining whether 
this 95 percent test is satisfied, the per-
formance of any activity incident to 
the actual performance of services in a 
qualifying field is considered the per-

formance of services in that field. Ac-
tivities incident to the performance of 
services in a qualifying field include 
the supervision of employees engaged 
in directly providing services to cli-
ents, and the performance of adminis-
trative and support services incident to 
such activities. 

(ii) Meaning of services performed in 
the field of health. For purposes of para-
graph (e)(4)(i)(A) of this section, the 
performance of services in the field of 
health means the provision of medical 
services by physicians, nurses, den-
tists, and other similar healthcare pro-
fessionals. The performance of services 
in the field of health does not include 
the provision of services not directly 
related to a medical field, even though 
the services may purportedly relate to 
the health of the service recipient. For 
example, the performance of services in 
the field of health does not include the 
operation of health clubs or health spas 
that provide physical exercise or condi-
tioning to their customers. 

(iii) Meaning of services performed in 
the field of performing arts. For purposes 
of paragraph (e)(4)(i)(G) of this section, 
the performance of services in the field 
of the performing arts means the provi-
sion of services by actors, actresses, 
singers, musicians, entertainers, and 
similar artists in their capacity as 
such. The performance of services in 
the field of the performing arts does 
not include the provision of services by 
persons who themselves are not per-
forming artists (e.g., persons who may 
manage or promote such artists, and 
other persons in a trade or business 
that relates to the performing arts). 
Similarly, the performance of services 
in the field of the performing arts does 
not include the provision of services by 
persons who broadcast or otherwise 
disseminate the performances of such 
artists to members of the public (e.g., 
employees of a radio station that 
broadcasts the performances of musi-
cians and singers). Finally, the per-
formance of services in the field of the 
performing arts does not include the 
provision of services by athletes. 

(iv) Meaning of services performed in 
the field of consulting—(A) In general. 
For purposes of paragraph (e)(4)(i)(H) of 
this section, the performance of serv-
ices in the field of consulting means 
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the provision of advice and counsel. 
The performance of services in the field 
of consulting does not include the per-
formance of services other than advice 
and counsel, such as sales or brokerage 
services, or economically similar serv-
ices. For purposes of the preceding sen-
tence, the determination of whether a 
person’s services are sales or brokerage 
services, or economically similar serv-
ices, shall be based on all the facts and 
circumstances of that person’s busi-
ness. Such facts and circumstances in-
clude, for example, the manner in 
which the taxpayer is compensated for 
the services provided (e.g., whether the 
compensation for the services is con-
tingent upon the consummation of the 
transaction that the services were in-
tended to effect). 

(B) Examples. The following examples 
illustrate the provisions of paragraph 
(e)(4)(iv)(A) of this section. The exam-
ples do not address all types of services 
that may or may not qualify as con-
sulting. The determination of whether 
activities not specifically addressed in 
the examples qualify as consulting 
shall be made by comparing the service 
activities in question to the types of 
service activities discussed in the ex-
amples. With respect to a corporation 
which performs services which qualify 
as consulting under this section, and 
other services which do not qualify as 
consulting, see paragraph (e)(4)(i) of 
this section which requires that sub-
stantially all of the corporation’s ac-
tivities involve the performance of 
services in a qualifying field. 

Example 1. A taxpayer is in the business of 
providing economic analyses and forecasts of 
business prospects for its clients. Based on 
these analyses and forecasts, the taxpayer 
advises its clients on their business activi-
ties. For example, the taxpayer may analyze 
the economic conditions and outlook for a 
particular industry which a client is consid-
ering entering. The taxpayer will then make 
recommendations and advise the client on 
the prospects of entering the industry, as 
well as on other matters regarding the cli-
ent’s activities in such industry. The tax-
payer provides similar services to other cli-
ents, involving, for example, economic anal-
yses and evaluations of business prospects in 
different areas of the United States or in 
other countries, or economic analyses of 
overall economic trends and the provision of 
advice based on these analyses and evalua-
tions. The taxpayer is considered to be en-

gaged in the performance of services in the 
field of consulting. 

Example 2. A taxpayer is in the business of 
providing services that consist of deter-
mining a client’s electronic data processing 
needs. The taxpayer will study and examine 
the client’s business, focusing on the types of 
data and information relevant to the client 
and the needs of the client’s employees for 
access to this information. The taxpayer will 
then make recommendations regarding the 
design and implementation of data proc-
essing systems intended to meet the needs of 
the client. The taxpayer does not, however, 
provide the client with additional computer 
programming services distinct from the rec-
ommendations made by the taxpayer with 
respect to the design and implementation of 
the client’s data processing systems. The 
taxpayer is considered to be engaged in the 
performance of services in the field of con-
sulting. 

Example 3. A taxpayer is in the business of 
providing services that consist of deter-
mining a client’s management and business 
structure needs. The taxpayer will study the 
client’s organization, including, for example, 
the departments assigned to perform specific 
functions, lines of authority in the manage-
rial hierarchy, personnel hiring, job respon-
sibility, and personnel evaluations and com-
pensation. Based on the study, the taxpayer 
will then advise the client on changes in the 
client’s management and business structure, 
including, for example, the restructuring of 
the client’s departmental systems or its 
lines of managerial authority. The taxpayer 
is considered to be engaged in the perform-
ance of services in the field of consulting. 

Example 4. A taxpayer is in the business of 
providing financial planning services. The 
taxpayer will study a particular client’s fi-
nancial situation, including, for example, 
the client’s present income, savings and in-
vestments, and anticipated future economic 
and financial needs. Based on this study, the 
taxpayer will then assist the client in mak-
ing decisions and plans regarding the client’s 
financial activities. Such financial planning 
includes the design of a personal budget to 
assist the client in monitoring the client’s fi-
nancial situation, the adoption of invest-
ment strategies tailored to the client’s 
needs, and other similar services. The tax-
payer is considered to be engaged in the per-
formance of services in the field of con-
sulting. 

Example 5. A taxpayer is in the business of 
executing transactions for customers involv-
ing various types of securities or commod-
ities generally traded through organized ex-
changes or other similar networks. The tax-
payer provides its clients with economic 
analyses and forecasts of conditions in var-
ious industries and businesses. Based on 
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these analyses, the taxpayer makes rec-
ommendations regarding transactions in se-
curities and commodities. Clients place or-
ders with the taxpayer to trade securities or 
commodities based on the taxpayer’s rec-
ommendations. The taxpayer’s compensation 
for its services is typically based on the 
trade orders. The taxpayer is not considered 
to be engaged in the performance of services 
in the field of consulting. The taxpayer is en-
gaged in brokerage services. Relevant to this 
determination is the fact that the compensa-
tion of the taxpayer for its services is con-
tingent upon the consummation of the trans-
action the services were intended to effect 
(i.e., the execution of trade orders for its cli-
ents). 

Example 6. A taxpayer is in the business of 
studying a client’s needs regarding its data 
processing facilities and making rec-
ommendations to the client regarding the 
design and implementation of data proc-
essing systems. The client will then order 
computers and other data processing equip-
ment through the taxpayer based on the tax-
payer’s recommendations. The taxpayer’s 
compensation for its services is typically 
based on the equipment orders made by the 
clients. The taxpayer is not considered to be 
engaged in the performance of services in the 
field of consulting. The taxpayer is engaged 
in the performance of sales services. Rel-
evant to this determination is the fact that 
the compensation of the taxpayer for its 
services it contingent upon the consumma-
tion of the transaction the services were in-
tended to effect (i.e., the execution of equip-
ment orders for its clients). 

Example 7. A taxpayer is in the business of 
assisting businesses in meeting their per-
sonnel requirements by referring job appli-
cants to employers with hiring needs in a 
particular area. The taxpayer may be in-
formed by potential employers of their need 
for job applicants, or, alternatively, the tax-
payer may become aware of the client’s per-
sonnel requirements after the taxpayer stud-
ies and examines the client’s management 
and business structure. The taxpayer’s com-
pensation for its services is typically based 
on the job applicants, referred by the tax-
payer to the clients, who accept employment 
positions with the clients. The taxpayer is 
not considered to be engaged in the perform-
ance of services in the field of consulting. 
The taxpayer is involved in the performance 
of services economically similar to broker-
age services. Relevant to this determination 
is the fact that the compensation of the tax-
payer for its services is contingent upon the 
consummation of the transaction the serv-
ices were intended to effect (i.e., the hiring 
of a job applicant by the client). 

Example 8. The facts are the same as in Ex-
ample 7, except that the taxpayer’s clients 
are individuals who use the services of the 
taxpayer to obtain employment positions. 

The taxpayer is typically compensated by its 
clients who obtain employment as a result of 
the taxpayer’s services. For the reasons set 
forth in Example 7, the taxpayer is not con-
sidered to be engaged in the performance of 
services in the field of consulting. 

Example 9. A taxpayer is in the business of 
assisting clients in placing advertisements 
for their goods and services. The taxpayer 
analyzes the conditions and trends in the cli-
ent’s particular industry, and then makes 
recommendations to the client regarding the 
types of advertisements which should be 
placed by the client and the various types of 
advertising media (e.g., radio, television, 
magazines, etc.) which should be used by the 
client. The client will then purchase, 
through the taxpayer, advertisements in var-
ious media based on the taxpayer’s rec-
ommendations. The taxpayer’s compensation 
for its services is typically based on the par-
ticular orders for advertisements which the 
client makes. The taxpayer is not considered 
to be engaged in the performance of services 
in the field of consulting. The taxpayer is en-
gaged in the performance of services eco-
nomically similar to brokerage services. Rel-
evant to this determination is the fact that 
the compensation of the taxpayer for its 
services is contingent upon the consumma-
tion of the transaction the services were in-
tended to effect (i.e., the placing of adver-
tisements by clients). 

Example 10. A taxpayer is in the business of 
selling insurance (including life and casualty 
insurance), annuities, and other similar in-
surance products to various individual and 
business clients. The taxpayer will study the 
particular client’s financial situation, in-
cluding, for example, the client’s present in-
come, savings and investments, business and 
personal insurance risks, and anticipated fu-
ture economic and financial needs. Based on 
this study, the taxpayer will then make rec-
ommendations to the client regarding the 
desirability of various insurance products. 
The client will then purchase these various 
insurance products through the taxpayer. 
The taxpayer’s compensation for its services 
is typically based on the purchases made by 
the clients. The taxpayer is not considered 
to be engaged in the performance of services 
in the field of consulting. The taxpayer is en-
gaged in the performance of brokerage or 
sales services. Relevant to this determina-
tion is the fact that the compensation of the 
taxpayer for its services is contingent upon 
the consummation of the transaction the 
services were intended to effect (i.e., the pur-
chase of insurance products by its clients). 

(5) Ownership test—(i) In general. A 
corporation meets the ownership test, 
if at all times during the taxable year, 
substantially all the corporation’s 
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stock, by value, is held, directly or in-
directly, by— 

(A) Employees performing services 
for such corporation in connection 
with activities involving a field re-
ferred to in paragraph (e)(4) of this sec-
tion, 

(B) Retired employees who had per-
formed such services for such corpora-
tion, 

(C) The estate of any individual de-
scribed in paragraph (e)(5)(i) (A) or (B) 
of this section, or 

(D) Any other person who acquired 
such stock by reason of the death of an 
individual described in paragraph 
(e)(5)(i) (A) or (B) of this section, but 
only for the 2-year period beginning on 
the date of the death of such indi-
vidual. 

For purposes of this paragraph (e)(5) of 
this section, the term ‘‘substantially 
all’’ means an amount equal to or 
greater than 95 percent. 

(ii) Definition of employee. For pur-
poses of the ownership test of this 
paragraph (e)(5) of this section, a per-
son shall not be considered an em-
ployee of a corporation unless the serv-
ices performed by that person for such 
corporation, based on the facts and cir-
cumstances, are more than de minimis. 
In addition, a person who is an em-
ployee of a corporation shall not be 
treated as an employee of another cor-
poration merely by reason of the em-
ployer corporation and the other cor-
poration being members of the same af-
filiated group or otherwise related. 

(iii) Attribution rules. For purposes of 
this paragraph (e)(5) of this section, a 
corporation’s stock is considered held 
indirectly by a person if, and to the ex-
tent, such person owns a proportionate 
interest in a partnership, S corpora-
tion, or qualified personal service cor-
poration that owns such stock. No 
other arrangement or type of owner-
ship shall constitute indirect owner-
ship of a corporation’s stock for pur-
poses of this paragraph (e)(5) of this 
section. Moreover, stock of a corpora-
tion held by a trust is considered held 
by a person if, and to the extent, such 
person is treated under subpart E, part 
I, subchapter J, chapter 1 of the Code 
as the owner of the portion of the trust 
that consists of such stock. 

(iv) Disregard of community property 
laws. For purposes of this paragraph 
(e)(5) of this section, community prop-
erty laws shall be disregarded. Thus, in 
determining the stock ownership of a 
corporation, stock owned by a spouse 
solely by reason of community prop-
erty laws shall be treated as owned by 
the other spouse. 

(v) Treatment of certain stock plans. 
For purposes of this paragraph (e)(5) of 
this section, stock held by a plan de-
scribed in section 401 (a) that is exempt 
from tax under section 501 (a) shall be 
treated as held by an employee de-
scribed in paragraph (e)(5)(i)(A) of this 
section. 

(vi) Special election for certain affili-
ated groups. For purposes of deter-
mining whether the stock ownership 
test of this paragraph (e)(5) of this sec-
tion has been met, at the election of 
the common parent of an affiliated 
group (within the meaning of section 
1504 (a)), all members of such group 
shall be treated as one taxpayer if sub-
stantially all (within the meaning of 
paragraph (e)(4)(i) of this section) the 
activities of all such members (in the 
aggregate) are in the same field de-
scribed in paragraph (e)(4)(i)(A)–(H) of 
this section. For rules relating to the 
making of the election, see 26 CFR 5h.5 
(temporary regulations relating to 
elections under the Tax Reform Act of 
1986). 

(vii) Examples. The following exam-
ples illustrate the provisions of para-
graph (e) of this section: 

Example 1. (i) X, a Corporation, is engaged 
in the business of providing accounting serv-
ices to its clients. These services consist of 
the preparation of audit and financial state-
ments and the preparation of tax returns. 
For purposes of section 448, such services 
consist of the performance of services in the 
field of accounting. In addition, for purposes 
of section 448, the supervision of employees 
directly preparing the statements and re-
turns, and the performance of all administra-
tive and support services incident to such ac-
tivities (including secretarial, janitorial, 
purchasing, personnel, security, and payroll 
services) are the performance of services in 
the field of accounting. 

(ii) In addition, X owns and leases a por-
tion of an office building. For purposes of 
this section, the following types of activities 
undertaken by the employees of X shall be 
considered as the performance of services in 
a field other than the field of accounting: (A) 
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services directly relating to the leasing ac-
tivities, e.g., time spent in leasing and main-
taining the leased portion of the building; 
(B) supervision of employees engaged in di-
rectly providing services in the leasing ac-
tivity; and (C) all administrative and support 
services incurred incident to services de-
scribed in (A) and (B). The leasing activities 
of X are considered the performance of serv-
ices in a field other than the field of account-
ing, regardless of whether such leasing ac-
tivities constitute a trade or business under 
the Code. If the employees of X spend 95% or 
more of their time in the performance of 
services in the field of accounting, X satis-
fies the function test of paragraph (e)(4) of 
this section. 

Example 2. Assume that Y, a C corporation, 
meets the function test of paragraph (e)(4) of 
this section. Assume further that all the em-
ployees of Y are performing services for Y in 
a qualifying field as defined in paragraph 
(e)(4) of this section. P, a partnership, owns 
40%, by value, of the stock of Y. The remain-
ing 60% of the stock of Y is owned directly 
by employees of Y. Employees of Y have an 
aggregate interest of 90% in the capital and 
profits of P. This, 96% of the stock of Y is 
held directly, or indirectly, by employees of 
Y performing services in a qualifying field. 
Accordingly, Y meets the ownership test of 
paragraph (e)(5) of this section and is a quali-
fied personal service corporation. 

Example 3. The facts are the same as in Ex-
ample 2, except that 40% of the stock of Y is 
owned by Z, a C corporation. The remaining 
60% of the stock is owned directly by the em-
ployees of Y. Employees of Y own 90% of the 
stock, by value, of Z. Assume that Z inde-
pendently qualifies as a personal service cor-
poration. The result is the same as in Exam-
ple 2, i.e., 96% of the stock of Y is held, di-
rectly or indirectly, by employees of Y per-
forming services in a qualifying field. Thus, 
Y is a qualified personal service corporation. 

Example 4. The facts are the same as in Ex-
ample 3, except that Z does not independ-
ently qualify as a personal service corpora-
tion. Because Z is not a qualified personal 
service corporation, the Y stock owned by Z 
is not treated as being held indirectly by the 
Z shareholders. Consequently, only 60% of 
the stock of Y is held, directly or indirectly, 
by employees of Y. Thus, Y does not meet 
the ownership test of paragraph (e)(5) of this 
section, and is not a qualified personal serv-
ice corporation. 

Example 5. Assume that W, a C corporation, 
meets the function test of paragraph (e)(4) of 
this section. In addition, assume that all the 
employees of W are performing services for 
W in a qualifying field. Nominal legal title 
to 100% of the stock of W is held by employ-
ees of W. However, due solely to the oper-
ation of community property laws, 20% of 
the stock of W is held by spouses of such em-
ployees who themselves are not employees of 

W. In determining the ownership of the 
stock, community property laws are dis-
regarded. Thus, Y meets the ownership test 
of paragraph (e)(5) of this section, and is a 
qualified personal service corporation. 

Example 6. Assume that 90% of the stock of 
T, a C corporation, is directly owned by the 
employees of T. Spouses of T’s employees di-
rectly own 5% of the stock of T. The spouses 
are not employees of T, and their ownership 
does not occur solely by operation of com-
munity property laws. In addition, 5% of the 
stock of T is held by trusts (other than a 
trust described in section 401(a) that is ex-
empt from tax under section 501(a)), the sole 
beneficiaries of which are employees of T. 
The employees are not treated as owners of 
the trusts under subpart E, part I, sub-
chapter J, chapter 1 of the Code. Since a per-
son is not treated as owning the stock of a 
corporation owned by that person’s spouse, 
or by any portion of a trust that is not treat-
ed as owned by such person under subpart E, 
only 90% of the stock of T is treated as held, 
directly or indirectly, by employees of T. 
Thus, T does not meet the ownership test of 
paragraph (e)(5) of this section, and is not a 
qualified personal service corporation. 

Example 7. Assume that Y, a C corporation, 
directly owns all the stock of three subsidi-
aries, F, G, and H. Y is a common parent of 
an affiliated group within the meaning of 
section 1504(a) consisting of Y, F, G, and H. 
Y is not engaged in the performance of serv-
ices in a qualifying field. Instead, Y is a 
holding company whose activities consist of 
its ownership and investment in its oper-
ating subsidiaries. Substantially all the ac-
tivities of F involve the performance of serv-
ices in the field of engineering. In addition, 
a majority of (but not substantially all) the 
activities of G involve the performance of 
services in the field of engineering; the re-
mainder of G’s services involve the perform-
ance of services in a nonqualifying field. 
Moreover, a majority of (but not substan-
tially all) the activities of H involve the per-
formance of services in the field of engineer-
ing; the remainder of H’s activities involve 
the performance of services in the field of ar-
chitecture. Nevertheless, substantially all 
the activities of the group consisting of Y, F, 
G, and H, in the aggregate, involve the per-
formance of services in the field of engineer-
ing. Accordingly, Y elects under paragraph 
(e)(5)(vi) of this section to be treated as one 
taxpayer for determining the ownership test 
of paragraph (e)(5) of this section. Assume 
that substantially all the stock of Y (by 
value) is held by employees of F, G, or H who 
perform services in connection with a quali-
fying field (engineering or architecture). 
Thus, for purposes of determining whether 
any member corporation is a qualified per-
sonal service corporation, the ownership test 
of paragraph (e)(5) of this section has been 
satisfied. Since F and H satisfy the function 
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test of paragraph (e)(4) of this section, F and 
H are qualified personal service corpora-
tions. However, since Y and G each fail the 
function test of paragraph (e)(4) of this sec-
tion, neither corporation is a qualified per-
sonal service corporation. 

Example 8. The facts are the same as in Ex-
ample 7, except that less than substantially 
all the activities of the group consisting of 
Y, F, G, and H, in the aggregate, are per-
formed in the field of engineering. Substan-
tially all the activities of the group con-
sisting of Y, F, G, and H, are, in the aggre-
gate, performed in two fields, the fields of 
engineering and architecture. Y may not 
elect to have the affiliated group treated as 
one taxpayer for purposes of determining 
whether group members meet the ownership 
test of paragraph (e)(5) of this section. The 
election is available only if substantially all 
the activities of the group, in the aggregate, 
involve the performance of services in only 
one qualifying field. Moreover, none of the 
group members are qualified personal service 
corporations. Y fails the function test of 
paragraph (e)(4) of this section because less 
than substantially all the activities of Y are 
performed in a qualifying field. In addition, 
F, G, and H fail the ownershp test of para-
graph (e)(5) of this section because substan-
tially all their stock is owned by Y and not 
by their employees. The owners of Y are not 
deemed to indirectly own the stock owned by 
Y because Y is not a qualified personal serv-
ice corporation. 

Example 9. (i) The facts are the same as in 
Example 8, except Y itself satisfies the func-
tion tests of paragraph (e)(4) of this section 
because substantially all the activities of Y 
involve the performance of services in the 
field of engineering. In addition, assume that 
all employees of Y are involved in the per-
formance of services in the field of engineer-
ing, and that all such employees own 100% of 
Y’s stock. Moreover, assume that one-third 
of all the employees of Y are separately em-
ployed by F. Similarly, another one-third of 
the employees of Y are separately employed 
by G and H, respectively. None of the em-
ployees of Y are employed by more than one 
of Y’s subsidiaries. Also, no other persons ex-
cept the employees of Y are employed by any 
of the subsidiaries. 

(ii) Y is a personal service corporation 
under section 448 because Y satisfies both 
the function and the ownership test of para-
graphs (e) (4) and (5) of this section. As in 
Example 8, Y is unable to make the election 
to have the affiliated group treated as one 
taxpayer for purposes of determining wheth-
er group members meet the ownership test of 
paragraph (e)(5) of this section because less 
than substantially all the activities, in the 
aggregate, of the group members are per-
formed in one of the qualifying fields. How-
ever, because Y is a personal service corpora-
tion, the stock owned by Y is treated as indi-

rectly owned, proportionately, by the owners 
of Y. Thus, the employees of F are collec-
tively treated as owning one-third of the 
stock of F, G, and H. The employees of G and 
H are similarly treated as owning one-third 
of each subsidiary’s stock. 

(iii) F, G, and H each fail the ownership 
test of paragraph (e)(5) of this section be-
cause less than substantially all of each cor-
poration’s stock is owned by the employees 
of the respective corporation. Only one-third 
of each corporation’s stock is owned by em-
ployees of that corporation. Thus, F, G, and 
H are not qualified personal service corpora-
tions. 

Example 10. (i) Assume that Y, a C corpora-
tion, directly owns all the stock of three sub-
sidiaries, F, G, and Z. Y is a common parent 
of an affiliated group within the meaning of 
section 1504(a) consisting of Y, F, and G. Z is 
a foreign corporation and is excluded from 
the affiliated group under section 1504. As-
sume that Y is a holding company whose ac-
tivities consist of its ownership and invest-
ment in its operating subsidiaries. Substan-
tially all the activities of F, G, and Z involve 
the performance of services in the field of en-
gineering. Assume that employees of Z own 
one-third of the stock of Y and that none of 
these employees are also employees of Y, F, 
or G. In addition, assume that Y elects to be 
treated as one taxpayer for determining 
whether group members meet the ownership 
tests of paragraph (e)(5) of this section. 
Thus, Y, F, and G are treated as one tax-
payer for purposes of the ownership test. 

(ii) None of the members of the group are 
qualified personal service corporations. Y, F, 
and G fail the ownership test of paragraph 
(e)(5) of this section because less than sub-
stantially all the stock of Y is owned by em-
ployees of either Y, F, or G. Moreover, Z fails 
the ownership test of paragraph (e)(5) of this 
section because substantially all its stock is 
owned by Y and not by its employees. 

(6) Application of function and owner-
ship tests. A corporation that fails the 
function test of paragraph (e)(4) of this 
section for any taxable year, or that 
fails the ownership test of paragraph 
(e)(5) of this section at any time during 
any taxable year, shall change from 
the cash method effective for the year 
in which the corporation fails to meet 
the function test or the ownership test. 
For example, if a personal service cor-
poration fails the function test for tax-
able year 1987, such corporation must 
change from the cash method effective 
for taxable year 1987. A corporation 
that fails the function or ownership 
test for a taxable year shall not be 
treated as a qualified personal service 
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corporation for any part of that tax-
able year. 

(f) Exception for entities with gross re-
ceipts of not more than $5 million—(1) In 
general. Except in the case of a tax 
shelter, this section shall not apply to 
any C corporation or partnership with 
a C corporation as a partner for any 
taxable year if, for all prior taxable 
years beginning after December 31, 
1985, such corporation or partnership 
(or any predecessor thereof) meets the 
$5,000,000 gross receipts test of para-
graph (f)(2) of this section. 

(2) The $5,000,000 gross receipts test—(i) 
In general. A corporation meets the 
$5,000,000 gross receipts test of this 
paragraph (f)(2) for any prior taxable 
year if the average annual gross re-
ceipts of such corporation for the 3 tax-
able years (or, if shorter, the taxable 
years during which such corporation 
was in existence) ending with such 
prior taxable year does not exceed 
$5,000,000. In the case of a C corporation 
exempt from federal income taxes 
under section 501(a), or a trust subject 
to tax under section 511(b) that is 
treated as a C corporation under para-
graph (a)(3) of this section, only gross 
receipts from the activities of such cor-
poration or trust that constitute unre-
lated trades or businesses are taken 
into account in determining whether 
the $5,000,000 gross receipts test is sat-
isfied. A partnership with a C corpora-
tion as a partner meets the $5,000,000 
gross receipts test of this paragraph 
(f)(2) for any prior taxable year if the 
average annual gross receipts of such 
partnership for the 3 taxable years (or, 
if shorter, the taxable years during 
which such partnership was in exist-
ence) ending with such prior year does 
not exceed $5,000,000. The gross receipts 
of the corporate partner are not taken 
into account in determining whether 
the partnership meets the $5,000,000 
gross receipts test. 

(ii) Aggregation of gross receipts. For 
purposes of determining whether the 
$5,000,000 gross receipts test has been 
satisfied, all persons treated as a single 
employer under section 52 (a) or (b), or 
section 414 (m) or (o) (or who would be 
treated as a single employer under 
such sections if they had employees) 
shall be treated as one person. Gross 
receipts attributable to transactions 

between persons who are treated as a 
common employer under this para-
graph shall not be taken into account 
in determining whether the $5,000,000 
gross receipts test is satisified. 

(iii) Treatment of short taxable year. In 
the case of any taxable year of less 
than 12 months (a short taxable year), 
the gross receipts shall be annualized 
by (A) multiplying the gross receipts 
for the short period by 12 and (B) divid-
ing the result by the number of months 
in the short period. 

(iv) Determination of gross receipts—(A) 
In general. The term ‘‘gross receipts’’ 
means gross receipts of the taxable 
year in which such receipts are prop-
erly recognized under the taxpayer’s 
accounting method used in that tax-
able year (determined without regard 
to this section) for federal income tax 
purposes. For this purpose, gross re-
ceipts include total sales (net of re-
turns and allowances) and all amounts 
received for services. In addition, gross 
receipts include any income from in-
vestments, and from incidental or out-
side sources. For example, gross re-
ceipts include interest (including origi-
nal issue discount and tax-exempt in-
terest within the meaning of section 
103), dividends, rents, royalties, and an-
nuities, regardless of whether such 
amounts are derived in the ordinary 
course of the taxpayer’s trade of busi-
ness. Gross receipts are not reduced by 
cost of goods sold or by the cost of 
property sold if such property is de-
scribed in section 1221 (1), (3), (4) or (5). 
With respect to sales of capital assets 
as defined in section 1221, or sales of 
property described in 1221 (2) (relating 
to property used in a trade or busi-
ness), gross receipts shall be reduced by 
the taxpayer’s adjusted basis in such 
property. Gross receipts do not include 
the repayment of a loan or similar in-
strument (e.g., a repayment of the prin-
cipal amount of a loan held by a com-
mercial lender). Finally, gross receipts 
do not include amounts received by the 
taxpayer with respect to sales tax or 
other similar state and local taxes if, 
under the applicable state or local law, 
the tax is legally imposed on the pur-
chaser of the good or service, and the 
taxpayer merely collects and remits 
the tax to the taxing authority. If, in 
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contrast, the tax is imposed on the tax-
payer under the applicable law, then 
gross receipts shall include the 
amounts received that are allocable to 
the payment of such tax. 

(3) Examples. The following examples 
illustrate the provisions of paragraph 
(f) of this section: 

Example 1. X, a calendar year C corpora-
tion, was formed on January 1, 1986. Assume 
that in 1986 X has gross receipts of $15 mil-
lion. For taxable year 1987, this section ap-
plies to X because in 1986, the period during 
which X was in existence, X has average an-
nual gross receipts of more than $5 million. 

Example 2. Y, a calendar year C corporation 
that is not a qualified personal service cor-
poration, has gross receipts of $10 million, $9 
million, and $4 million for taxable years 1984, 
1985, and 1986, respectively. In taxable year 
1986, X has average annual gross receipts for 
the 3-taxable-year period ending with 1986 of 
$7.67 million ($10 million + 9 million + 4 mil-
lion ÷3). Thus, for taxable year 1987, this sec-
tion applies and Y must change from the 
cash method for such year. 

Example 3. Z, a C corporation which is not 
a qualified personal service corporation, has 
a 5% partnership interest in ZAB partner-
ship, a calendar year cash method taxpayer. 
All other partners of ZAB partnership are in-
dividuals. Z corporation has average annual 
gross receipts of $100,000 for the 3-taxable- 
year period ending with 1986 (i.e., 1984, 1985 
and 1986). The ZAB partnership has average 
annual gross receipts of $6 million for the 
same 3-taxable-year period. Since ZAB fails 
to meet the $5,000,000 gross receipts test for 
1986, this section applies to ZAB for its tax-
able year beginning January 1, 1987. Accord-
ingly, ZAB must change from the cash meth-
od for its 1987 taxable year. The gross re-
ceipts of Z corporation are not relevant in 
determining whether ZAB is subject to this 
section. 

Example 4. The facts are the same as in Ex-
ample 3, except that during the 1987 taxable 
year of ZAB, the Z corporation transfers its 
partnership interest in ZAB to an individual. 
Under paragraph (a)(1) of this section, ZAB is 
treated as a partnership with a C corporation 
as a partner. Thus, this section requires ZAB 
to change from the cash method effective for 
its taxable year 1987. If ZAB later desires to 
change its method of accounting to the cash 
method for its taxable year beginning Janu-
ary 1, 1988 (or later), ZAB must comply with 
all requirements of law, including sections 
446(b), 446(e), and 481, to effect the change. 

Example 5. X, a C corporation that is not a 
qualified personal service corporation, was 
formed on January 1, 1986, in a transaction 
described in section 351. In the transaction, 
A, an individual, contributed all of the assets 
and liabilities of B, a trade or business, to X, 

in return for the receipt of all the out-
standing stock of X. Assume that in 1986 X 
has gross receipts of $4 million. In 1984 and 
1985, the gross receipts of B, the trade or 
business, were $10 million and $7 million re-
spectively. The gross receipts test is applied 
for the period during which X and its prede-
cessor trade or business were in existence. X 
has average annual gross receipts for the 3- 
taxable-year period ending with 1986 of $7 
million ($10 million + $7 million + $4 mil-
lion÷3). Thus, for taxable year 1987, this sec-
tion applies and X must change from the 
cash method for such year. 

[T.D. 8143, 52 FR 22766, June 16, 1987, as 
amended by T.D. 8329, 56 FR 485, Jan. 7, 1991; 
T.D. 8514, 58 FR 68299, Dec. 27, 1993; T.D. 9174, 
70 FR 704, Jan. 5, 2005] 

§ 1.448–2 Nonaccrual of certain 
amounts by service providers. 

(a) In general. This section applies to 
taxpayers qualified to use a non-
accrual-experience method of account-
ing provided for in section 448(d)(5) 
with respect to amounts to be received 
for the performance of services. A tax-
payer that satisfies the requirements 
of this section is not required to accrue 
any portion of amounts to be received 
from the performance of services that, 
on the basis of the taxpayer’s experi-
ence, and to the extent determined 
under the computation or formula used 
by the taxpayer and allowed under this 
section, will not be collected. Except as 
otherwise provided in this section, a 
taxpayer is qualified to use a non-
accrual-experience method of account-
ing if the taxpayer uses an accrual 
method of accounting with respect to 
amounts to be received for the per-
formance of services by the taxpayer 
and either— 

(1) The services are in fields referred 
to in section 448(d)(2)(A) and described 
in § 1.448–1T(e)(4) (health, law, engineer-
ing, architecture, accounting, actuarial 
science, performing arts, or con-
sulting); or 

(2) The taxpayer meets the $5 million 
annual gross receipts test of section 
448(c) and § 1.448–1T(f)(2) for all prior 
taxable years. 

(b) Application of method and treatment 
as method of accounting. The rules of 
section 448(d)(5) and the regulations are 
applied separately to each taxpayer. 
For purposes of section 448(d)(5), the 
term taxpayer has the same meaning as 
the term person defined in section 
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7701(a)(1) (rather than the meaning of 
the term defined in section 7701(a)(14)). 
The nonaccrual of amounts to be re-
ceived for the performance of services 
is a method of accounting (a non-
accrual-experience method). A change 
to a nonaccrual-experience method, 
from one nonaccrual-experience meth-
od to another nonaccrual-experience 
method, or to a periodic system (for ex-
ample, see Notice 88–51 (1988–1 C.B. 535) 
and § 601.601(d)(2)(ii)(b) of this chapter), 
is a change in method of accounting to 
which the provisions of sections 446 and 
481 and the regulations apply. See also 
paragraphs (c)(2)(i), (c)(5), (d)(4), and 
(e)(3)(i) of this section. Except as pro-
vided in other published guidance, a 
taxpayer who wishes to adopt or 
change to any nonaccrual-experience 
method other than one of the safe har-
bor methods described in paragraph (f) 
of this section must request and re-
ceive advance consent from the Com-
missioner in accordance with the appli-
cable administrative procedures issued 
under § 1.446–1(e)(3)(ii) for obtaining the 
Commissioner’s consent. 

(c) Definitions and special rules—(1) 
Accounts receivable—(i) In general. Ac-
counts receivable include only amounts 
that are earned by a taxpayer and oth-
erwise recognized in income through 
the performance of services by the tax-
payer. For purposes of determining a 
taxpayer’s nonaccrual-experience 
under any method provided in this sec-
tion, amounts described in paragraph 
(c)(1)(ii) of this section are not taken 
into account. Except as otherwise pro-
vided, for purposes of this section, ac-
counts receivable do not include 
amounts that are not billed (such as 
for charitable or pro bono services) or 
amounts contractually not collectible 
(such as amounts in excess of a fee 
schedule agreed to by contract). See 
paragraph (g) Examples 1 and 2 of this 
section for examples of this rule. 

(ii) Method not available for certain re-
ceivables—(A) Amounts not earned and 
recognized through the performance of 
services. A nonaccrual-experience meth-
od of accounting may not be used with 
respect to amounts that are not earned 
by a taxpayer and otherwise recognized 
in income through the performance of 
services by the taxpayer. For example, 
a nonaccrual-experience method may 

not be used with respect to amounts 
owed to the taxpayer by reason of the 
taxpayer’s activities with respect to 
lending money, selling goods, or ac-
quiring accounts receivable or other 
rights to receive payment from other 
persons (including persons related to 
the taxpayer) regardless of whether 
those persons earned the amounts 
through the provision of services. How-
ever, see paragraph (d)(3) of this section 
for special rules regarding acquisitions 
of a trade or business or a unit of a 
trade or business. 

(B) If interest or penalty charged on 
amounts due. A nonaccrual-experience 
method of accounting may not be used 
with respect to amounts due for which 
interest is required to be paid or for 
which there is any penalty for failure 
to timely pay any amounts due. For 
this purpose, a taxpayer will be treated 
as charging interest or penalties for 
late payment if the contract or agree-
ment expressly provides for the charg-
ing of interest or penalties for late pay-
ment, regardless of the practice of the 
parties. If the contract or agreement 
does not expressly provide for the 
charging of interest or penalties for 
late payment, the determination of 
whether the taxpayer charges interest 
or penalties for late payment will be 
made based on all of the facts and cir-
cumstances of the transaction, and not 
merely on the characterization by the 
parties or the treatment of the trans-
action under state or local law. How-
ever, the offering of a discount for 
early payment of an amount due will 
not be regarded as the charging of in-
terest or penalties for late payment 
under this section, if— 

(1) The full amount due is otherwise 
accrued as gross income by the tax-
payer at the time the services are pro-
vided; and 

(2) The discount for early payment is 
treated as an adjustment to gross in-
come in the year of payment, if pay-
ment is received within the time re-
quired for allowance of the discount. 
See paragraph (g) Example 3 of this sec-
tion for an example of this rule. 

(2) Applicable period—(i) In general. 
The applicable period is the number of 
taxable years on which the taxpayer 
bases its nonaccrual-experience meth-
od. A change in the number of taxable 
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years included in the applicable period 
is a change in method of accounting to 
which the procedures of section 446 
apply. A change in the inclusion or ex-
clusion of the current taxable year in 
the applicable period is a change in 
method of accounting to which the pro-
cedures of section 446 apply. A change 
in the number of taxable years in-
cluded in the applicable period or the 
inclusion or exclusion of the current 
taxable year in the applicable period is 
made on a cut-off basis. 

(ii) Applicable period for safe harbors. 
For purposes of the safe harbors under 
paragraph (f) of this section the appli-
cable period may consist of at least 
three but not more than six of the im-
mediately preceding consecutive tax-
able years. Alternatively, the applica-
ble period may consist of the current 
taxable year and at least two but not 
more than five of the immediately pre-
ceding consecutive taxable years. A pe-
riod shorter than six taxable years is 
permissible only if the period contains 
the most recent preceding taxable 
years and all of the taxable years in 
the applicable period are consecutive. 

(3) Bad debts. Bad debts are accounts 
receivable determined to be 
uncollectible and charged off. 

(4) Charge-offs. Amounts charged off 
include only those amounts that would 
otherwise be allowable under section 
166(a). 

(5) Determination date. The determina-
tion date in safe harbor 2 provided in 
paragraph (f)(2) of this section is used 
as a cut-off date for determining all 
known data to be taken into account in 
the computation of the taxable year’s 
uncollectible amount. The determina-
tion date may not be later than the 
earlier of the due date, including ex-
tensions, for filing the taxpayer’s Fed-
eral income tax return for that taxable 
year or the date on which the taxpayer 
timely files the return for that taxable 
year. The determination date may be 
different in each taxable year. How-
ever, once a determination date is se-
lected and used for a particular taxable 
year, it may not be changed for that 
taxable year. The choice of a deter-
mination date is not a method of ac-
counting. 

(6) Recoveries. Recoveries are 
amounts previously excluded from in-

come under a nonaccrual-experience 
method or charged off that the tax-
payer recovers. 

(7) Uncollectible amount. The 
uncollectible amount is the portion of 
any account receivable amount due 
that, under the taxpayer’s nonaccrual- 
experience method, will be not col-
lected. 

(d) Use of experience to estimate 
uncollectible amounts—(1) In general. In 
determining the portion of any amount 
due that, on the basis of experience, 
will not be collected, a taxpayer may 
use any nonaccrual-experience method 
that clearly reflects the taxpayer’s 
nonaccrual-experience. The determina-
tion of whether a nonaccrual-experi-
ence method clearly reflects the tax-
payer’s nonaccrual-experience is made 
in accordance with the rules under 
paragraph (e) of this section. Alter-
natively, the taxpayer may use any one 
of the five safe harbor nonaccrual-expe-
rience methods of accounting provided 
in paragraphs (f)(1) through (f)(5) of 
this section, which are presumed to 
clearly reflect a taxpayer’s nonaccrual- 
experience. 

(2) Application to specific accounts re-
ceivable. The nonaccrual-experience 
method is applied with respect to each 
account receivable of the taxpayer that 
is eligible for this method. With re-
spect to a particular account receiv-
able, the taxpayer determines, in the 
manner prescribed in paragraphs (d)(1) 
or (f)(1) through (f)(5) of this section 
(whichever applies), the uncollectible 
amount. The determination is required 
to be made only once with respect to 
each account receivable, regardless of 
the term of the receivable. The 
uncollectible amount is not recognized 
as gross income. Thus, the amount rec-
ognized as gross income is the amount 
that would otherwise be recognized as 
gross income with respect to the ac-
count receivable, less the uncollectible 
amount. A taxpayer that excludes an 
amount from income during a taxable 
year as a result of the taxpayer’s use of 
a nonaccrual-experience method may 
not deduct in any subsequent taxable 
year the amount excluded from in-
come. Thus, the taxpayer may not de-
duct the excluded amount in a subse-
quent taxable year in which the tax-
payer actually determines that the 
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amount is uncollectible and charges it 
off. If a taxpayer using a nonaccrual- 
experience method determines that an 
amount that was not excluded from in-
come is uncollectible and should be 
charged off (for example, a calendar- 
year taxpayer determines on November 
1st that an account receivable that was 
originated on May 1st of the same tax-
able year is uncollectible and should be 
charged off), the taxpayer may deduct 
the amount charged off when it is 
charged off, but must include any sub-
sequent recoveries in income. The rea-
sonableness of a taxpayer’s determina-
tion that amounts are uncollectible 
and should be charged off may be con-
sidered on examination. See paragraph 
(g) Example 12 of this section for an ex-
ample of this rule. 

(3) Acquisitions and dispositions—(i) 
Acquisitions. If a taxpayer acquires the 
major portion of a trade or business of 
another person (predecessor) or the 
major portion of a separate unit of a 
trade or business of a predecessor, 
then, for purposes of applying this sec-
tion for any taxable year ending on or 
after the acquisition, the experience 
from preceding taxable years of the 
predecessor attributable to the portion 
of the trade or business acquired, if 
available, must be used in determining 
the taxpayer’s experience. 

(ii) Dispositions. If a taxpayer disposes 
of a major portion of a trade or busi-
ness or the major portion of a separate 
unit of a trade or business, and the tax-
payer furnished the acquiring person 
the information necessary for the com-
putations required by this section, 
then, for purposes of applying this sec-
tion for any taxable year ending on or 
after the disposition, the experience 
from preceding taxable years attrib-
utable to the portion of the trade or 
business disposed may not be used in 
determining the taxpayer’s experience. 

(iii) Meaning of terms. For the mean-
ing of the terms acquisition, separate 
unit, and major portion, see paragraph 
(b) of § 1.52–2. The term acquisition in-
cludes an incorporation or a liquida-
tion. 

(4) New taxpayers. The rules of this 
paragraph (d)(4) apply to any newly 
formed taxpayer to which the rules of 
paragraph (d)(3)(i) of this section do 
not apply. Any newly formed taxpayer 

that wants to use a safe harbor non-
accrual-experience method of account-
ing described in paragraph (f)(1), (f)(2), 
(f)(3), (f)(4), or (f)(5) of this section ap-
plies the methods by using the experi-
ence of the actual number of taxable 
years available in the applicable pe-
riod. A newly formed taxpayer that 
wants to use one of the safe harbor 
nonaccrual-experience methods of ac-
counting described in paragraph (f)(2), 
(f)(4), or (f)(5) of this section in its first 
taxable year and does not have any ac-
counts receivable upon formation may 
not exclude any portion of its year-end 
accounts receivable from income for its 
first taxable year. The taxpayer must 
begin creating its moving average in 
its second taxable year by tracking the 
accounts receivable as of the first day 
of its second taxable year. The use of 
one of the safe harbor nonaccrual-expe-
rience methods of accounting described 
in paragraph (f)(2), (f)(4), or (f)(5) of 
this section in a taxpayer’s second tax-
able year in this situation is not a 
change in method of accounting. Al-
though the taxpayer must maintain 
the books and records necessary to per-
form the computations under the 
adopted safe harbor nonaccrual-experi-
ence method, the taxpayer is not re-
quired to affirmatively elect the meth-
od on its Federal income tax return for 
its first taxable year. 

(5) Recoveries. Regardless of the non-
accrual-experience method of account-
ing used by a taxpayer under this sec-
tion, the taxpayer must take recov-
eries into account. If, in a subsequent 
taxable year, a taxpayer recovers an 
amount previously excluded from in-
come under a nonaccrual-experience 
method or charged off, the taxpayer 
must include the recovered amount in 
income in that subsequent taxable 
year. See paragraph (g) Example 13 of 
this section for an example of this rule. 

(6) Request to exclude taxable years 
from applicable period. A period shorter 
than the applicable period generally is 
permissible only if the period consists 
of consecutive taxable years and there 
is a change in the type of a substantial 
portion of the outstanding accounts re-
ceivable such that the risk of loss is 
substantially increased. A decline in 
the general economic conditions in the 
area, which substantially increases the 
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risk of loss, is a relevant factor in de-
termining whether a shorter period is 
appropriate. However, approval to use 
a shorter period will not be granted un-
less the taxpayer supplies evidence 
that the accounts receivable out-
standing at the close of the taxable 
years for the shorter period requested 
are more comparable in nature and 
risk to accounts receivable outstanding 
at the close of the current taxable 
year. A substantial increase in a tax-
payer’s bad debt experience is not, by 
itself, sufficient to justify the use of a 
shorter period. If approval is granted to 
use a shorter period, the experience for 
the excluded taxable years may not be 
used for any subsequent taxable year. 
A request for approval to exclude the 
experience of a prior taxable year must 
be made in accordance with the appli-
cable procedures for requesting a letter 
ruling and must include a statement of 
the reasons the experience should be 
excluded. A request will not be consid-
ered unless it is sent to the Commis-
sioner at least 30 days before the close 
of the first taxable year for which the 
approval is requested. 

(7) Short taxable years. A taxpayer 
with a short taxable year that uses a 
nonaccrual-experience method that 
compares accounts receivable balance 
to total bad debts during the taxable 
year should make appropriate adjust-
ments. 

(8) Recordkeeping requirements—(i) A 
taxpayer using a nonaccrual-experi-
ence method of accounting must keep 
sufficient books and records to estab-
lish the amount of any exclusion from 
gross income under section 448(d)(5) for 
the taxable year, including books and 
records demonstrating— 

(A) The nature of the taxpayer’s non-
accrual-experience method; 

(B) Whether, for any particular tax-
able year, the taxpayer qualifies to use 
its nonaccrual-experience method (in-
cluding the self-testing requirements 
of paragraph (e) of this section (if ap-
plicable)); 

(C) The taxpayer’s determination 
that amounts are uncollectible; 

(D) The proper amount that is ex-
cludable under the taxpayer’s non-
accrual-experience method; and 

(E) The taxpayer’s determination 
date under paragraph (c)(5) of this sec-
tion (if applicable). 

(ii) If a taxpayer does not maintain 
records of the data that are sufficient 
to establish the amount of any exclu-
sion from gross income under section 
448(d)(5) for the taxable year, the Inter-
nal Revenue Service may change the 
taxpayer’s method of accounting on ex-
amination. See § 1.6001–1 for rules re-
garding records. 

(e) Requirements for nonaccrual method 
to clearly reflect experience—(1) In gen-
eral. A nonaccrual-experience method 
clearly reflects the taxpayer’s experi-
ence if the taxpayer’s nonaccrual-expe-
rience method meets the self-test re-
quirements described in this paragraph 
(e). If a taxpayer is using one of the 
safe harbor nonaccrual-experience 
methods described in paragraphs (f)(1) 
through (f)(4) of this section, its meth-
od is deemed to clearly reflect its expe-
rience and is not subject to the self- 
testing requirements in paragraphs 
(e)(2) and (e)(3) of this section. 

(2) Requirement to self-test—(i) In gen-
eral. A taxpayer using, or desiring to 
use, a nonaccrual-experience method 
must self-test its nonaccrual-experi-
ence method for its first taxable year 
for which the taxpayer uses, or desires 
to use, that nonaccrual-experience 
method (first-year self-test) and every 
three taxable years thereafter (three- 
year self-test). Each self-test must be 
performed by comparing the 
uncollectible amount (under the tax-
payer’s nonaccrual-experience method) 
with the taxpayer’s actual experience. 
A taxpayer using the safe harbor under 
paragraph (f)(5) of this section must 
self-test using the safe harbor compari-
son method in paragraph (e)(3) of this 
section. 

(ii) First-year self-test. The first-year 
self-test must be performed by com-
paring the uncollectible amount with 
the taxpayer’s actual experience for its 
first taxable year for which the tax-
payer uses, or desires to use, that non-
accrual-experience method. If the 
uncollectible amount for the first-year 
self-test is less than or equal to the 
taxpayer’s actual experience for its 
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first taxable year for which the tax-
payer uses, or desires to use, that non-
accrual-experience method, the tax-
payer’s nonaccrual-experience method 
is treated as clearly reflecting its expe-
rience for the first taxable year. If, as 
a result of the first-year self-test, the 
uncollectible amount for the test pe-
riod is greater than the taxpayer’s ac-
tual experience, then— 

(A) The taxpayer’s nonaccrual-expe-
rience method is treated as not clearly 
reflecting its experience; 

(B) The taxpayer is not permitted to 
use that nonaccrual-experience method 
in that taxable year; and 

(C) The taxpayer must change to (or 
adopt) for that taxable year either— 

(1) Another nonaccrual-experience 
method that clearly reflects experi-
ence, that is, a nonaccrual-experience 
method that meets the first-year self- 
test requirement; or 

(2) A safe harbor nonaccrual-experi-
ence method described in paragraphs 
(f)(1) through (f)(5) of this section. 

(iii) Three-year self-test—(A) In gen-
eral. The three-year self-test must be 
performed by comparing the sum of the 
uncollectible amounts for the current 
taxable year and prior two taxable 
years (cumulative uncollectible 
amount) with the sum of the tax-
payer’s actual experience for the cur-
rent taxable year and prior two taxable 
years (cumulative actual experience 
amount). 

(B) Recapture. If the cumulative 
uncollectible amount for the test pe-
riod is greater than the cumulative ac-
tual experience amount for the test pe-
riod, the taxpayer’s uncollectible 
amount is limited to the cumulative 
actual experience amount for the test 
period. Any excess of the taxpayer’s cu-
mulative uncollectible amount over 
the taxpayer’s cumulative actual non-
accrual-experience amount excluded 
from income during the test period 
must be recaptured into income in the 
third taxable year of the three-year 
self-test period. 

(C) Determination of whether method is 
permissible or impermissible. If the cumu-
lative uncollectible amount is less 
than 110 percent of the cumulative ac-
tual experience amount, the taxpayer’s 
nonaccrual-experience method is treat-
ed as a permissible method and the tax-

payer may continue to use its alter-
native nonaccrual-experience method, 
subject to the three-year self-test re-
quirement of this paragraph (e)(2)(iii). 
If the cumulative uncollectible amount 
is greater than or equal to 110 percent 
of the cumulative actual experience 
amount, the taxpayer’s nonaccrual-ex-
perience method is treated as imper-
missible in the taxable year subsequent 
to the three-year self-test year and 
does not clearly reflect its experience. 
The taxpayer must change to another 
nonaccrual-experience method that 
clearly reflects experience, including, 
for example, one of the safe harbor 
nonaccrual-experience methods de-
scribed in paragraphs (f)(1) through 
(f)(5) of this section, for the subsequent 
taxable year. A change in method of 
accounting from an impermissible 
method under this paragraph 
(e)(2)(iii)(C) to a permissible method in 
the taxable year subsequent to the 
three-year self-test year is made on a 
cut-off basis. 

(iv) Determination of taxpayer’s actual 
experience. [Reserved] 

(3) Safe harbor comparison method—(i) 
In general. A taxpayer using, or desir-
ing to use, a nonaccrual-experience 
method under the safe harbor in para-
graph (f)(5) of this section must self- 
test its nonaccrual-experience method 
for its first taxable year for which the 
taxpayer uses, or desires to use, that 
nonaccrual-experience method (first- 
year self-test) and every three taxable 
years thereafter (three-year self-test). 
A nonaccrual-experience method under 
the safe harbor in paragraph (f)(5) of 
this section is deemed to clearly reflect 
experience provided all the require-
ments of the safe harbor comparison 
method of this paragraph (e)(3) are 
met. Each self-test must be performed 
by comparing the uncollectible amount 
(under the taxpayer’s nonaccrual-expe-
rience method) with the uncollectible 
amount that would have resulted from 
use of one of the safe harbor methods 
described in paragraph (f)(1), (f)(2), 
(f)(3), or (f)(4) of this section. A change 
from a nonaccrual-experience method 
that uses the safe harbor comparison 
method for self-testing to a non-
accrual-experience method that does 
not use the safe harbor comparison 
method for self-testing, and vice versa, 
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is a change in method of accounting to 
which the provisions of sections 446 and 
481 and the regulations apply. A change 
solely to use or discontinue use of the 
safe harbor comparison method for pur-
poses of determining whether the non-
accrual-experience method clearly re-
flects experience must be made on a 
cut-off basis and without audit protec-
tion. 

(ii) Requirements to use safe harbor 
comparison method—(A) First-year self- 
test. The first-year self-test must be 
performed by comparing the 
uncollectible amount with the 
uncollectible amount determined under 
any of the safe harbor methods de-
scribed in paragraph (f)(1), (f)(2), (f)(3), 
or (f)(4) of this section (safe harbor 
uncollectible amount) for its first tax-
able year for which the taxpayer uses, 
or desires to use, that nonaccrual-expe-
rience method. If the uncollectible 
amount for the first-year self-test is 
less than or equal to the safe harbor 
uncollectible amount, then the tax-
payer’s nonaccrual-experience method 
is treated as clearly reflecting its expe-
rience for the first taxable year. If, as 
a result of the first-year self-test, the 
uncollectible amount for the test pe-
riod is greater than the safe harbor 
uncollectible amount, then— 

(1) The taxpayer’s nonaccrual-experi-
ence method is treated as not clearly 
reflecting its experience; 

(2) The taxpayer is not permitted to 
use that nonaccrual-experience method 
in that taxable year; and 

(3) The taxpayer must change to (or 
adopt) for that taxable year either— 

(i) Another nonaccrual-experience 
method that clearly reflects experi-
ence, that is, a nonaccrual-experience 
method that meets the first-year self- 
test requirement; or 

(ii) A safe harbor nonaccrual-experi-
ence method described in paragraphs 
(f)(1) through (f)(5) of this section. 

(B) Three-year self-test. The three-year 
self-test must be performed by com-
paring the sum of the uncollectible 
amounts for the current taxable year 
and prior two taxable years (cumu-
lative uncollectible amount) with the 
sum of the uncollectible amount deter-
mined under any of the safe harbor 
methods described in paragraph (f)(1), 
(f)(2), (f)(3), or (f)(4) of this section for 

the current taxable year and prior two 
taxable years (cumulative safe harbor 
uncollectible amounts). If the cumu-
lative uncollectible amount for the 
three-year self-test is less than or 
equal to the cumulative safe harbor 
uncollectible amount for the test pe-
riod, then the taxpayer’s nonaccrual- 
experience method is treated as clearly 
reflecting its experience for the test 
period and the taxpayer may continue 
to use that nonaccrual-experience 
method, subject to a requirement to 
self-test again after three taxable 
years. If the cumulative uncollectible 
amount for the test period is greater 
than the cumulative safe harbor 
uncollectible amount for the test pe-
riod, the taxpayer’s uncollectible 
amount is limited to the cumulative 
safe harbor uncollectible amount for 
the test period. Any excess of the tax-
payer’s cumulative uncollectible 
amount over the taxpayer’s cumulative 
safe harbor uncollectible amount ex-
cluded from income during the test pe-
riod must be recaptured into income in 
the third taxable year of the three-year 
self-test period. If the cumulative 
uncollectible amount is less than 110 
percent of the cumulative safe harbor 
uncollectible amount, the taxpayer’s 
nonaccrual-experience method is treat-
ed as a permissible method and the tax-
payer may continue to use its alter-
native nonaccrual-experience method, 
subject to the three-year self-test re-
quirement of this paragraph 
(e)(3)(ii)(B). If the cumulative 
uncollectible amount is greater than or 
equal to 110 percent of the cumulative 
safe harbor uncollectible amount, the 
taxpayer’s nonaccrual-experience 
method is treated as impermissible in 
the taxable year subsequent to the 
three-year self-test year and does not 
clearly reflect its experience. The tax-
payer must change to another non-
accrual-experience method that clearly 
reflects experience, including, for ex-
ample, one of the safe harbor non-
accrual-experience methods described 
in paragraphs (f)(1) through (f)(5) of 
this section, for the subsequent taxable 
year. A change in method of account-
ing from an impermissible method 
under this paragraph (e)(3)(ii)(B) to a 
permissible method in the taxable year 
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subsequent to the three-year self-test 
year is made on a cut-off basis. 

(4) Methods that do not clearly reflect 
experience. [Reserved] 

(5) Contemporaneous documentation. 
For purposes of this paragraph (e), in-
cluding the safe harbor comparison 
method of paragraph (e)(3) of this sec-
tion, a taxpayer must document in its 
books and records, in the taxable year 
any first-year or three-year self-test is 
performed, the method used to conduct 
the self-test, including appropriate 
documentation and computations that 
resulted in the determination that the 
taxpayer’s nonaccrual-experience 
method clearly reflected the taxpayer’s 
nonaccrual-experience for the applica-
ble test period. 

(f) Safe harbors—(1) Safe harbor 1: rev-
enue-based moving average method. A 

taxpayer may use a nonaccrual-experi-
ence method under which the taxpayer 
determines the uncollectible amount 
by multiplying its accounts receivable 
balance at the end of the current tax-
able year by a percentage (revenue- 
based moving average percentage). The 
revenue-based moving average percent-
age is computed by dividing the total 
bad debts sustained, adjusted by recov-
eries received, throughout the applica-
ble period by the total revenue result-
ing in accounts receivable earned 
throughout the applicable period. See 
paragraph (g) Example 4 of this section 
for an example of this method. Thus, 
the uncollectible amount under the 
revenue-based moving average method 
is computed: 

Bad debts sustained, adjusted  by recoveries received,
durinng the applicable period

 revenue resulting in accounTotal tts receivable during the
applicable period

 
×

Accounts receivaable at
end

 
 of current taxable

year

(2) Safe harbor 2: actual experience 
method—(i) Option A: single determina-
tion date. A taxpayer may use a non-
accrual-experience method under 
which the taxpayer determines the 
uncollectible amount by multiplying 
its accounts receivable balance at the 
end of the current taxable year by a 
percentage (moving average non-
accrual-experience percentage) and 
then increasing the resulting amount 
by 5 percent. See paragraph (g) Example 
5 of this section for an example of safe 
harbor 2 in general, and paragraph (g) 
Example 6 of this section for an exam-
ple of the single determination date op-

tion of safe harbor 2. The taxpayer’s 
moving average nonaccrual-experience 
percentage is computed by dividing the 
total bad debts sustained, adjusted by 
recoveries that are allocable to the bad 
debts, by the determination date of the 
current taxable year related to the tax-
payer’s accounts receivable balance at 
the beginning of each taxable year dur-
ing the applicable period by the sum of 
the accounts receivable at the begin-
ning of each taxable year during the 
applicable period. Thus, the 
uncollectible amount under Option A 
of the actual experience method is 
computed: 

Bad debts sustained, adjusted by recoveries received that aare allocable to
   the bad debts, by the determination datte of the current taxable year related

     to the taxpayerr’s accounts receivable balance at the beginning of each ttaxable
       year during the applicable period

Sum of accoounts receivable at the beginning of each
taxable year duriing the applicable period

   
of cu×

Accounts
receivable at end

rrrent taxable 
year

 1.05×

(ii) Option B: multiple determination 
dates. Alternatively, in computing its 
bad debts related to the taxpayer’s ac-

counts receivable balance at the begin-
ning of each taxable year during the 
applicable period, a taxpayer may use 
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the original determination date for 
each taxable year during the applicable 
period. That is, the taxpayer may use 
bad debts sustained, adjusted by recov-
eries received that are allocable to the 
bad debts, by the determination date of 
each taxable year during the applicable 
period rather than the determination 

date of the current taxable year. See 
paragraph (g) Example 7 of this section 
for an example of the multiple deter-
mination date option of safe harbor 2. 
Thus, the uncollectible amount under 
Option B of the actual experience 
method is computed: 

Sum of, for each taxable year during the applicable period,, bad debts sustained,
 adjusted by recoveries received thaat are allocable to the bad debts, by

  that taxable year’ss determination date and related to the taxpayer’s
 accountts receivable balance at the beginning of the taxable yearr

 of accounts receivable at the beginning of each 
taxa

Sum
bble year during the applicable period

 ×
Accounts

receivable aat end
 of current taxable

year

 1.05×

(iii) Tracing of recoveries—(A) In gen-
eral. Bad debts related to the tax-
payer’s accounts receivable balance at 
the beginning of each taxable year dur-
ing the applicable period must be ad-
justed by the portion, if any, of recov-
eries received that are properly allo-
cable to the bad debts. 

(B) Specific tracing. If a taxpayer, 
without undue burden, can trace all re-
coveries to their corresponding charge- 
offs, the taxpayer must specifically 
trace all recoveries. 

(C) Recoveries cannot be traced without 
undue burden. If a taxpayer has any re-
coveries that cannot, without undue 
burden, be traced to corresponding 
charge-offs, the taxpayer may allocate 
those or all recoveries between charge- 
offs of amounts in the relevant begin-
ning accounts receivable balances and 
other charge-offs using an allocation 
method that is reasonable under all of 
the facts and circumstances. 

(1) Reasonable allocations. An alloca-
tion method is reasonable if there is a 
cause and effect relationship between 
the allocation base or ratio and the re-
coveries. A taxpayer may elect to trace 
recoveries that are traceable and allo-
cate all untraceable recoveries to 
charge-offs of amounts in the relevant 
beginning accounts receivable bal-
ances. Such an allocation method will 
be deemed to be reasonable under all 
the facts and circumstances. 

(2) Allocations that are not reasonable. 
Allocation methods that generally will 

not be considered reasonable include, 
for example, methods in which there is 
not a cause and effect relationship be-
tween the allocation base or ratio and 
methods in which receivables for which 
the nonaccrual-experience method is 
not allowed to be used are included in 
the allocation. See paragraph (c)(1)(ii) 
of this section for examples of receiv-
ables for which the nonaccrual-experi-
ence method is not allowed. 

(3) Safe harbor 3: modified Black Motor 
method. A taxpayer may use a non-
accrual-experience method under 
which the taxpayer determines the 
uncollectible amount by multiplying 
its accounts receivable balance at the 
end of the current taxable year by a 
percentage (modified Black Motor 
moving average percentage) and then 
reducing the resulting amount by the 
bad debts written off during the cur-
rent taxable year relating to accounts 
receivable generated during the cur-
rent taxable year. The modified Black 
Motor moving average percentage is 
computed by dividing the total bad 
debts sustained, adjusted by recoveries 
received, during the applicable period 
by the sum of accounts receivable at 
the end of each taxable year during the 
applicable period. See paragraph (g) Ex-
ample 8 of this section for an example 
of this method. Thus, the uncollectible 
amount under the modified Black 
Motor method is computed: 
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Bad debts sustained, adjusted
by recoveries received, duringg

the applicable period
Sum of accounts receivable at
the endd of each taxable year
during the applicable period

  ×
Accouunts

receivable
Bad

 at
end of current 

taxable year

 

 debts w

−
rritten off during the 

current taxable year relating to
accoounts receivable generated
during the current taxable year

(4) Safe harbor 4: modified moving aver-
age method. A taxpayer may use a non-
accrual-experience method under 
which the taxpayer determines the 
uncollectible amount by multiplying 
its accounts receivable balance at the 
end of the current taxable year by a 
percentage (modified moving average 
percentage). The modified moving av-
erage percentage is computed by divid-
ing the total bad debts sustained, ad-
justed by recoveries received, during 

the applicable period other than bad 
debts that were written off in the same 
taxable year the related accounts re-
ceivable were generated by the sum of 
accounts receivable at the beginning of 
each taxable year during the applicable 
period. See paragraph (g) Example 9 of 
this section for an example of this 
method. Thus, the uncollectible 
amount under the modified moving av-
erage method is computed: 

(Bad debts sustained, adjusted by recoveries
received, durinng the applicable period

  debts written off in same t− Bad aaxable year 
accounts receivable generated)

Sum of accounts  receivable at the beginning of
each taxable year during thhe applicable period  

   receivable at end
of curr× Accounts

eent taxable year  

(5) Safe harbor 5: alternative non-
accrual-experience method. A taxpayer 
may use an alternative nonaccrual-ex-
perience method that clearly reflects 
the taxpayer’s actual nonaccrual-expe-
rience, provided the taxpayer’s alter-
native nonaccrual-experience method 
meets the self-test requirements de-
scribed in paragraph (e)(3) of this sec-
tion. 

(g) Examples. The following examples 
illustrate the provisions of this sec-
tion. In each example, the taxpayer 
uses a calendar year for Federal in-
come tax purposes and an accrual 
method of accounting, does not require 
the payment of interest or penalties 
with respect to past due accounts re-
ceivable (except in the case of Example 
3) and, in the case of Examples 5 
through 7, selects an appropriate deter-
mination date for each taxable year. 
The examples are as follows: 

Example 1. Contractual allowance or adjust-
ment. B, a healthcare provider, performs a 
medical procedure on individual C, who has 
health insurance coverage with IC, an insur-
ance company. B bills IC and C for $5,000, B’s 
standard charge for this medical procedure. 
However, B has a contract with IC that obli-
gates B to accept $3,500 as full payment for 
the medical procedure if the procedure is 
provided to a patient insured by IC. Under 
the contract, only $3,500 of the $5,000 billed 
by B is legally collectible from IC and C. The 
remaining $1,500 represents a contractual al-
lowance or contractual adjustment. Under 
paragraph (c)(1)(i) of this section, the re-
maining $1,500 is not a contractually collect-
ible amount for purposes of this section and 
B may not use a nonaccrual-experience 
method with respect to this portion of the 
receivable. 

Example 2. Charitable or pro bono services. D, 
a law firm, agrees to represent individual E 
in a legal matter and to provide services to 
E on a pro bono basis. D normally charges 
$500 for these services. Because D provides 
its services to E pro bono, D’s services are 
never billed or intended to result in revenue. 
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Thus, under paragraph (c)(1)(i) of this sec-
tion, the $500 is not a collectible amount for 
purposes of this section and D may not use a 
nonaccrual-experience method with respect 
to this portion of the receivable. 

Example 3. Charging interest and/or penalties. 
Z has two billing methods for the amounts to 
be received from Z’s provision of services de-
scribed in paragraph (a)(1) of this section. 
Under one method, for amounts that are 
more than 90 days past due, Z charges inter-
est at a market rate until the amounts (to-
gether with interest) are paid. Under the 
other billing method, Z charges no interest 
for amounts past due. Under paragraph 
(c)(1)(ii) of this section, A may not use a non-
accrual-experience method of accounting 
with respect to any of the amounts billed 
under the method that charges interest on 
amounts that are more than 90 days past 
due. Z may, however, use the nonaccrual-ex-
perience method with respect to the amounts 
billed under the method that does not charge 
interest for amounts past due. 

Example 4. Safe harbor 1: Revenue-based mov-
ing average method. (i) F uses the revenue- 
based moving average method described in 
paragraph (f)(1) of this section with an appli-
cable period of six taxable years. F’s total 
accounts receivable and bad debt experience 
for the 2006 taxable year and the five imme-
diately preceding consecutive taxable years 
are as follows: 

Taxable year 

Total accounts 
receivable 

earned during 
the taxable 

year 

Bad debts 
adjusted for 
recoveries 

2001 ................................... $40,000 $5,700 
2002 ................................... 40,000 7,200 
2003 ................................... 40,000 11,000 
2004 ................................... 60,000 10,200 
2005 ................................... 70,000 14,000 
2006 ................................... 80,000 16,800 

Total ............................... 330,000 64,900 

(ii) F’s revenue-based moving average per-
centage is 19.67% ($64,900/$330,000). If $49,300 
of accounts receivable remains outstanding 
as of the close of that taxable year (2006), F’s 
uncollectible amount using the revenue- 
based moving average safe harbor method is 
computed by multiplying $49,300 by the rev-
enue-based moving average percentage of 
19.67%, or $9,697. Thus, F may exclude $9,697 
from gross income for 2006. 

Example 5. Safe harbor 2: Actual experience 
method . (i) G is eligible to use a nonaccrual- 
experience method and wishes to adopt the 
actual experience method of paragraph (f)(2) 
of this section. G elects to use a three-year 
applicable period consisting of the current 
and two immediately preceding consecutive 
taxable years. G determines that its actual 
accounts receivable collection experience is 
as follows: 

Taxable year 

Total A/R 
balance at be-
ginning of tax-

able year 

Bad debts, 
adjusted for 

recoveries, re-
lated to A/R 

balance at be-
ginning of tax-

able year 

2006 ................................... $1,000,000 $35,000 
2007 ................................... 760,000 75,000 
2008 ................................... 1,975,000 65,000 

Total ............................... 3,735,000 175,000 

(ii) G’s ending A/R Balance on December 
31, 2008, is $880,000. In 2008, G computes its 
uncollectible amount by using a three-year 
moving average under paragraph (f)(2) of this 
section. G’s moving average nonaccrual-ex-
perience percentage is 4.7%, determined by 
dividing the sum of the amount of G’s ac-
counts receivable outstanding on January 1 
of 2006, 2007, and 2008, that were determined 
to be bad debts (adjusted for recoveries allo-
cable to the bad debts) on or before the cor-
responding determination date(s), by the 
sum of the amount of G’s accounts receiv-
able outstanding on January 1 of 2006, 2007, 
and 2008 ($175,000/$3,735,000 or 4.7%). G’s 
uncollectible amount for 2008 is determined 
by multiplying this percentage by the bal-
ance of G’s accounts receivable on December 
31, 2008 ($880,000×4.7%=$41,360), and increasing 
this amount by 105% ($41,360×105%=$43,428). G 
may exclude $43,428 from gross income for 
2008. 

Example 6. Safe harbor 2: Single determina-
tion date (Option A). H is eligible to use a 
nonaccrual-experience method and wishes to 
adopt the actual experience method of para-
graph (f)(2) of this section. H elects to use a 
six-year applicable period consisting of the 
current and five immediately preceding tax-
able years. H also elects to use a single de-
termination date in accordance with para-
graph (f)(2)(i) of this section. H selects De-
cember 31, its taxable year-end, as its deter-
mination date. Since H is using a single de-
termination date from the current taxable 
year, its determination date for the 2001–2006 
applicable period is December 31, 2006. H has 
a $800 charge-off in 2003 of an account receiv-
able in the 2003 beginning accounts receiv-
able balance. In 2005, H has a recovery of $100 
which is traceable, without undue burden, to 
the $800 charge-off in 2003. Since the $100 re-
covery occurred prior to H’s December 31, 
2006, determination date, it reduces the 
amount of H’s bad debts in the numerator of 
the formula for purposes of determining H’s 
moving average nonaccrual-experience per-
centage. In addition, H must include the $100 
recovery in income in 2005 (see paragraph 
(d)(5) of this section regarding recoveries). 

Example 7. Safe harbor 2: Multiple determina-
tion dates (Option B). The facts are the same 
as in Example 6, except H elects to use mul-
tiple determination dates in accordance with 
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paragraph (f)(2)(ii) of this section. Con-
sequently, H’s determination date is Decem-
ber 31, 2001, for its calculations of the por-
tion of the numerator relating to the 2001 
taxable year, December 31, 2002, for its cal-
culations of the portion of the numerator re-
lating to the 2002 taxable year, and so on 
through the final taxable year (2006), which 
has a determination date of December 31, 
2006. Since the $100 recovery did not occur 
until after December 31, 2003 (the determina-
tion date for the 2003 taxable year), it does 
not reduce the amount of H’s bad debts in 
the numerator of the formula for purposes of 
determining H’s moving average nonaccrual- 
experience percentage. However, H still must 
include the $100 recovery in income in 2005 
(see paragraph (d)(5) of this section regarding 
recoveries). 

Example 8. Safe harbor 3: Modified Black 
Motor method. (i) J uses the modified Black 
Motor method described in paragraph (f)(3) 
of this section and a six-year applicable pe-
riod. J’s total accounts receivable and bad 
debt experience for the 2006 taxable year and 
the five immediately preceding consecutive 
taxable years are as follows: 

Taxable year 

Accounts 
receivable at 

end of taxable 
year 

Bad debts 
(adjusted for 
recoveries) 

2001 ................................... $130,000 $9,100 
2002 ................................... 140,000 7,000 
2003 ................................... 140,000 14,000 
2004 ................................... 160,000 14,400 
2005 ................................... 170,000 20,400 
2006 ................................... 180,000 10,800 

Total ............................... 920,000 75,700 

(ii) J’s modified Black Motor moving aver-
age percentage is 8.228% ($75,700/$920,000). If 
the accounts receivable generated and writ-
ten off during the current taxable year are 
$3,600, J’s uncollectible amount is $11,210, 
computed by multiplying J’s accounts re-
ceivable on December 31, 2006 ($180,000) by 
the modified Black Motor moving average 
percentage of 8.228% and reducing the result-
ing amount by $3,600 (J’s accounts receivable 
generated and written off during the 2006 
taxable year). J may exclude $11,210 from 
gross income for 2006. 

Example 9. Safe harbor 4: Modified moving 
average method. (i) The facts are the same as 
in Example 8, except that the balances rep-
resent accounts receivable at the beginning 
of the taxable year, and J uses the modified 
moving average method described in para-
graph (f)(4) of this section and a six-year ap-
plicable period. Furthermore, the accounts 
receivable that were written off in the same 
taxable year they were generated, adjusted 
for recoveries of bad debts during the period 
are as follows: 

Taxable year 

Accounts 
receivable 

written off in 
same taxable 
year as gen-

erated 
(adjusted for 
recoveries) 

2001 ............................................................... $3,033 
2002 ............................................................... 2,333 
2003 ............................................................... 4,667 
2004 ............................................................... 4,800 
2005 ............................................................... 6,800 
2006 ............................................................... 3,600 

Total ........................................................ 25,233 

(ii) J’s modified moving average percent-
age is 5.486% (($75,700¥$25,233)/$920,000). J’s 
uncollectible amount is $9,875, computed by 
multiplying J’s accounts receivable on De-
cember 31, 2006 ($180,000) by the modified 
moving average percentage of 5.486%. J may 
exclude $9,875 from gross income for 2006. 

Example 10. First-year self-test. Beginning in 
2006, K is eligible to use a nonaccrual-experi-
ence method and wants to adopt an alter-
native nonaccrual-experience method under 
paragraph (f)(5) of this section, and con-
sequently is subject to the safe harbor com-
parison method of self-testing under para-
graph (e)(3) of this section. K elects to self- 
test against safe harbor 1 for purposes of 
conducting its first-year self-test. K’s 
uncollectible amount for 2006 is $22,000. K’s 
safe harbor uncollectible amount under safe 
harbor 1 is $21,000. Because K’s uncollectible 
amount for 2006 ($22,000) is greater than the 
safe harbor uncollectible amount ($21,000), 
K’s alternative nonaccrual-experience meth-
od is treated as not clearly reflecting its 
nonaccrual experience for 2006. Accordingly, 
K must adopt either another nonaccrual-ex-
perience method that clearly reflects experi-
ence (subject to the self-testing require-
ments of paragraph (e)(2)(ii) of this section, 
or a safe harbor nonaccrual-experience meth-
od described in paragraph (f)(1) (revenue- 
based moving average), (f)(2) (actual experi-
ence method), (f)(3) (modified Black Motor 
method), (f)(4) (modified moving average 
method) of this section, or another alter-
native nonaccrual-experience method under 
paragraph (f)(5) of this section that meets 
the self-testing requirements of paragraph 
(e)(3) of this section. 

Example 11. Three-year self-test. The facts 
are the same as in Example 10, except that 
K’s safe harbor uncollectible amount under 
safe harbor 1 for 2006 is also $22,000. Con-
sequently, K meets the first-year self-test re-
quirement and may use its alternative non-
accrual-experience method. Subsequently, 
K’s cumulative uncollectible amount for 2007 
through 2009 is $300,000. K’s safe harbor 
uncollectible amount for 2007 through 2009 
under its chosen safe harbor method for self- 
testing (safe harbor 1) is $295,000. Because K’s 
cumulative uncollectible amount for the 
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three-year test period (taxable years 2007 
through 2009) is greater than its safe harbor 
uncollectible amount for the three-year test 
period ($295,000), under paragraph (e)(3)(ii)(B) 
of this section, the $5,000 excess of K’s cumu-
lative uncollectible amount over K’s safe 
harbor uncollectible amount for the three- 
year test period must be recaptured into in-
come in 2009 in accordance with paragraph 
(e)(3)(ii)(B) of this section. Since K’s cumu-
lative uncollectible amount for the three- 
year test period ($300,000) is less than 110% of 
its safe harbor uncollectible amount 
($295,000×110%=$324,500), under paragraph 
(e)(3)(ii)(B) of this section, K may continue 
to use its alternative nonaccrual-experience 
method, subject to the three-year self-test 
requirement. 

Example 12. Subsequent worthlessness of year- 
end receivable. The facts are the same as in 
Example 4, except that one of the accounts 
receivable outstanding at the end of 2002 was 
for $8,000, and in 2003, under section 166, the 
entire amount of this receivable becomes 
wholly worthless. Because F does not accrue 
as income $1,573 of this account receivable 
($8,000×.1967) under the nonaccrual-experi-
ence method in 2002, under paragraph (d)(2) 
of this section F may not deduct this portion 
of the account receivable as a bad debt de-
duction under section 166 in 2003. F may de-
duct the remaining balance of the receivable 
in 2003 as a bad debt deduction under section 
166 ($8,000¥$1,574=$6,426). 

Example 13. Subsequent collection of year-end 
receivable. The facts are the same as in Exam-
ple 4. In 2007, F collects in full an account re-
ceivable of $1,700 that was outstanding at the 
end of 2006. Under paragraph (d)(5) of this 
section, F must recognize additional gross 
income in 2007 equal to the portion of this re-
ceivable that F excluded from gross income 
in the prior taxable year ($1,700×.1967=$334). 
That amount ($334) is a recovery under para-
graph (d)(5) of this section. 

(h) Effective date. This section is ap-
plicable for taxable years ending on or 
after August 31, 2006. 

[T.D. 9285, 71 FR 52437, Sept. 6, 2006] 

TAXABLE YEAR FOR WHICH ITEMS OF 
GROSS INCOME INCLUDED 

§ 1.451–1 General rule for taxable year 
of inclusion. 

(a) General rule. Gains, profits, and 
income are to be included in gross in-
come for the taxable year in which 
they are actually or constructively re-
ceived by the taxpayer unless includ-
ible for a different year in accordance 
with the taxpayer’s method of account-
ing. Under an accrual method of ac-
counting, income is includible in gross 

income when all the events have oc-
curred which fix the right to receive 
such income and the amount thereof 
can be determined with reasonable ac-
curacy. Therefore, under such a meth-
od of accounting if, in the case of com-
pensation for services, no determina-
tion can be made as to the right to 
such compensation or the amount 
thereof until the services are com-
pleted, the amount of compensation is 
ordinarily income for the taxable year 
in which the determination can be 
made. Under the cash receipts and dis-
bursements method of accounting, such 
an amount is includible in gross in-
come when actually or constructively 
received. Where an amount of income 
is properly accrued on the basis of a 
reasonable estimate and the exact 
amount is subsequently determined, 
the difference, if any, shall be taken 
into account for the taxable year in 
which such determination is made. To 
the extent that income is attributable 
to the recovery of bad debts for ac-
counts charged off in prior years, it is 
includible in the year of recovery in ac-
cordance with the taxpayer’s method of 
accounting, regardless of the date when 
the amounts were charged off. For 
treatment of bad debts and bad debt re-
coveries, see sections 166 and 111 and 
the regulations thereunder. For rules 
relating to the treatment of amounts 
received in crop shares, see section 61 
and the regulations thereunder. For 
the year in which a partner must in-
clude his distributive share of partner-
ship income, see section 706(a) and 
paragraph (a) of § 1.706–1. If a taxpayer 
ascertains that an item should have 
been included in gross income in a 
prior taxable year, he should, if within 
the period of limitation, file an amend-
ed return and pay any additional tax 
due. Similarly, if a taxpayer ascertains 
that an item was improperly included 
in gross income in a prior taxable year, 
he should, if within the period of limi-
tation, file claim for credit or refund of 
any overpayment of tax arising there-
from. 

(b) Special rule in case of death. (1) A 
taxpayer’s taxable year ends on the 
date of his death. See section 443(a)(2) 
and paragraph (a)(2) of § 1.443–1. In com-
puting taxable income for such year, 
there shall be included only amounts 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00119 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



110 

26 CFR Ch. I (4–1–13 Edition) § 1.451–2 

properly includible under the method 
of accounting used by the taxpayer. 
However, if the taxpayer used an ac-
crual method of accounting, amounts 
accrued only by reason of his death 
shall not be included in computing tax-
able income for such year. If the tax-
payer uses no regular accounting meth-
od, only amounts actually or construc-
tively received during such year shall 
be included. (For rules relating to the 
inclusion of partnership income in the 
return of a decedent partner, see sub-
chapter K, chapter 1 of the Code, and 
the regulations thereunder.) 

(2) If the decedent owned an install-
ment obligation the income from 
which was taxable to him under section 
453, no income is required to be re-
ported in the return of the decedent by 
reason of the transmission at death of 
such obligation. See section 453(d)(3). 
For the treatment of installment obli-
gations acquired by the decedent’s es-
tate or by any person by bequest, de-
vise, or inheritance from the decedent, 
see section 691(a)(4) and the regulations 
thereunder. 

(c) Special rule for employee tips. Tips 
reported by an employee to his em-
ployer in a written statement fur-
nished to the employer pursuant to 
section 6053(a) shall be included in 
gross income of the employee for the 
taxable year in which the written 
statement is furnished the employer. 
For provisions relating to the report-
ing of tips by an employee to his em-
ployer, see section 6053 and § 31.6053–1 of 
this chapter (Employment Tax Regula-
tions). 

(d) Special rule for ratable inclusion of 
original issue discount. For ratable in-
clusion of original issue discount in re-
spect of certain corporate obligations 
issued after May 27, 1969, see section 
1232(a)(3). 

(e) Special rule for inclusion of quali-
fied tax refund effected by allocation. For 
rules relating to the inclusion in in-
come of an amount paid by a taxpayer 
in respect of his liability for a qualified 
State individual income tax and allo-
cated or reallocated in such a manner 
as to apply it toward the taxpayer’s li-
ability for the Federal income tax, see 
paragraph (f)(1) of § 301.6361–1 of this 
chapter (Regulations on Procedure and 
Administration). 

(f) Timing of income from notional prin-
cipal contracts. For the timing of in-
come with respect to notional principal 
contracts, see § 1.446–3. 

(g) Timing of income from section 467 
rental agreements. For the timing of in-
come with respect to section 467 rental 
agreements, see section 467 and the 
regulations thereunder. 

[T.D. 6500, 25 FR 11709, Nov. 26, 1960, as 
amended by T.D. 7001, 34 FR 997, Jan. 23, 1969; 
T.D. 7154, 36 FR 24996, Dec. 28, 1971; 43 FR 
59357, Dec. 20, 1978; T.D. 8491, 58 FR 53135, Oct. 
14, 1993; T.D. 8820, 64 FR 26851, May 18, 1999] 

§ 1.451–2 Constructive receipt of in-
come. 

(a) General rule. Income although not 
actually reduced to a taxpayer’s pos-
session is constructively received by 
him in the taxable year during which it 
is credited to his account, set apart for 
him, or otherwise made available so 
that he may draw upon it at any time, 
or so that he could have drawn upon it 
during the taxable year if notice of in-
tention to withdraw had been given. 
However, income is not constructively 
received if the taxpayer’s control of its 
receipt is subject to substantial limita-
tions or restrictions. Thus, if a cor-
poration credits its employees with 
bonus stock, but the stock is not avail-
able to such employees until some fu-
ture date, the mere crediting on the 
books of the corporation does not con-
stitute receipt. In the case of interest, 
dividends, or other earnings (whether 
or not credited) payable in respect of 
any deposit or account in a bank, 
building and loan association, savings 
and loan association, or similar insti-
tution, the following are not substan-
tial limitations or restrictions on the 
taxpayer’s control over the receipt of 
such earnings: 

(1) A requirement that the deposit or 
account, and the earnings thereon, 
must be withdrawn in multiples of even 
amounts; 

(2) The fact that the taxpayer would, 
by withdrawing the earnings during 
the taxable year, receive earnings that 
are not substantially less in compari-
son with the earnings for the cor-
responding period to which the tax-
payer would be entitled had he left the 
account on deposit until a later date 
(for example, if an amount equal to 
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three months’ interest must be for-
feited upon withdrawal or redemption 
before maturity of a one year or less 
certificate of deposit, time deposit, 
bonus plan, or other deposit arrange-
ment then the earnings payable on pre-
mature withdrawal or redemption 
would be substantially less when com-
pared with the earnings available at 
maturity); 

(3) A requirement that the earnings 
may be withdrawn only upon a with-
drawal of all or part of the deposit or 
account. However, the mere fact that 
such institutions may pay earnings on 
withdrawals, total or partial, made 
during the last three business days of 
any calendar month ending a regular 
quarterly or semiannual earnings pe-
riod at the applicable rate calculated 
to the end of such calendar month shall 
not constitute constructive receipt of 
income by any depositor or account 
holder in any such institution who has 
not made a withdrawal during such pe-
riod; 

(4) A requirement that a notice of in-
tention to withdraw must be given in 
advance of the withdrawal. In any case 
when the rate of earnings payable in 
respect of such a deposit or account de-
pends on the amount of notice of inten-
tion to withdraw that is given, earn-
ings at the maximum rate are con-
structively received during the taxable 
year regardless of how long the deposit 
or account was held during the year or 
whether, in fact, any notice of inten-
tion to withdraw is given during the 
year. However, if in the taxable year of 
withdrawal the depositor or account 
holder receives a lower rate of earnings 
because he failed to give the required 
notice of intention to withdraw, he 
shall be allowed an ordinary loss in 
such taxable year in an amount equal 
to the difference between the amount 
of earnings previously included in gross 
income and the amount of earnings ac-
tually received. See section 165 and the 
regulations thereunder. 

(b) Examples of constructive receipt. 
Amounts payable with respect to inter-
est coupons which have matured and 
are payable but which have not been 
cashed are constructively received in 
the taxable year during which the cou-
pons mature, unless it can be shown 
that there are no funds available for 

payment of the interest during such 
year. Dividends on corporate stock are 
constructively received when 
unqualifiedly made subject to the de-
mand of the shareholder. However, if a 
dividend is declared payable on Decem-
ber 31 and the corporation followed its 
usual practice of paying the dividends 
by checks mailed so that the share-
holders would not receive them until 
January of the following year, such 
dividends are not considered to have 
been constructively received in Decem-
ber. Generally, the amount of dividends 
or interest credited on savings bank de-
posits or to shareholders of organiza-
tions such as building and loan associa-
tions or cooperative banks is income to 
the depositors or shareholders for the 
taxable year when credited. However, if 
any portion of such dividends or inter-
est is not subject to withdrawal at the 
time credited, such portion is not con-
structively received and does not con-
stitute income to the depositor or 
shareholder until the taxable year in 
which the portion first may be with-
drawn. Accordingly, if, under a bonus 
or forfeiture plan, a portion of the divi-
dends or interest is accumulated and 
may not be withdrawn until the matu-
rity of the plan, the crediting of such 
portion to the account of the share-
holder or depositor does not constitute 
constructive receipt. In this case, such 
credited portion is income to the de-
positor or shareholder in the year in 
which the plan matures. However, in 
the case of certain deposits made after 
December 31, 1970, in banks, domestic 
building and loan associations, and 
similar financial institutions, the rat-
able inclusion rules of section 1232(a)(3) 
apply. See § 1.1232–3A. Accrued interest 
on unwithdrawn insurance policy divi-
dends is gross income to the taxpayer 
for the first taxable year during which 
such interest may be withdrawn by 
him. 

[T.D. 6723, 29 FR 5342, Apr. 21, 1964; as amend-
ed by T.D. 7154, 36 FR 24997, Dec. 28, 1971; 
T.D. 7663, 44 FR 76782, Dec. 28, 1979] 

§ 1.451–4 Accounting for redemption of 
trading stamps and coupons. 

(a) In general—(1) Subtraction from re-
ceipts. If an accrual method taxpayer 
issues trading stamps or premium cou-
pons with sales, or an accrual method 
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taxpayer is engaged in the business of 
selling trading stamps or premium cou-
pons, and such stamps or coupons are 
redeemable by such taxpayer in mer-
chandise, cash, or other property, the 
taxpayer should, in computing the in-
come from such sales, subtract from 
gross receipts with respect to sales of 
such stamps or coupons (or from gross 
receipts with respect to sales with 
which trading stamps or coupons are 
issued) an amount equal to— 

(i) The cost to the taxpayer of mer-
chandise, cash, and other property used 
for redemptions in the taxable year, 

(ii) Plus the net addition to the pro-
vision for future redemptions during 
the taxable year (or less the net sub-
traction from the provision for future 
redemptions during the taxable year). 

(2) Trading stamp companies. For pur-
poses of this section, a taxpayer will be 
considered as being in the business of 
selling trading stamps or premium cou-
pons if— 

(i) The trading stamps or premium 
coupons sold by him are issued by pur-
chasers to promote the sale of their 
merchandise or services, 

(ii) The principal activity of the 
trade or business is the sale of such 
stamps or coupons, 

(iii) Such stamps or coupons are re-
deemable by the taxpayer for a period 
of at least 1 year from the date of sale, 
and 

(iv) Based on his overall experience, 
it is estimated that not more than two- 
thirds of the stamps or coupons sold 
which it is estimated, pursuant to 
paragraph (c) of this section, will be ul-
timately redeemed, will be redeemed 
within 6 months of the date of sale. 

(b) Computation of the net addition to 
or subtraction from the provision for fu-
ture redemptions—(1) Determination of 
the provision for future redemptions. (i) 
The provision for future redemptions 
as of the end of a taxable year is com-
puted by multiplying ‘‘estimated fu-
ture redemptions’’ (as defined in sub-
division (ii) of this subparagraph) by 
the estimated average cost of redeem-
ing each trading stamp or coupon 
(computed in accordance with subdivi-
sion (iii) of this subparagraph). 

(ii) For purposes of this section, the 
term ‘‘estimated future redemptions’’ 
as of the end of a taxable year means 

the number of trading stamps or cou-
pons outstanding as of the end of such 
year that it is reasonably estimated 
will ultimately be presented for re-
demption. Such estimate shall be de-
termined in accordance with the rules 
contained in paragraph (c) of this sec-
tion. 

(iii) For purposes of this section, the 
estimated average cost of redeeming 
each trading stamp or coupon shall be 
computed by including only the costs 
to the taxpayer of acquiring the mer-
chandise, cash, or other property need-
ed to redeem such stamps or coupons. 
The term ‘‘the costs to the taxpayer of 
acquiring the merchandise, cash, or 
other property needed to redeem such 
stamps or coupons’’ includes only the 
price charged by the seller (less trade 
or other discounts, except strictly cash 
discounts approximating a fair interest 
rate, which may be deducted or not at 
the option of the taxpayer provided a 
consistent course is followed) plus 
transportation or other necessary 
charges in acquiring possession of the 
goods. Items such as the costs of adver-
tising, catalogs, operating redemption 
centers, transporting merchandise or 
other property from a central ware-
house to a branch warehouse (or from a 
warehouse to a redemption center), and 
storing the merchandise or other prop-
erty used to redeem stamps or coupons 
should not be included in costs of re-
deeming stamps or premium coupons, 
but rather should be accounted for in 
accordance with the provisions of sec-
tions 162 and 263. 

(2) Changes in provision for future re-
demptions. For purposes of this section, 
a ‘‘net addition to’’ or ‘‘net subtraction 
from’’ the provision for future redemp-
tions for a taxable year is computed as 
follows: 

(i) Carry over the provision for future 
redemptions (if any) as of the end of 
the preceding taxable year, 

(ii) Compute the provision for future 
redemptions as of the end of the tax-
able year in accordance with subpara-
graph (1) of this paragraph, and 

(iii) If the amount referred to in sub-
division (ii) of this subparagraph ex-
ceeds the amount referred to in sub-
division (i) of this subparagraph, such 
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excess is the net addition to the provi-
sion for future redemptions for the tax-
able year. On the other hand, if the 
amount referred to in such subdivision 
(i) exceeds the amount referred to in 
such subdivision (ii), such excess is the 
net subtraction from the provision for 
future redemptions for the taxable 
year. 

(3) Example. The provisions of this 
paragraph and paragraph (a)(1) of this 
section may be illustrated by the fol-
lowing example: 

Example. (a) X Company, a calendar year 
accrual method taxpayer, is engaged in the 
business of selling trading stamps to mer-
chants. In 1971, its first year of operation, X 
sells 10 million stamps at $5 per 1,000; it re-
deems 3 million stamps for merchandise and 
cash of an average value of $3 per 1,000 
stamps. At the end of 1971 it is estimated 
(pursuant to paragraph (c) of this section) 
that a total of 9 million stamps of the 10 mil-
lion stamps issued in 1971 will eventually be 
presented for redemption. At this time it is 
estimated that the average cost of redeem-
ing stamps (as described in subparagraph 
(1)(iii) of this paragraph) would continue to 
be $3 per 1,000 stamps. Under these cir-
cumstances, X computes its gross income 
from sales of trading stamps as follows: 
Gross receipts from sales (10 million 

stamps at $5 per 1,000) ..................... .............. $50,000 
Less: 

Cost of actual redemptions (3 mil-
lion stamps at $3 per 1,000) ....... $9,000 ..............

Provision for future redemptions on 
December 31, 1971 (9 million 
stamps ¥ 3 million stamps × $3 
per 1,000) .................................... 18,000 ..............

27,000 

1971 gross income from sales of 
stamps ................................................ 23,000 

(b) In 1972, X also sells 10 million stamps at 
$5 per 1,000 stamps. During 1972 X redeems 7 
million stamps at an average cost of $3.01 per 
1,000 stamps. At the end of 1972 it is deter-
mined that the estimated future redemptions 
(within the meaning of subparagraph (1)(ii) 
of this paragraph) is 8 million. It is further 
determined that the estimated average cost 
of redeeming stamps would continue to be 
$3.01 per 1,000 stamps. X thus computes its 
gross income from sales of trading stamps 
for 1972 as follows: 
Gross receipts from sales (10 million stamps at $5 

per 1,000) ............................................................. $50,000 
Less: 

Cost of actual redemptions (7 mil-
lion stamps at $3.01 per 1,000) .. $21,070 

Plus: 
Provision for future redemptions on 

Dec. 31, 1972 (8 million stamps 
at $3.01 per 1,000) ..................... 24,080 

Minus provision for future redemptions 
on Dec. 31, 1971 ............................... 18,000 

Addition to provision for future redemp-
tions .................................................... 6,080 

Total cost of redemptions ............................. 27,150 

1972 Gross income from sales of 
stamps ................................................ .............. 22,850 

(c) Estimated future redemptions—(1) In 
general. A taxpayer may use any meth-
od of determining the estimated future 
redemptions as of the end of a year so 
long as— 

(i) Such method results in a reason-
ably accurate estimate of the stamps 
or coupons outstanding at the end of 
such year that will ultimately be pre-
sented for redemption, 

(ii) Such method is used consistently, 
and 

(iii) Such taxpayer complies with the 
requirements of this paragraph and 
paragraphs (d) and (e) of this section. 

(2) Utilization of prior redemption expe-
rience. Normally, the estimated future 
redemptions of a taxpayer shall be de-
termined on the basis of such tax-
payer’s prior redemption experience. 
However, if the taxpayer does not have 
sufficient redemption experience to 
make a reasonable determination of 
his ‘‘estimated future redemptions,’’ or 
if because of a change in his mode of 
operation or other relevant factors the 
determination cannot reasonably be 
made completely on the basis of the 
taxpayer’s own experience, the experi-
ences of similarly situated taxpayers 
may be used to establish an experience 
factor. 

(3) One method of determining estimated 
future redemptions. One permissible 
method of determining the estimated 
future redemptions as of the end of the 
current taxable year is as follows: 

(i) Estimate for each preceding tax-
able year and the current taxable year 
the number of trading stamps or cou-
pons issued for each such year which 
will ultimately be presented for re-
demption. 

(ii) Determine the sum of the esti-
mates under subdivision (i) of this sub-
paragraph for each taxable year prior 
to and including the current taxable 
year. 

(iii) The difference between the sum 
determined under subdivision (ii) of 
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this subparagraph and the total num-
ber of trading stamps or coupons which 
have already been presented for re-
demption is the estimated future re-
demptions as of the end of the current 
taxable year. 

(4) Determination of an ‘‘estimated re-
demption percentage.’’ For purposes of 
applying subparagraph (3)(i) of this 
paragraph, one permissible method of 
estimating the number of trading 
stamps or coupons issued for a taxable 
year that will ultimately be presented 
for redemption is to multiply such 
number of stamps issued for such year 
by an ‘‘estimated redemption percent-
age.’’ For purposes of this section the 
term ‘‘estimated redemption percent-
age’’ for a taxable year means a frac-
tion, the numerator of which is the 
number of trading stamps or coupons 
issued during a taxable year that it is 
reasonably estimated will ultimately 
be redeemed, and the denominator of 
which is the number of trading stamps 
or coupons issued during such year. 
Consequently, the product of such per-
centage and the number of stamps 
issued for such year equals the number 
of trading stamps or coupons issued for 
such year that it is estimated will ulti-
mately be redeemed. 

(5) Five-year rule. (i) One permissible 
method of determining the ‘‘estimated 
redemption percentage’’ for a taxable 
year is to— 

(a) Determine the percentage which 
the total number of stamps or coupons 
redeemed in the taxable year and the 4 
preceding taxable years is of the total 
number of stamps or coupons issued or 
sold in such 5 years; and 

(b) Multiply such percentage by an 
appropriate growth factor as deter-
mined pursuant to guidelines published 
by the Commissioner. 

(ii) If a taxpayer uses the method de-
scribed in subdivision (i) of this sub-
paragraph for a taxable year, it will 
normally be presumed that such tax-
payer’s ‘‘estimated redemption per-
centage’’ is reasonably accurate. 

(6) Other methods of determining esti-
mated future redemptions. (i) If a tax-
payer uses a method of determining his 
‘‘estimated future redemptions’’ (other 
than a method which applies the 5-year 
rule as described in subparagraph (5)(i) 
of this paragraph) such as a probability 

sampling technique, the appropriate-
ness of the method (including the ap-
propriateness of the sampling tech-
nique, if any) and the accuracy and re-
liability of the results obtained must, 
if requested, be demonstrated to the 
satisfaction of the district director. 

(ii) No inference shall be drawn from 
subdivision (i) of this subparagraph 
that the use of any method to which 
such subdivision applies is less accept-
able than the method described in sub-
paragraph (5)(i) of this paragraph. 
Therefore, certain probability sam-
pling techniques used in determining 
estimated future redemptions may re-
sult in reasonably accurate and reli-
able estimates. Such a sampling tech-
nique will be considered appropriate if 
the sample is— 

(a) Taken in accordance with sound 
statistical sampling principles, 

(b) In accordance with such prin-
ciples, sufficiently broad to produce a 
reasonably accurate result, and 

(c) Taken with sufficient frequency 
as to produce a reasonably accurate re-
sult. 

In addition, if the sampling technique 
is appropriate, the results obtained 
therefrom in determining estimated fu-
ture redemptions will be considered ac-
curate and reliable if the evaluation of 
such results is consistent with sound 
statistical principles. Ordinarily, 
samplings and recomputations of the 
estimated future redemptions will be 
required annually. However, the facts 
and circumstances in a particular case 
may justify such a recomputation 
being taken less frequently than annu-
ally. In addition, the Commissioner 
may prescribe procedures indicating 
that samples made to update the re-
sults of a sample of stamps redeemed in 
a prior year need not be the same size 
as the sample of such prior year. 

(d) Consistency with financial report-
ing—(1) Estimated future redemptions. 
For taxable years beginning after Au-
gust 22, 1972, the estimated future re-
demptions must be no greater than the 
estimate that the taxpayer uses for 
purposes of all reports (including con-
solidated financial statements) to 
shareholders, partners, beneficiaries, 
other proprietors, and for credit pur-
poses. 
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(2) Average cost of redeeming stamps. 
For taxable years beginning after Au-
gust 22, 1972, the estimated average 
cost of redeeming each stamp or cou-
pon must be no greater than the aver-
age cost of redeeming each stamp or 
coupon (computed in accordance with 
paragraph (b)(1)(iii) of this section) 
that the taxpayer uses for purposes of 
all reports (including consolidated fi-
nancial statements) to shareholders, 
partners, beneficiaries, other propri-
etors, and for credit purposes. 

(e) Information to be furnished with re-
turn—(1) In general. For taxable years 
beginning after August 22, 1972, a tax-
payer described in paragraph (a) of this 
section who uses a method of deter-
mining the ‘‘estimated future redemp-
tions’’ other than that described in 
paragraph (c)(5)(i) of this section shall 
file a statement with his return show-
ing such information as is necessary to 
establish the correctness of the amount 
subtracted from gross receipts in the 
taxable year. 

(2) Taxpayers using the 5-year rule. If a 
taxpayer uses the method of deter-
mining estimated future redemptions 
described in paragraph (c)(5)(i) of this 
section, he shall file a statement with 
his return showing, with respect to the 
taxable year and the 4 preceding tax-
able years— 

(i) The total number of stamps or 
coupons issued or sold during each 
year, and 

(ii) The total number of stamps or 
coupons redeemed in each such year. 

(3) Trading stamp companies. In addi-
tion to the information required by 
subparagraph (1) or (2) of this para-
graph, a taxpayer engaged in the trade 
or business of selling trading stamps or 
premium coupons shall include with 
the statement described in subpara-
graph (1) or (2) of this paragraph such 
information as may be necessary to 
satisfy the requirements of paragraph 
(a)(2)(iv) of this section. 

[T.D. 7201, 37 FR 16911, Aug. 23, 1972, as 
amended by T.D. 7201, 37 FR 18617, Sept. 14, 
1972] 

§ 1.451–5 Advance payments for goods 
and long-term contracts. 

(a) Advance payment defined. (1) For 
purposes of this section, the term ‘‘ad-
vance payment’’ means any amount 

which is received in a taxable year by 
a taxpayer using an accrual method of 
accounting for purchases and sales or a 
long-term contract method of account-
ing (described in § 1.451–3), pursuant to, 
and to be applied against, an agree-
ment: 

(i) For the sale or other disposition 
in a future taxable year of goods held 
by the taxpayer primarily for sale to 
customers in the ordinary course of his 
trade or business, or 

(ii) For the building, installing, con-
structing or manufacturing by the tax-
payer of items where the agreement is 
not completed within such taxable 
year. 

(2) For purposes of subparagraph (1) 
of this paragraph: 

(i) The term ‘‘agreement’’ includes 
(a) a gift certificate that can be re-
deemed for goods, and (b) an agreement 
which obligates a taxpayer to perform 
activities described in subparagraph 
(1)(i) or (ii) of this paragraph and which 
also contains an obligation to perform 
services that are to be performed as an 
integral part of such activities; and 

(ii) Amounts due and payable are 
considered ‘‘received’’. 

(3) If a taypayer (described in sub-
paragraph (1) of this paragraph) re-
ceives an amount pursuant to, and to 
be applied against, an agreement that 
not only obligates the taxpayer to per-
form the activities described in sub-
paragraph (1) (i) and (ii) of this para-
graph, but also obligates the taxpayer 
to perform services that are not to be 
performed as an integral part of such 
activities, such amount will be treated 
as an ‘‘advance payment’’ (as defined in 
subparagraph (1) of this paragraph) 
only to the extent such amount is 
properly allocable to the obligation to 
perform the activities described in sub-
paragraph (1) (i) and (ii) of this para-
graph. The portion of the amount not 
so allocable will not be considered an 
‘‘advance payment’’ to which this sec-
tion applies. If, however, the amount 
not so allocable is less than 5 percent 
of the total contract price, such 
amount will be treated as so allocable 
except that such treatment cannot re-
sult in delaying the time at which the 
taxpayer would otherwise accrue the 
amounts attributable to the activities 
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described in subparagraph (1) (i) and 
(ii) of this paragraph. 

(b) Taxable year of inclusion—(1) In 
general. Advance payments must be in-
cluded in income either— 

(i) In the taxable year of receipt; or 
(ii) Except as provided in paragraph 

(c) of this section. 
(a) In the taxable year in which prop-

erly accruable under the taxpayer’s 
method of accounting for tax purposes 
if such method results in including ad-
vance payments in gross receipts no 
later than the time such advance pay-
ments are included in gross receipts for 
purposes of all of his reports (including 
consolidated financial statements) to 
shareholders, partners, beneficiaries, 
other proprietors, and for credit pur-
poses, or 

(b) If the taxpayer’s method of ac-
counting for purposes of such reports 
results in advance payments (or any 
portion of such payments) being in-
cluded in gross receipts earlier than for 
tax purposes, in the taxable year in 
which includible in gross receipts pur-
suant to his method of accounting for 
purposes of such reports. 

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

Example 1. S, a retailer who uses for tax 
purposes and for purposes of the reports re-
ferred to in subparagraph (1)(ii)(a) of this 
paragraph, an accrual method of accounting 
under which it accounts for its sales of goods 
when the goods are shipped, receives advance 
payments for such goods. Such advance pay-
ments must be included in gross receipts for 
tax purposes either in the taxable year the 
payments are received or in the taxable year 
such goods are shipped (except as provided in 
paragraph (c) of this section). 

Example 2. T, a manufacturer of household 
furniture, is a calendar year taxpayer who 
uses an accrual method of accounting pursu-
ant to which income is accrued when fur-
niture is shipped for purposes of its financial 
reports (referred to in subparagraph (1)(ii)(a) 
of this paragraph) and an accrual method of 
accounting pursuant to which the income is 
accrued when furniture is delivered and ac-
cepted for tax purposes. See § 1.446–1(c)(1)(ii). 
In 1974, T receives an advance payment of 
$8,000 from X with respect to an order of fur-
niture to be manufactured for X for a total 
price of $20,000. The furniture is shipped to X 
in December 1974, but it is not delivered to 
and accepted by X until January 1975. As a 
result of this contract, T must include the 
entire advance payment in its gross income 
for tax purposes in 1974 pursuant to subpara-

graph (1)(ii)(b) of this paragraph. T must in-
clude the remaining $12,000 of the gross con-
tract price in its gross income in 1975 for tax 
purposes. 

(3) Long-term contracts. In the case of 
a taxpayer accounting for advance pay-
ments for tax purposes pursuant to a 
long-term contract method of account-
ing under § 1.460–4, or of a taxpayer ac-
counting for advance payments with 
respect to a long-term contract pursu-
ant to an accrual method of accounting 
referred to in the succeeding sentence, 
advance payments shall be included in 
income in the taxable year in which 
properly included in gross receipts pur-
suant to such method of accounting 
(without regard to the financial report-
ing requirement contained in subpara-
graph (1)(ii) (a) or (b) of this para-
graph). An accrual method of account-
ing to which the preceding sentence ap-
plies shall consist of any method of ac-
counting under which the income is ac-
crued when, and costs are accumulated 
until, the subject matter of the con-
tract (or, if the subject matter of the 
contract consists of more than one 
item, an item) is shipped, delivered, or 
accepted. 

(4) Installment method. The financial 
reporting requirement of subparagraph 
(1)(ii) (a) or (b) of this paragraph shall 
not be construed to prevent the use of 
the installment method under section 
453. See § 1.446–1(c)(1)(ii). 

(c) Exception for inventoriable goods. 
(1)(i) If a taxpayer receives an advance 
payment in a taxable year with respect 
to an agreement for the sale of goods 
properly includible in his inventory, or 
with respect to an agreement (such as 
a gift certificate) which can be satis-
fied with goods or a type of goods that 
cannot be identified in such taxable 
year, and on the last day of such tax-
able year the taxpayer— 

(a) Is accounting for advance pay-
ments pursuant to a method described 
in paragraph (b)(1)(ii) of this section 
for tax purposes, 

(b) Has received ‘‘substantial advance 
payments’’ (as defined in subparagraph 
(3) of this paragraph) with respect to 
such agreement, and 

(c) Has on hand (or available to him 
in such year through his normal source 
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of supply) goods of substantially simi-
lar kind and in sufficient quantity to 
satisfy the agreement in such year, 

then all advance payments received 
with respect to such agreement by the 
last day of the second taxable year fol-
lowing the year in which such substan-
tial advance payments are received, 
and not previously included in income 
in accordance with the taxpayer’s ac-
crual method of accounting, must be 
included in income in such second tax-
able year. 

(ii) If advance payments are required 
to be included in income in a taxable 
year solely by reason of subdivision (i) 
of this subparagraph, the taxpayer 
must take into account in such taxable 
year the costs and expenditures in-
cluded in inventory at the end of such 
year with respect to such goods (or 
substantially similar goods) on hand 
or, if no such goods are on hand by the 
last day of such second taxable year, 
the estimated cost of goods necessary 
to satisfy the agreement. 

(iii) Subdivision (ii) of this subpara-
graph does not apply if the goods or 
type of goods with respect to which the 
advance payment is received are not 
identifiable in the year the advance 
payments are required to be included 
in income by reason of subdivision (i) 
of this subparagraph (for example, 
where an amount is received for a gift 
certificate). 

(2) If subparagraph (1)(i) of this para-
graph is applicable to advance pay-
ments received with respect to an 
agreement, any advance payments re-
ceived with respect to such agreement 
subsequent to such second taxable year 
must be included in gross income in 
the taxable year of receipt. To the ex-
tent estimated costs of goods are taken 
into account in a taxable year pursu-
ant to subparagraph (1)(ii) of this para-
graph, such costs may not again be 
taken into account in another year. In 
addition, any variances between the 
costs or estimated costs taken into ac-
count pursuant to subparagraph (1)(ii) 
of this paragraph and the costs actu-
ally incurred in fulfilling the tax-
payer’s obligations under the agree-
ment must be taken into account as an 
adjustment to the cost of goods sold in 
the year the taxpayer completes his ob-
ligations under such agreement. 

(3) For purposes of subparagraph (1) 
of this paragraph, a taxpayer will be 
considered to have received ‘‘substan-
tial advance payments’’ with respect to 
an agreement by the last day of a tax-
able year if the advance payments re-
ceived with respect to such agreement 
during such taxable year plus the ad-
vance payments received prior to such 
taxable year pursuant to such agree-
ment, equal or exceed the total costs 
and expenditures reasonably estimated 
as includible in inventory with respect 
to such agreement. Advance payments 
received in a taxable year with respect 
to an agreement (such as a gift certifi-
cate) under which the goods or type of 
goods to be sold are not identifiable in 
such year shall be treated as ‘‘substan-
tial advance payments’’ when received. 

(4) The application of this paragraph 
is illustrated by the following example: 

Example. In 1971, X, a calendar year accrual 
method taxpayer, enters into a contract for 
the sale of goods (properly includible in X’s 
inventory) with a total contract price of 
$100. X estimates that his total inventoriable 
costs and expenditures for the goods will be 
$50. X receives the following advance pay-
ments with respect to the contract: 
1971 ....................................................................... $35 
1972 ....................................................................... 20 
1973 ....................................................................... 15 
1974 ....................................................................... 10 
1975 ....................................................................... 10 
1976 ....................................................................... 10 

The goods are delivered pursuant to the 
customer’s request in 1977. X’s closing inven-
tory for 1972 of the type of goods involved in 
the contract is sufficient to satisfy the con-
tract. Since advance payments received by 
the end of 1972 exceed the inventoriable costs 
X estimates that he will incur, such pay-
ments constitute ‘‘substantial advance pay-
ments’’. Accordingly, all payments received 
by the end of 1974, the end of the second tax-
able year following the taxable year during 
which ‘‘substantial advance payments’’ are 
received, are includible in gross income for 
1974. Therefore, for taxable year 1974 X must 
include $80 in his gross income. X must in-
clude in his cost of goods sold for 1974 the 
cost of such goods (or similar goods) on hand 
or, if no such goods are on hand, the esti-
mated inventoriable costs necessary to sat-
isfy the contract. Since no further deferral is 
allowable for such contract, X must include 
in his gross income for the remaining years 
of the contract, the advance payment re-
ceived each year. Any variance between esti-
mated costs and the costs actually incurred 
in fulfilling the contract is to be taken into 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00127 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



118 

26 CFR Ch. I (4–1–13 Edition) § 1.451–6 

account in 1977, when the goods are deliv-
ered. See paragraph (c)(2) of this section. 

(d) Information schedule. If a taxpayer 
accounts for advance payments pursu-
ant to paragraph (b)(1)(ii) of this sec-
tion, he must attach to his income tax 
return for each taxable year to which 
such provision applies an annual infor-
mation schedule reflecting the total 
amount of advance payments received 
in the taxable year, the total amount 
of advance payments received in prior 
taxable years which has not been in-
cluded in gross income before the cur-
rent taxable year, and the total 
amount of such payments received in 
prior taxable years which has been in-
cluded in gross income for the current 
taxable year. 

(e) Adoption of method. (1) For taxable 
years ending on or after December 31, 
1969, and before January 1, 1971, a tax-
payer (even if he has already filed an 
income tax return for a taxable year 
ending within such period) may secure 
the consent of the Commissioner to 
change his method of accounting for 
such year to a method prescribed in 
paragraph (b)(1)(ii) of this section in 
the manner prescribed in section 446 
and the regulations thereunder, if an 
application to secure such consent is 
filed on Form 3115 within 180 days after 
March 23, 1971. 

(2) A taxpayer who is already report-
ing his income in accordance with a 
method prescribed in paragraph 
(b)(1)(ii)(a) of this section need not se-
cure the consent of the Commissioner 
to continue to utilize this method. 
However, such a taxpayer, for all tax-
able years ending after March 23, 1971, 
must comply with the requirements of 
paragraphs (b)(1)(ii)(a) (including the 
financial reporting requirement) and 
(d) (relating to an annual information 
schedule) of this section. 

(f) Cessation of taxpayer’s liability. If a 
taxpayer has adopted a method pre-
scribed in paragraph (b)(1)(ii) of this 
section, and if in a taxable year the 
taxpayer dies, ceases to exist in a 
transaction other than one to which 
section 381(a) applies, or his liability 
under the agreement otherwise ends, 
then so much of the advance payment 
as was not includible in his gross in-
come in preceding taxable years shall 

be included in his gross income for 
such taxable year. 

(g) Special rule for certain transactions 
concerning natural resources. A trans-
action which is treated as creating a 
mortgage loan pursuant to section 636 
and the regulations thereunder rather 
than as a sale shall not be considered a 
‘‘sale or other disposition’’ within the 
meaning of paragraph (a)(1) of this sec-
tion. Consequently, any payment re-
ceived pursuant to such a transaction, 
which payment would otherwise qual-
ify as an ‘‘advance payment’’, will not 
be treated as an ‘‘advance payment’’ 
for purposes of this section. 

[T.D. 7103, 36 FR 5495, Mar. 24, 1971, as amend-
ed by T.D. 7397, 41 FR 2641, Jan. 19, 1976; T.D. 
8067, 51 FR 393, Jan. 6, 1986; T.D. 8929, 66 FR 
2224, Jan. 11, 2001] 

§ 1.451–6 Election to include crop in-
surance proceeds in gross income 
in the taxable year following the 
taxable year of destruction or dam-
age. 

(a) In general. (1) For taxable years 
ending after December 30, 1969, a tax-
payer reporting gross income on the 
cash receipts and disbursements meth-
od of accounting may elect to include 
insurance proceeds received as a result 
of the destruction of, or damage to, 
crops in gross income for the taxable 
year following the taxable year of the 
destruction or damage, if the taxpayer 
establishes that, under the taxpayer’s 
normal business practice, the income 
from those crops would have been in-
cluded in gross income for any taxable 
year following the taxable year of the 
destruction or damage. However, if the 
taxpayer receives the insurance pro-
ceeds in the taxable year following the 
taxable year of the destruction or dam-
age, the taxpayer shall include the pro-
ceeds in gross income for the taxable 
year of receipt without having to make 
an election under section 451(d) and 
this section. For the purposes of this 
section only, federal payments received 
as a result of destruction or damage to 
crops caused by drought, flood, or any 
other natural disaster, or the inability 
to plant crops because of such a nat-
ural disaster, shall be treated as insur-
ance proceeds received as a result of 
destruction or damage to crops. The 
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preceding sentence shall apply to pay-
ments that are received by the tax-
payer after December 31, 1973. 

(2) In the case of a taxpayer who re-
ceives insurance proceeds as a result of 
the destruction of, or damage to, two 
or more specific crops, if such proceeds 
may, under section 451(d) and this sec-
tion, be included in gross income for 
the taxable year following the taxable 
year of such destruction or damage, 
and if such taxpayer makes an election 
under section 451(d) and this section 
with respect to any portion of such 
proceeds, then such election will be 
deemed to cover all of such proceeds 
which are attributable to crops rep-
resenting a single trade or business 
under section 446(d). A separate elec-
tion must be made with respect to in-
surance proceeds attributable to each 
crop which represents a separate trade 
or business under section 446(d). 

(b)(1) Time and manner of making elec-
tion. The election to include in gross 
income insurance proceeds received as 
a result of destruction of, or damage 
to, the taxpayer’s crops in the taxable 
year following the taxable year of such 
destruction or damage shall be made 
by means of a statement attached to 
the taxpayer’s return (or an amended 
return) for the taxable year of destruc-
tion or damage. The statement shall 
include the name and address of the 
taxpayer (or his duly authorized rep-
resentative), and shall set forth the fol-
lowing information: 

(i) A declaration that the taxpayer is 
making an election under section 451(d) 
and this section; 

(ii) Identification of the specific crop 
or crops destroyed or damaged; 

(iii) A declaration that under the tax-
payer’s normal business practice the 
income derived from the crops which 
were destroyed or damaged would have 
been included in this gross income for 
a taxable year following the taxable 
year of such destruction or damage; 

(iv) The cause of destruction or dam-
age of crops and the date or dates on 
which such destruction or damage oc-
curred; 

(v) The total amount of payments re-
ceived from insurance carriers, 
itemized with respect to each specific 
crop and with respect to the date each 
payment was received; 

(vi) The name(s) of the insurance car-
rier or carriers from whom payments 
were received. 

(2) Scope of election. Once made, an 
election under section 451(d) is binding 
for the taxable year for which made un-
less the district director consents to a 
revocation of such election. Requests 
for consent to revoke an election under 
section 451(d) shall be made by means 
of a letter to the district director for 
the district in which the taxpayer is re-
quired to file his return, setting forth 
the taxpayer’s name, address, and iden-
tification number, the year for which it 
is desired to revoke the election, and 
the reasons therefor. 

[T.D. 7097, 36 FR 5215, Mar. 18, 1971, as amend-
ed by T.D. 7526, 42 FR 64624, Dec. 27, 1977; 
T.D. 8429, 57 FR 38595, Aug. 26, 1992] 

§ 1.451–7 Election relating to livestock 
sold on account of drought. 

(a) In general. Section 451(e) provides 
that for taxable years beginning after 
December 31, 1975, a taxpayer whose 
principal trade or business is farming 
(within the meaning of § 6420 (c)(3)) and 
who reports taxable income on the cash 
receipts and disbursements method of 
accounting may elect to defer for one 
year a certain portion of income. The 
income which may be deferred is the 
amount of gain realized during the tax-
able year from the sale or exchange of 
that number of livestock sold or ex-
changed solely on account of a drought 
which caused an area to be designated 
as eligible for assistance by the Fed-
eral Government (regardless of whether 
the designation is made by the Presi-
dent or by an agency or department of 
the Federal Government). That number 
is equal to the excess of the number of 
livestock sold or exchanged over the 
number which would have been sold or 
exchanged had the taxpayer followed 
its usual business practices in the ab-
sence of such drought. For example, if 
in the past it has been a taxpayer’s 
practice to sell or exchange annually 
400 head of beef cattle but due to quali-
fying drought conditions 550 head were 
sold in a given taxable year, only in-
come from the sale of 150 head may 
qualify for deferral under this section. 
The election is not available with re-
spect to livestock described in section 
1231(b)(3) (relating to cattle, horses 
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(and other livestock) held by the tax-
payer for 24 months (12 months) and 
used for draft, breeding, dairy, or 
sporting purposes). 

(b) Usual business. The determination 
of the number of animals which a tax-
payer would have sold if it had followed 
its usual business practice in the ab-
sence of drought will be made in light 
of all facts and circumstances. In the 
case of taxpayers who have not estab-
lished a usual business practice, reli-
ance will be placed upon the usual busi-
ness practice of similarly situated tax-
payers in the same general region as 
the taxpayer. 

(c) Special rules—(1) Connection with 
drought area. To qualify under section 
451(e) and this section, the livestock 
need not be raised, and the sale or ex-
change need not take place, in a 
drought area. However, the sale or ex-
change of the livestock must occur 
solely on account of drought condi-
tions, the existence of which affected 
the water, grazing, or other require-
ments of the livestock so as to neces-
sitate their sale or exchange. 

(2) Sale prior to designation of area as 
eligible for Federal assistance. The provi-
sions of this section will apply regard-
less of whether all or a portion of the 
excess number of animals were sold or 
exchanged before an area becomes eli-
gible for Federal assistance, so long as 
the drought which caused such disposi-
tions also caused the area to be des-
ignated as eligible for Federal assist-
ance. 

(d) Classifications of livestock with re-
spect to which the election may be made. 
The election to have the provisions of 
section 451(e) apply must be made sepa-
rately for each broad generic classifica-
tion of animals (e.g., hogs, sheep, cat-
tle) for which the taxpayer wishes the 
provisions to apply. Separate elections 
shall not be made solely by reason of 
the animals’ age, sex, or breed. 

(e) Computation—(1) Determination of 
amount deferred. The amount of income 
which may be deferred for a classifica-
tion of livestock pursuant to this sec-
tion shall be determined in the fol-
lowing manner. The total amount of 
income realized from the sale or ex-
change of all livestock in the classi-
fication during the taxable year shall 
be divided by the total number of all 

such livestock sold. The resulting 
quotient shall then be multiplied by 
the excess number of such livestock 
sold on account of drought. 

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

Example. A, a calendar year taxpayer, nor-
mally sells 100 head of beef cattle a year. As 
the result of drought conditions existing dur-
ing 1976, A sells 135 head during that year. A 
realizes $35,100 of income from the sale of the 
135 head. On August 9, 1976, as a result of the 
drought, the affected area was declared a dis-
aster area thereby eligible for Federal assist-
ance. The amount of income which A may 
defer until 1977, presuming the other provi-
sions of this section are met, is determined 
as follows: 
$35,100 (total income from sales of beef cat-

tle)/135 (total number of beef cattle 
sold)×35 (excess number of beef cattle 
sold, i.e. 135¥100)=$9,100 (amount which 
A may defer until 1977) 

(f) Successive elections. If a taxpayer 
makes an election under section 451(e) 
for successive years, the amount de-
ferred from one year to the next year 
shall not be deemed to have been re-
ceived from the sale or exchange of 
livestock during the later year. In ad-
dition, in determining the taxpayer’s 
normal business practice for the later 
year, earlier years for which an elec-
tion under section 451(e) was made 
shall not be considered. 

(g) Time and manner of making elec-
tion. The election provided for in this 
section must be made by the later of (1) 
the due date for filing the income tax 
return (determined with regard to any 
extensions of time granted the tax-
payer for filing such return) for the 
taxable year in which the early sale of 
livestock occurs, or (2) (the 90th day 
after the date these regulations are 
published as a Treasury decision in the 
FEDERAL REGISTER). The election must 
be made separately for each taxable 
year to which it is to apply. It must be 
made by attaching a statement to the 
return or an amended return for such 
taxable year. The statement shall in-
clude the name and address of the tax-
payer and shall set forth the following 
information for each classification of 
livestock for which the election is 
made: 
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(1) A declaration that the taxpayer is 
making an election under section 
451(e); 

(2) Evidence of the existence of the 
drought conditions which forced the 
early sale or exchange of the livestock 
and the date, if known, on which an 
area was designated as eligible for as-
sistance by the Federal Government as 
a result of the drought conditions. 

(3) A statement explaining the rela-
tionship of the drought area to the tax-
payer’s early sale or exchange of the 
livestock; 

(4) The total number of animals sold 
in each of the three preceding years; 

(5) The number of animals which 
would have been sold in the taxable 
year had the taxpayer followed its nor-
mal business practice in the absence of 
drought; 

(6) The total number of animals sold, 
and the number sold on account of 
drought, during the taxable year; and 

(7) A computation, pursuant to para-
graph (e) of this section, of the amount 
of income to be deferred for each such 
classification. 

(h) Revocation of election. Once an 
election under this section is made for 
a taxable year, it may be revoked only 
with the approval of the Commissioner. 

(i) Cross reference. For provisions re-
lating to the involuntary conversion of 
livestock sold on account of drought 
see section 1033(e) and the regulations 
thereunder. 

[T.D. 7526, 42 FR 64624, Dec. 27, 1977] 

§§ 1.453–1—1.453–2 [Reserved] 

§ 1.453–3 Purchaser evidences of in-
debtedness payable on demand or 
readily tradable. 

(a) In general. A bond or other evi-
dence of indebtedness (hereinafter in 
this section referred to as an obliga-
tion) issued by any person and payable 
on demand shall not be treated as an 
evidence of indebtedness of the pur-
chaser in applying section 453(b) to a 

sale or other disposition of real prop-
erty or to a casual sale or other casual 
disposition of personal property. In ad-
dition, an obligation issued by a cor-
poration or a government or political 
subdivision thereof— 

(1) With interest coupons attached 
(whether or not the obligation is read-
ily tradable in an established securities 
market), 

(2) In registered form (other than an 
obligation issued in registered form 
which the taxpayer establishes will not 
be readily tradable in an established 
securities market), or 

(3) In any other form designed to 
render such obligation readily tradable 
in an established securities market 
shall not be treated as an evidence of 
indebtedness of the purchaser in apply-
ing section 453(b) to a sale or other dis-
position of real property or to a casual 
sale or other casual disposition of per-
sonal property. For purposes of this 
section, an obligation is to be consid-
ered in registered form if it is reg-
istered as to principal, interest, or both 
and if its transfer must be effected by 
the surrender of the old instrument 
and either the reissuance by the cor-
poration of the old instrument to the 
new holder or the issuance by the cor-
poration of a new instrument to the 
new holder. 

(b) Treatment as payment. If under sec-
tion 453(b)(3) an obligation is not treat-
ed as an evidence of indebtedness of the 
purchaser, then— 

(1) For purposes of determining 
whether the payments received in the 
taxable year of the sale or disposition 
exceed 30 percent of the selling price, 
and 

(2) For purposes of returning income 
on the installment method during the 
taxable year of the sale or disposition 
or in a subsequent taxable year, the re-
ceipt by the seller of such obligation 
shall be treated as a payment. The 
rules stated in this paragraph may be 
illustrated by the following examples: 
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$ ,250 000 payment (i.e., 250 of
corporation Y’s registered boonds

each with a principal amount and 
fair market value of  $1,000)
$1 million selling price (i.e., 

  $ ,250 000 of corporration Y s
registered

  
 bonds plus  

 promissory note of $75

’

00,000)

 percent= 25

Example 1. On July 1, 1970, A, an individual 
on the cash method of accounting reporting 
on a calendar year basis, transferred all of 
his stock in corporation X (traded on an es-
tablished securities market and having a fair 
market value of $1 million) to corporation Y 
in exchange for 250 of corporation Y’s reg-
istered bonds (which are traded in an over- 
the-counter bond market) each with a prin-
cipal amount and fair market value of $1,000 
(with interest payable at the rate of 8 per-
cent per year), and Y’s unsecured promissory 
note, with a principal amount of $750,000. At 
the time of such exchange A’s basis in the 
corporation X stock is $900,000. The promis-
sory note is payable at the rate of $75,000 an-
nually, due on July 1, of each year following 
1970, until the principal balance is paid. The 
note provides for the payment of interest at 
the rate of 10 percent per year also payable 
on July 1 of each year. Under the rule stated 
in subparagraph (1) of this paragraph, the 250 
registered bonds of corporation Y are treated 
as a payment for purposes of the 30 percent 
test described in section 453(b)(2)(A)(ii). The 
payment on account of the bonds equals 25 
percent of the selling price determined as 
follows: 

Since the payments received in the taxable 
year of the sale do not exceed 30 percent of 
the selling price and the sales price exceeds 
$1,000, A may report the income received on 
the sale of his corporation X stock on the in-
stallment method. A elects to report the in-
come on the installment method. The gross 
profit to be realized when the corporation X 
stock is fully paid for is 10 percent of the 
total contract price, computed as follows: 
$100,000 gross profit (i.e., $1 million contract 
price less $900,000 basis in corporation X 
stock) over $1 million contract price. How-
ever, since subparagraph (2) of this para-
graph also treats the 250 corporation Y reg-
istered bonds as a payment for purposes of 
reporting income, A must include $25,000 
(i.e., 10 percent times $250,000) in his gross in-
come for calendar year 1970, the taxable year 
of sale. 

Example 2. Assume the same facts as in Ex-
ample 1. Assume further that on July 1, 1971, 
corporation Y makes its first installment 
payment to A under the terms of the unse-
cured promissory note with 75 more of its 

$1,000 registered bonds. A must include $7,500 
(i.e., 10 percent gross profit percentage times 
$75,000) in his gross income for calendar year 
1971. In addition, A includes the interest pay-
ment made by corporation Y on July 1, in his 
gross income for 1971. 

(c) Payable on demand. Under section 
453(b)(3), an obligation shall be treated 
as payable on demand only if the obli-
gation is treated as payable on demand 
under applicable state or local law. 

(d) Designed to be readily tradable in 
an established securities market—(1) In 
general. Obligations issued by a cor-
poration or government or political 
subdivision thereof will be deemed to 
be in a form designed to render such 
obligations readily tradable in an es-
tablished securities market if— 

(i) Steps necessary to create a mar-
ket for them are taken at the time of 
issuance (or later, if taken pursuant to 
an expressed or implied agreement or 
understanding which existed at the 
time of issuance), 

(ii) If they are treated as readily 
tradable in an established securities 
market under subparagraph (2) of this 
paragraph, or 

(iii) If they are convertible obliga-
tions to which paragraph (e) of this 
section applies. 

(2) Readily tradable in an established 
securities market. An obligation will be 
treated as readily tradable in an estab-
lished securities market if— 

(i) The obligation is part of an issue 
or series of issues which are readily 
tradable in an established securities 
market, or 

(ii) The corporation issuing the obli-
gation has other obligations of a com-
parable character which are described 
in subdivision (i) of this subparagraph. 
For purposes of subdivision (ii) of this 
subparagraph, the determination as to 
whether there exist obligations of a 
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comparable character depends upon the 
particular facts and circumstances. 
Factors to be considered in making 
such determination include, but are 
not limited to, substantial similarity 
with respect to the presence and nature 
of security for the obligation, the num-
ber of obligations issued (or to be 
issued), the number of holders of such 
obligation, the principal amount of the 
obligation, and other relevant factors. 

(3) Readily tradable. For purposes of 
subparagraph (2)(i) of this paragraph, 
an obligation shall be treated as read-
ily tradable if it is regularly quoted by 
brokers or dealers making a market in 
such obligation or is part of an issue a 
portion of which is in fact traded in an 
established securities market. 

(4) Established securities market. For 
purposes of this paragraph, the term 
established securities market includes 
(i) a national securities exchange 
which is registered under section 6 of 
the Securities and Exchange Act of 1934 
(15 U.S.C. 78f), (ii) an exchange which is 
exempted from registration under sec-
tion 5 of the Securities Exchange Act 
of 1935 (15 U.S.C. 78e) because of its lim-
ited volume of transactions, and (iii) 
any over-the-counter market. For pur-
poses of this subparagraph, an over- 
the-counter market is reflected by the 
existence of an interdealer quotation 
system. An interdealer quotation sys-
tem is any system of general circula-
tion to brokers and dealers which regu-
larly disseminates quotations of obli-
gations by identified brokers or deal-
ers, other than a quotation sheet pre-
pared and distributed by a broker or 
dealer in the regular course of his busi-
ness and containing only quotations of 
such broker or dealer. 

(5) Examples. The rules stated in this 
paragraph may be illustrated by the 
following examples: 

Example 1. On June 1, 1971, 25 individuals 
owning equal interests in a tract of land 
with a fair market value of $1 million sell 
the land to corporation Y. The $1 million 
sales price is represented by 25 bonds issued 
by corporation Y each having a face value of 
$40,000. The bonds are not in registered form 
and do not have interest coupons attached, 
and, in addition, are payable in 120 equal in-
stallments each due on the first business day 
of each month. In addition, the bonds are ne-
gotiable and may be assigned by the holder 
to any other person. However, the bonds are 

not quoted by any brokers or dealers who 
deal in corporate bonds, and, furthermore, 
there are no comparable obligations of cor-
poration Y (determined with reference to the 
characteristics set forth in subparagraph (2) 
of this paragraph) which are so quoted. 
Therefore, the bonds are not treated as read-
ily tradable in an established securities mar-
ket. In addition, under the particular facts 
and circumstances stated, the bonds will not 
be considered to be in a form designed to 
render them readily tradeable in an estab-
lished securities market. Since the bonds are 
not in registered form, do not have coupons 
attached, are not in a form designed to 
render them readily tradable in an estab-
lished securities market, the receipt of such 
bonds by the holder is not treated as a pay-
ment for purposes of section 453(b), notwith-
standing that they are freely assignable. 

Example 2. On April 1, 1972, corporation M 
purchases in a casual sale of personal prop-
erty a fleet of trucks from corporation N in 
exchange for corporation M’s negotiable 
notes, not in registered form and without 
coupons attached. The corporation M notes 
are comparable to earlier notes issued by 
corporation M, which notes are quoted in the 
Eastern Bond section of the National daily 
quotation sheet, which is an interdealer 
quotation system. Both issues of notes are 
unsecured, held by more than 100 holders, 
have a maturity date of more than 5 years, 
and were issued for a comparable principal 
amount. On the basis of these similar char-
acteristics it appears that the latest notes 
will also be readily tradable. Since an inter-
dealer system reflects an over-the-counter 
market, the earlier notes are treated as read-
ily tradable in an established securities mar-
ket. Since the later notes are obligations 
comparable to the earlier ones, which are 
treated as readily tradable in an established 
securities market, the later notes are also 
treated as readily tradable in an established 
securities market (whether or not such notes 
are actually traded). 

(e) Special rule for convertible securi-
ties—(1) General rule. For purposes of 
paragraph (d)(1) of this section, if an 
obligation contains a right whereby 
the holder of such obligation may con-
vert it directly or indirectly into an-
other obligation which would be treat-
ed as a payment under paragraph (b) of 
this section or may convert it directly 
or indirectly into stock which would be 
treated as readily tradable or designed 
to be readily tradable in an established 
securities market under paragraph (d) 
of this section, the convertible obliga-
tion shall be considered to be in a form 
designed to render such obligation 
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readily tradable in an established secu-
rities market unless such obligation is 
convertible only at a substantial dis-
count. In determining whether the 
stock or obligation, into which an obli-
gation is convertible, is readily 
tradable or designed to be readily 
tradable in an established securities 
market, the rules stated in paragraph 
(d) of this section shall apply, and for 
purposes of such paragraph (d) if such 
obligation is convertible into stock 
then the term ‘‘stock’’ shall be sub-
stituted for the term ‘‘obligation’’ 
wherever it appears in such paragraph 
(d). 

(2) Substantial discount rule. Whether 
an obligation is convertible at a sub-
stantial discount depends upon the par-
ticular facts and circumstances. A sub-
stantial discount shall be considered to 
exist if at the time the convertible ob-
ligation is issued, the fair market 
value of the stock or obligation into 
which the obligation is convertible is 
less than 80 percent of the fair market 
value of the obligation (determined by 
taking into account all relevant fac-
tors, including proper discount to re-
flect the fact that the convertible obli-
gation is not readily tradable in an es-
tablished securities market and any 
additional consideration required to be 
paid by the taxpayer). Also, if a privi-
lege to convert an obligation into 
stock or an obligation which is readily 
tradable in an established securities 
market may not be exercised within a 
period of 1 year from the date the obli-
gation is issued, a substantial discount 
shall be considered to exist. 

(f) Effective date. The provisions of 
this section shall apply to sales or 
other dispositions occurring after May 
27, 1969, which are not made pursuant 
to a binding written contract entered 
into on or before such date. No infer-
ence shall be drawn from this section 
as to any question of law concerning 
the application of section 453 to sales 
or other dispositions occurring on or 
before May 27, 1969. 

[T.D. 7197, 37 FR 13532, July 11, 1972] 

§ 1.453–4 Sale of real property involv-
ing deferred periodic payments. 

(a) In general. Sales of real property 
involving deferred payments include (1) 
agreements of purchase and sale which 

contemplate that a conveyance is not 
to be made at the outset, but only after 
all or a substantial portion of the sell-
ing price has been paid, and (2) sales in 
which there is an immediate transfer of 
title, the vendor being protected by a 
mortgage or other lien as to deferred 
payments. 

(b) Classes of sales. Such sales, under 
either paragraph (a) (1) or (2) of this 
section, fall into two classes when con-
sidered with respect to the terms of 
sale, as follows: 

(1) Sales of real property which may 
be accounted for on the installment 
method, that is, sales of real property 
in which (i) there are no payments dur-
ing the taxable year of the sale or (ii) 
the payments in such taxable year (ex-
clusive of evidences of indebtedness of 
the purchaser) do not exceed 30 percent 
of the selling price, or 

(2) Deferred-payment sales of real 
property in which the payments re-
ceived in cash or property other than 
evidences of indebtedness of the pur-
chaser during the taxable year in 
which the sale is made exceed 30 per-
cent of the selling price. 

(c) Determination of ‘‘selling price’’. In 
the sale of mortgaged property the 
amount of the mortgage, whether the 
property is merely taken subject to the 
mortgage or whether the mortgage is 
assumed by the purchaser, shall, for 
the purpose of determining whether a 
sale is on the installment plan, be in-
cluded as a part of the ‘‘selling price’’; 
and for the purpose of determining the 
payments and the total contract price 
as those terms are used in section 453, 
and §§ 1.453–1 through 1.453–7, the 
amount of such mortgage shall be in-
cluded only to the extent that it ex-
ceeds the basis of the property. The 
term ‘‘payments’’ does not include 
amounts received by the vendor in the 
year of sale from the disposition to a 
third person of notes given by the 
vendee as part of the purchase price 
which are due and payable in subse-
quent years. Commissions and other 
selling expenses paid or incurred by the 
vendor shall not reduce the amount of 
the payments, the total contract price, 
or the selling price. 

[T.D. 6500, 25 FR 11715, Nov. 26, 1960] 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00134 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



125 

Internal Revenue Service, Treasury § 1.453–6 

§ 1.453–5 Sale of real property treated 
on installment method. 

(a) In general. In any transaction de-
scribed in paragraph (b)(1) of § 1.453–4, 
that is, sales of real property in which 
there are no payments during the year 
of sale or the payments in that year do 
not exceed 30 percent of the selling 
price, the vendor may return as income 
from each such transaction in any tax-
able year that proportion of the in-
stallment payments actually received 
in that year which the gross profit (as 
described in paragraph (b) of § 1.453–1) 
realized or to be realized when the 
property is paid for bears to the total 
contract price. In any case, the sale of 
each lot or parcel of a subdivided tract 
must be treated as a separate trans-
action and gain or loss computed ac-
cordingly. (See paragraph (a) of § 1.61– 
6.) 

(b) Defaults and repossessions—(1) Ef-
fective date. This paragraph shall apply 
only with respect to taxable years be-
ginning before September 3, 1964, in re-
spect of which an election has not been 
properly made to have the provisions of 
section 1038 apply. For rules applicable 
to taxable years beginning after Sep-
tember 2, 1964, and for taxable years be-
ginning after December 31, 1957, to 
which such an election applies, see sec-
tion 1038, and §§ 1.1038–1 through 1.1038– 
3. 

(2) Gain or loss on reacquisition of prop-
erty. If the purchaser of real property 
on the installment plan defaults in any 
of his payments, and the vendor re-
turning income on the installment 
method reacquires the property sold, 
whether title thereto had been retained 
by the vendor or transferred to the pur-
chaser, gain or loss for the year in 
which the reacquisition occurs is to be 
computed upon any installment obliga-
tions of the purchaser which are satis-
fied or discharged upon the reacquisi-
tion or are applied by the vendor to the 
purchase or bid price of the property. 
Such gain or loss is to be measured by 
the difference between the fair market 
value at the date of reacquisition of 
the property reacquired (including the 
fair market value of any fixed improve-
ments placed on the property by the 
purchaser) and the basis in the hands 
of the vendor of the obligations of the 
purchaser which are so satisfied, dis-

charged, or applied, with proper adjust-
ment for any other amounts realized or 
costs incurred in connection with the 
reacquisition. 

(3) Fair market value of reacquired 
property. If the property reacquired is 
bid in by the vendor at a foreclosure 
sale, the fair market value of the prop-
erty shall be presumed to be the pur-
chase or bid price thereof in the ab-
sence of clear and convincing proof to 
the contrary. 

(4) Basis of obligations. The basis in 
the hands of the vendor of the obliga-
tions of the purchaser satisfied, dis-
charged, or applied upon the reacquisi-
tion of the property will be the excess 
of the face value of such obligations 
over an amount equal to the income 
which would be returnable were the ob-
ligations paid in full. For definition of 
the basis of an installment obligation, 
see section 453(d)(2) and paragraph 
(b)(2) of § 1.453–9. 

(5) Bad debt deduction. No deduction 
for a bad debt shall in any case be 
taken on account of any portion of the 
obligations of the purchaser which are 
treated by the vendor as not having 
been satisfied, discharged, or applied 
upon the reacquisition of the property, 
unless it is clearly shown that after the 
property was reacquired the purchaser 
remained liable for such portion; and in 
no event shall the amount of the de-
duction exceed the basis in the hands 
of the vendor of the portion of the obli-
gations with respect to which the pur-
chaser remained liable after the reac-
quisition. See section 166 and the regu-
lations thereunder. 

(6) Basis of reacquired property. If the 
property reacquired is subsequently 
sold, the basis for determining gain or 
loss is the fair market value of the 
property at the date of reacquisition, 
including the fair market value of any 
fixed improvements placed on the prop-
erty by the purchaser. 

[T.D. 6500, 25 FR 11716, Nov. 26, 1960, as 
amended by T.D. 6916, 32 FR 5923, Apr. 13, 
1967] 

§ 1.453–6 Deferred payment sale of real 
property not on installment meth-
od. 

(a) Value of obligations. (1) In trans-
actions included in paragraph (b)(2) of 
§ 1.453–4, that is, sales of real property 
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involving deferred payments in which 
the payments received during the year 
of sale exceed 30 percent of the selling 
price, the obligations of the purchaser 
received by the vendor are to be consid-
ered as an amount realized to the ex-
tent of their fair market value in 
ascertaining the profit or loss from the 
transaction. Such obligations, how-
ever, are not considered in determining 
whether the payments during the year 
of sale exceed 30 percent of the selling 
price. 

(2) If the obligations received by the 
vendor have no fair market value, the 
payments in cash or other property 
having a fair market value shall be ap-
plied against and reduce the basis of 
the property sold and, if in excess of 
such basis, shall be taxable to the ex-
tent of the excess. Gain or loss is real-
ized when the obligations are disposed 
of or satisfied, the amount thereof 
being the difference between the re-
duced basis as provided in the pre-
ceding sentence and the amount real-
ized therefor. Only in rare and extraor-
dinary cases does property have no fair 
market value. 

(b) Repossession of property where title 
is retained by vendor—(1) Gain or loss on 
repossession. If the vendor in sales re-
ferred to in paragraph (a) of this sec-
tion has retained title to the property 
and the purchaser defaults in any of his 
payments, and the vendor repossesses 
the property, the difference between— 

(i) The entire amount of the pay-
ments actually received on the con-
tract and retained by the vendor plus 
the fair market value at the time of re-
possession of fixed improvements 
placed on the property by the pur-
chaser, and 

(ii) The sum of the profits previously 
returned as income in connection 
therewith and an amount representing 
what would have been a proper adjust-
ment for exhaustion, wear and tear, ob-
solescence, amortization, and depletion 
of the property during the period the 
property was in the hands of the pur-
chaser had the sale not been made, will 
constitute gain or loss, as the case may 
be, to the vendor for the year in which 
the property is repossessed. 

(2) Basis of repossessed property. The 
basis of the property described in sub-
paragraph (1) of this paragraph in the 

hands of the vendor will be the original 
basis at the time of the sale plus the 
fair market value at the time of repos-
session of fixed improvements placed 
on the property by the purchaser, ex-
cept that, with respect to repossessions 
occurring after September 18, 1958, the 
basis of the property shall be reduced 
by what would have been a proper ad-
justment for exhaustion, wear and 
tear, obsolescence, amortization, and 
depletion of the property during the pe-
riod the property was in the hands of 
the purchaser if the sale had not been 
made. 

(c) Reacquisition of property where title 
is transferred to purchaser—(1) Gain or 
loss on reacquisition. If the vendor in 
sales described in paragraph (a) of this 
section has previously transferred title 
to the purchaser, and the purchaser de-
faults in any of his payments, and the 
vendor accepts a voluntary reconvey-
ance of the property, in partial or full 
satisfaction of the unpaid portion of 
the purchase price, the receipt of the 
property so reacquired, to the extent of 
its fair market value at that time, in-
cluding the fair market value of fixed 
improvements placed on the property 
by the purchaser, shall be considered as 
the receipt of payment on the obliga-
tions satisfied. If the fair market value 
of the property is greater than the 
basis of the obligations of the pur-
chaser so satisfied (generally, such 
basis being the fair market value of 
such obligations previously recognized 
in computing income), the excess con-
stitutes ordinary income. If the value 
of such property is less than the basis 
of such obligations, the difference may 
be deducted as a bad debt if 
uncollectible, except that, if the obli-
gations satisfied are securities (as de-
fined in section 165(g)(2)(C)), any gain 
or loss resulting from the transaction 
is a capital gain or loss subject to the 
provisions of sections 1201 through 1241. 

(2) Basis of reacquired property. If the 
reacquired property described in sub-
paragraph (1) of this paragraph is sub-
sequently sold, the basis for deter-
mining gain or loss is the fair market 
value of the property at the date of re-
acquisition, including the fair market 
value of the fixed improvements placed 
on the property by the purchaser. See 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00136 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



127 

Internal Revenue Service, Treasury § 1.453–9 

section 166 and the regulations there-
under with respect to property reac-
quired by the vendor in a foreclosure 
proceeding. 

(d) Effective date. Paragraphs (b) and 
(c) of this section shall apply only with 
respect to taxable years beginning be-
fore September 3, 1964, in respect of 
which an election has not been prop-
erly made to have the provisions of sec-
tion 1038 apply. For rules applicable to 
taxable years beginning after Sep-
tember 2, 1964, and for taxable years be-
ginning after December 31, 1957, to 
which such an election applies, see sec-
tion 1038, and §§ 1.1038–1 through 1.1038– 
3. 

[T.D. 6500, 25 FR 11716, Nov. 26, 1960, as 
amended by T.D. 6916, 32 FR 5923, Apr. 13, 
1967] 

§§ 1.453–7—1.453–8 [Reserved] 

§ 1.453–9 Gain or loss on disposition of 
installment obligations. 

(a) In general. Subject to the excep-
tions contained in section 453(d)(4) and 
paragraph (c) of this section, the entire 
amount of gain or loss resulting from 
any disposition or satisfaction of in-
stallment obligations, computed in ac-
cordance with section 453(d), is recog-
nized in the taxable year of such dis-
position or satisfaction and shall be 
considered as resulting from the sale or 
exchange of the property in respect of 
which the installment obligation was 
received by the taxpayer. 

(b) Computation of gain or loss. (1) The 
amount of gain or loss resulting under 
paragraph (a) of this section is the dif-
ference between the basis of the obliga-
tion and (i) the amount realized, in the 
case of satisfaction at other than face 
value or in the case of a sale or ex-
change, or (ii) the fair market value of 
the obligation at the time of disposi-
tion, if such disposition is other than 
by sale or exchange. 

(2) The basis of an installment obli-
gation shall be the excess of the face 
value of the obligation over an amount 
equal to the income which would be re-
turnable were the obligation satisfied 
in full. 

(3) The application of subparagraphs 
(1) and (2) of this paragraph may be il-
lustrated by the following examples: 

Example 1. In 1960 the M Corporation sold a 
piece of unimproved real estate to B for 
$20,000. The company acquired the property 
in 1948 at a cost of $10,000. During 1960 the 
company received $5,000 cash and vendee’s 
notes for the remainder of the selling price, 
or $15,000, payable in subsequent years. In 
1962, before the vendee made any further 
payments, the company sold the notes for 
$13,000 in cash. The corporation makes its re-
turns on the calendar year basis. The income 
to be reported for 1962 is $5,500, computed as 
follows: 
Proceeds of sale of notes ...................... .............. $13,000 
Selling price of property ......................... $20,000 
Cost of property ..................................... 10,000 

Total profit ....................................... 10,000 
Total contract price ......................... 20,000 

Percent of profit, or proportion of each 
payment returnable as income, 
$10,000 divided by $20,000, 50 per-
cent. 

Face value of notes ............................... 15,000 
Amount of income returnable were the 

notes satisfied in full, 50 percent of 
$15,000 .............................................. 7,500 

Basis of obligation—excess of face 
value of notes over amount of income 
returnable were the notes satisfied in 
full ....................................................... 7,500 

Taxable income to be reported for 1962 ...... 5,500 

Example 2. Suppose in Example 1 the M 
Corporation, instead of selling the notes, dis-
tributed them in 1962 to its shareholders as a 
dividend, and at the time of such distribu-
tion, the fair market value of the notes was 
$14,000. The income to be reported for 1962 is 
$6,500, computed as follows: 
Fair market value of notes ....................................... $14,000 
Basis of obligation—excess of face value of notes 

over amount of income returnable were the 
notes satisfied in full (computed as in Example 
1) .......................................................................... 7,500 

Taxable income to be reported for 1962 .......... 6,500 

(c) Disposition from which no gain or 
loss is recognized. (1)(i) Under section 
453(d)(4)(A), no gain or loss shall be rec-
ognized to a distributing corporation 
with respect to the distribution made 
after November 13, 1966, of installment 
obligations if (a) the distribution is 
made pursuant to a plan for the com-
plete liquidation of a subsidiary under 
section 332, and (b) the basis of the 
such obligations in the hands of the 
distributee is determined under section 
334(b)(1). 

(ii) Under section 453(d)(4)(B), no gain 
or loss shall be recognized to a distrib-
uting corporation with respect to the 
distribution of installment obligations 
if the distribution is made, pursuant to 
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a plan for the complete liquidation of a 
corporation which meets the require-
ments of section 337, under conditions 
whereby no gain or loss would have 
been recognized to the corporation had 
such installment obligations been sold 
or exchanged on the day of the dis-
tribution. The preceding sentence shall 
not apply to the extent that under sec-
tion 453(d)(1) gain to the distributing 
corporation would be considered as 
gain to which section 341(f)(2), 617(d)(1), 
1245(a)(1), 1250(a)(1), 1251(c)(1), 
1252(a)(1), or 1254(a)(1) applies, com-
puted under the principles of the regu-
lations under such provisions. See 
paragraph (d) of § 1.1245–6, paragraph 
(c)(6) of § 1.1250–1, paragraph (e)(6) of 
§ 1.1251–1, paragraph (d)(3) of § 1.1252–1, 
and paragraph (d) of § 1.1254–1. 

(2) Where the Code provides for ex-
ceptions to the recognition of gain or 
loss in the case of certain dispositions, 
no gain or loss shall result under sec-
tion 453(d) in the case of a disposition 
of an installment obligation. Such ex-
ceptions include: Certain transfers to 
corporations under sections 351 and 361; 
contributions of property to a partner-
ship by a partner under section 721; and 
distributions by a partnership to a 
partner under section 731 (except as 
provided by section 736 and section 
751). 

(3) Any amount received by a person 
in payment or settlement of an install-
ment obligation acquired in a trans-
action described in subparagraphs (1) 
or (2) of this paragraph (other than an 
amount received by a stockholder with 
respect to an installment obligation 
distributed to him pursuant to section 
337) shall be considered to have the 
character it would have had in the 
hands of the person from whom such 
installment obligation was acquired. 

(d) Carryover of installment method. 
For the treatment of income derived 
from installment obligations received 
in transactions to which section 381 (a) 
is applicable, see section 381(c)(8) and 
the regulations thereunder. 

(e) Installment obligations transmitted 
at death. Where installment obligations 
are transmitted at death, see section 
691(a)(4) and the regulations thereunder 
for the treatment of amounts consid-
ered income in respect of a decedent. 

(f) Losses. See subchapter P (section 
1201 and following), chapter 1 of the 
Code, as to the limitation on capital 
losses sustained by corporations and 
the limitation as to both capital gains 
and capital losses of individuals. 

(g) Disposition of installment obliga-
tions to life insurance companies. (1) Not-
withstanding the provisions of section 
453(d)(4) and paragraph (c) of this sec-
tion or any provision of subtitle A re-
lating to the nonrecognition of gain, 
the entire amount of any gain realized 
on the disposition of an installment ob-
ligation by any person, other than a 
life insurance company (as defined in 
section 801(a) and paragraph (b) of 
§ 1.801–3), to a life insurance company 
or to a partnership of which a life in-
surance company is a partner shall be 
recognized and treated in accordance 
with section 453(d)(1) and paragraphs 
(a) and (b) of this section. If a corpora-
tion which is a life insurance company 
for the taxable year was a corporation 
which was not a life insurance com-
pany for the preceding taxable year, 
such corporation shall be treated, for 
purposes of section 453(d)(1) and this 
paragraph, as having transferred to a 
life insurance company, on the last day 
of the preceding taxable year, all in-
stallment obligations which it held on 
such last day. The gain, if any, realized 
by reason of the installment obliga-
tions being so transferred shall be rec-
ognized and treated in accordance with 
section 453(d)(1) and paragraphs (a) and 
(b) of this section. Similarly, a partner-
ship of which a life insurance company 
becomes a partner shall be treated, for 
purposes of section 453(d)(1) and this 
paragraph, as having transferred to a 
life insurance company, on the last day 
of the preceding taxable year of such 
partnership, all installment obliga-
tions which it holds at the time such 
life insurance company becomes a part-
ner. The gain, if any, realized by reason 
of the installment obligations being so 
transferred shall be recognized and 
treated in accordance with section 
453(d)(1) and paragraphs (a) and (b) of 
this section. 

(2) The provisions of section 453(d)(5) 
and subparagraph (1) of this paragraph 
shall not apply to losses sustained in 
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connection with the disposition of in-
stallment obligations to a life insur-
ance company. 

(3) For the effective date of the provi-
sions of section 453(d)(5) and this para-
graph, see paragraph (f) of § 1.453–10. 

(4) Application of the provisions of 
this paragraph may be illustrated by 
the following examples: 

Example 1. A, an individual, in a trans-
action to which section 351 applies, transfers 
in 1961 certain assets, including installment 
obligations, to a new corporation, X, which 
qualifies as a life insurance company (as de-
fined in section 801(a)) for the year 1961. A 
makes his return on the calendar year basis. 
Section 453(d)(5) provides that the non-
recognition provisions of section 351 will not 
apply to the installment obligations trans-
ferred by A to X Corporation. Therefore, the 
entire amount of any gain realized by A on 
the transfer of the installment obligations 
shall be recognized in 1961, with the amount 
of any such gain computed in accordance 
with the provisions of section 453(d)(1) and 
paragraph (b) of this section. 

Example 2. The M Corporation did not qual-
ify as a life insurance company (as defined in 
section 801(a)) for the taxable year 1958. On 
December 31, 1958, it held $60,000 of install-
ment obligations. The M Corporation quali-
fied as a life insurance company for the tax-
able year 1959. Accordingly, the M Corpora-
tion is treated as having transferred to a life 
insurance company, on December 31, 1958, 
the $60,000 of installment obligations it held 
on such date. The gain, if any, realized by M 
by reason of such installment obligations 
being so transferred shall be recognized in 
the taxable year 1958, with the amount of 
any such gain computed in accordance with 
the provisions of section 453(d)(1) and para-
graph (b) of this section. 

Example 3. During its taxable year 1958, 
none of the partners of the N partnership 
qualified as a life insurance company (as de-
fined in section 801(a)). The N partnership 
held $30,000 of installment obligations on De-
cember 31, 1958. On July 30, 1959, the O Cor-
poration, a life insurance company (as de-
fined in section 801(a)), became a partner in 
the partnership. The N partnership held 
$50,000 of installment obligations on July 30, 
1959. Pursuant to section 453(d)(5), the N 
partnership is treated as having transferred 
to a life insurance company, on December 31, 
1958, the $50,000 of installment obligations it 
held on July 30, 1959. The gain, if any, real-
ized by the N partnership by reason of such 
installment obligations being so transferred 
shall be recognized in the taxable year 1958, 
with the amount of any such gain computed 
in accordance with the provisions of section 
453(d)(1) and paragraph (b) of this section. 

Example 4. In 1960, the P Corporation, in a 
reorganization qualifying under section 
368(a), transferred certain assets (including 
installment obligations) to the R Corpora-
tion, a life insurance company as defined in 
section 801(a). P realized a loss upon the 
transfer of the installment obligations, 
which was not recognized under section 361. 
Pursuant to subparagraph (2) of paragraph 
(c) of this section, no loss with respect to the 
transfer of these obligations will be recog-
nized to P under section 453(d)(1). 

[T.D. 6500, 25 FR 11718, Nov. 26, 1960, as 
amended by T.D. 6590, 27 FR 1319, Feb. 13, 
1962; T.D. 7084, 36 FR 267, Jan. 8, 1971; T.D. 
7418, 41 FR 18812, May 7, 1976; T.D. 8586, 60 FR 
2500, Jan. 10, 1995] 

§ 1.453–10 Effective date. 
(a) Except as provided in this section, 

the provisions of section 453 and 
§§ 1.453–1 through 1.453–9 shall apply to 
taxable years beginning after Decem-
ber 31, 1953, and ending after August 16, 
1954. 

(b) The provisions of paragraphs (a) 
(2) and (3), (b), and (c) of § 1.453–8 shall 
apply to taxable years ending after De-
cember 17, 1958. 

(c) Under the provisions of sections 
453(b) and 7851(a)(1)(C), section 453(b)(1) 
and the regulations with respect there-
to shall also apply— 

(1) To a sale or other disposition dur-
ing a taxable year beginning before 
January 1, 1954, only if the income was 
returnable (by reason of section 44(b) of 
the Internal Revenue Code of 1939) on 
the basis and in the manner prescribed 
in section 44(a) of such code. 

(2) To a sale or other disposition dur-
ing a taxable year beginning after De-
cember 31, 1953, and ending before Au-
gust 17, 1954, though such taxable year 
is subject to the provisions of the In-
ternal Revenue Code of 1939. 

(d) Under the provisions of sections 
453(c)(1)(B) and 7851(a)(1)(C) section 
453(c) and the regulations with respect 
thereto shall also apply to taxable 
years beginning after December 31, 
1953, and ending before August 17, 1954, 
though such taxable years are subject 
to the provisions of the Internal Rev-
enue Code of 1939. 

(e) The provisions of paragraph (b)(3) 
of § 1.453–6 shall apply to repossessions 
occurring after December 18, 1958. 

(f) The provisions of section 453(d)(5) 
and paragraph (g) of § 1.453–9 shall 
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apply to taxable years ending after De-
cember 31, 1957, but only as to transfers 
or other dispositions of installment ob-
ligations occurring after such date. 

[T.D. 6500, 25 FR 11718, Nov. 26, 1960, as 
amended by T.D. 6590, 27 FR 1320, Feb. 13, 
1962; T.D. 6682, 28 FR 11177, Oct. 18, 1963] 

§ 1.453–11 Installment obligations re-
ceived from a liquidating corpora-
tion. 

(a) In general—(1) Overview. Except as 
provided in section 453(h)(1)(C) (relat-
ing to installment sales of depreciable 
property to certain closely related per-
sons), a qualifying shareholder (as de-
fined in paragraph (b) of this section) 
who receives a qualifying installment 
obligation (as defined in paragraph (c) 
of this section) in a liquidation that 
satisfies section 453(h)(1)(A) treats the 
receipt of payments in respect of the 
obligation, rather than the receipt of 
the obligation itself, as a receipt of 
payment for the shareholder’s stock. 
The shareholder reports the payments 
received on the installment method un-
less the shareholder elects otherwise in 
accordance with § 15a.453–1(d) of this 
chapter. 

(2) Coordination with other provisions— 
(i) Deemed sale of stock for installment 
obligation. Except as specifically pro-
vided in section 453(h)(1)(C), a quali-
fying shareholder treats a qualifying 
installment obligation, for all purposes 
of the Internal Revenue Code, as if the 
obligation is received by the share-
holder from the person issuing the obli-
gation in exchange for the share-
holder’s stock in the liquidating cor-
poration. For example, if the stock of a 
corporation that is liquidating is trad-
ed on an established securities market, 
an installment obligation distributed 
to a shareholder of the corporation in 
exchange for the shareholder’s stock 
does not qualify for installment report-
ing pursuant to section 453(k)(2). 

(ii) Special rules to account for the 
qualifying installment obligation—(A) 
Issue price. A qualifying installment ob-
ligation is treated by a qualifying 
shareholder as newly issued on the date 
of the distribution. The issue price of 
the qualifying installment obligation 
on that date is equal to the sum of the 
adjusted issue price of the obligation 
on the date of the distribution (as de-

termined under § 1.1275–1(b)) and the 
amount of any qualified stated interest 
(as defined in § 1.1273–1(c)) that has ac-
crued prior to the distribution but that 
is not payable until after the distribu-
tion. For purposes of the preceding sen-
tence, if the qualifying installment ob-
ligation is subject to § 1.446–2 (e.g., a 
debt instrument that has unstated in-
terest under section 483), the adjusted 
issue price of the obligation is deter-
mined under § 1.446–2(c) and (d). 

(B) Variable rate debt instrument. If 
the qualifying installment obligation 
is a variable rate debt instrument (as 
defined in § 1.1275–5), the shareholder 
uses the equivalent fixed rate debt in-
strument (within the meaning of 
§ 1.1275–5(e)(3)(ii)) constructed for the 
qualifying installment obligation as of 
the date the obligation was issued to 
the liquidating corporation to deter-
mine the accruals of original issue dis-
count, if any, and interest on the obli-
gation. 

(3) Liquidating distributions treated as 
selling price. All amounts distributed or 
treated as distributed to a qualifying 
shareholder incident to the liquidation, 
including cash, the issue price of quali-
fying installment obligations as deter-
mined under paragraph (a)(2)(ii)(A) of 
this section, and the fair market value 
of other property (including obliga-
tions that are not qualifying install-
ment obligations) are considered as 
having been received by the share-
holder as the selling price (as defined 
in § 15a.453–1(b)(2)(ii) of this chapter) 
for the shareholder’s stock in the liqui-
dating corporation. For the proper 
method of reporting liquidating dis-
tributions received in more than one 
taxable year of a shareholder, see para-
graph (d) of this section. An election 
not to report on the installment meth-
od an installment obligation received 
in the liquidation applies to all dis-
tributions received in the liquidation. 

(4) Assumption of corporate liability by 
shareholders. For purposes of this sec-
tion, if in the course of a liquidation a 
shareholder assumes secured or unse-
cured liabilities of the liquidating cor-
poration, or receives property from the 
corporation subject to such liabilities 
(including any tax liabilities incurred 
by the corporation on the distribution), 
the amount of the liabilities is added 
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to the shareholder’s basis in the stock 
of the liquidating corporation. These 
additions to basis do not affect the 
shareholder’s holding period for the 
stock. These liabilities do not reduce 
the amounts received in computing the 
selling price. 

(5) Examples. The provisions of this 
paragraph (a) are illustrated by the fol-
lowing examples. Except as otherwise 
provided, assume in each example that 
A, an individual who is a calendar-year 
taxpayer, owns all of the stock of T 
corporation. A’s adjusted tax basis in 
that stock is $100,000. On February 1, 
1998, T, an accrual method taxpayer, 
adopts a plan of complete liquidation 
that satisfies section 453(h)(1)(A) and 
immediately sells all of its assets to 
unrelated B corporation in a single 
transaction. The examples are as fol-
lows: 

Example 1. (i) The stated purchase price for 
T’s assets is $3,500,000. In consideration for 
the sale, B makes a down payment of $500,000 
and issues a 10-year installment obligation 
with a stated principal amount of $3,000,000. 
The obligation provides for interest pay-
ments of $150,000 on January 31 of each year, 
with the total principal amount due at ma-
turity. 

(ii) Assume that for purposes of section 
1274, the test rate on February 1, 1998, is 8 
percent, compounded semi-annually. Also as-
sume that a semi-annual accrual period is 
used. Under § 1.1274–2, the issue price of the 
obligation on February 1, 1998, is $2,368,450. 
Accordingly, the obligation has $631,550 of 
original issue discount ($3,000,000–$2,368,450). 
Between February 1 and July 31, $19,738 of 
original issue discount and $75,000 of quali-
fied stated interest accrue with respect to 
the obligation and are taken into account by 
T. 

(iii) On July 31, 1998, T distributes the in-
stallment obligation to A in exchange for A’s 
stock. No other property is ever distributed 
to A. On January 31, 1999, A receives the first 
annual payment of $150,000 from B. 

(iv) When the obligation is distributed to A 
on July 31, 1998, it is treated as if the obliga-
tion is received by A in an installment sale 
of shares directly to B on that date. Under 
§ 1.1275–1(b), the adjusted issue price of the 
obligation on that date is $2,388,188 (original 
issue price of $2,368,450 plus accrued original 
issue discount of $19,738). Accordingly, the 
issue price of the obligation under paragraph 
(a)(2)(ii)(A) of this section is $2,463,188, the 
sum of the adjusted issue price of the obliga-
tion on that date ($2,388,188) and the amount 
of accrued but unpaid qualified stated inter-
est ($75,000). 

(v) The selling price and contract price of 
A’s stock in T is $2,463,188, and the gross 
profit is $2,363,188 ($2,463,188 selling price less 
A’s adjusted tax basis of $100,000). A’s gross 
profit ratio is thus 96 percent (gross profit of 
$2,363,188 divided by total contract price of 
$2,463,188). 

(vi) Under §§ 1.446–2(e)(1) and 1.1275–2(a), 
$98,527 of the $150,000 payment is treated as a 
payment of the interest and original issue 
discount that accrued on the obligation from 
July 31, 1998, to January 31, 1999 ($75,000 of 
qualified stated interest and $23,527 of origi-
nal issue discount). The balance of the pay-
ment ($51,473) is treated as a payment of 
principal. A’s gain recognized in 1999 is 
$49,414 (96 percent of $51,473). 

Example 2. (i) T owns Blackacre, unim-
proved real property, with an adjusted tax 
basis of $700,000. Blackacre is subject to a 
mortgage (underlying mortgage) of $1,100,000. 
A is not personally liable on the underlying 
mortgage and the T shares held by A are not 
encumbered by the underlying mortgage. 
The other assets of T consist of $400,000 of 
cash and $600,000 of accounts receivable at-
tributable to sales of inventory in the ordi-
nary course of business. The unsecured li-
abilities of T total $900,000. 

(ii) On February 1, 1998, T adopts a plan of 
complete liquidation complying with section 
453(h)(1)(A), and promptly sells Blackacre to 
B for a 4-year mortgage note (bearing ade-
quate stated interest and otherwise meeting 
all of the requirements of section 453) in the 
face amount of $4 million. Under the agree-
ment between T and B, T (or its successor) is 
to continue to make principal and interest 
payments on the underlying mortgage. Im-
mediately thereafter, T completes its liq-
uidation by distributing to A its remaining 
cash of $400,000 (after payment of T’s tax li-
abilities), accounts receivable of $600,000, and 
the $4 million B note. A assumes T’s $900,000 
of unsecured liabilities and receives the dis-
tributed property subject to the obligation 
to make payments on the $1,100,000 under-
lying mortgage. A receives no payments 
from B on the B note during 1998. 

(iii) Unless A elects otherwise, the trans-
action is reported by A on the installment 
method. The selling price is $5 million (cash 
of $400,000, accounts receivable of $600,000, 
and the B note of $4 million). The total con-
tract price also is $5 million. A’s adjusted 
tax basis in the T shares, initially $100,000, is 
increased by the $900,000 of unsecured T li-
abilities assumed by A and by the obligation 
(subject to which A takes the distributed 
property) to make payments on the $1,100,000 
underlying mortgage on Blackacre, for an 
aggregate adjusted tax basis of $2,100,000. Ac-
cordingly, the gross profit is $2,900,000 (sell-
ing price of $5 million less aggregate ad-
justed tax basis of $2,100,000). The gross prof-
it ratio is 58 percent (gross profit of $2,900,000 
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divided by the total contract price of $5 mil-
lion). The 1998 payments to A are $1 million 
($400,000 cash plus $600,000 receivables) and A 
recognizes gain in 1998 of $580,000 (58 percent 
of $1 million). 

(iv) In 1999, A receives payment from B on 
the B note of $1 million (exclusive of inter-
est). A’s gain recognized in 1999 is $580,000 (58 
percent of $1 million). 

(b) Qualifying shareholder. For pur-
poses of this section, qualifying share-
holder means a shareholder to which, 
with respect to the liquidating dis-
tribution, section 331 applies. For ex-
ample, a creditor that receives a dis-
tribution from a liquidating corpora-
tion, in exchange for the creditor’s 
claim, is not a qualifying shareholder 
as a result of that distribution regard-
less of whether the liquidation satisfies 
section 453(h)(1)(A). 

(c) Qualifying installment obligation— 
(1) In general. For purposes of this sec-
tion, qualifying installment obligation 
means an installment obligation (other 
than an evidence of indebtedness de-
scribed in § 15a.453–1(e) of this chapter, 
relating to obligations that are payable 
on demand or are readily tradable) ac-
quired in a sale or exchange of cor-
porate assets by a liquidating corpora-
tion during the 12-month period begin-
ning on the date the plan of liquidation 
is adopted. See paragraph (c)(4) of this 
section for an exception for install-
ment obligations acquired in respect of 
certain sales of inventory. Also see 
paragraph (c)(5) of this section for an 
exception for installment obligations 
attributable to sales of certain prop-
erty that do not generally qualify for 
installment method treatment. 

(2) Corporate assets. Except as pro-
vided in section 453(h)(1)(C), in para-
graph (c)(4) of this section (relating to 
certain sales of inventory), and in para-
graph (c)(5) of this section (relating to 
certain tax avoidance transactions), 
the nature of the assets sold by, and 
the tax consequences to, the selling 
corporation do not affect whether an 
installment obligation is a qualifying 
installment obligation. Thus, for exam-
ple, the fact that the fair market value 
of an asset is less than the adjusted 
basis of that asset in the hands of the 
corporation; or that the sale of an 
asset will subject the corporation to 
depreciation recapture (e.g., under sec-
tion 1245 or section 1250); or that the 

assets of a trade or business sold by the 
corporation for an installment obliga-
tion include depreciable property, cer-
tain marketable securities, accounts 
receivable, installment obligations, or 
cash; or that the distribution of assets 
to the shareholder is or is not taxable 
to the corporation under sections 336 
and 453B, does not affect whether in-
stallment obligations received in ex-
change for those assets are treated as 
qualifying installment obligations by 
the shareholder. However, an obliga-
tion received by the corporation in ex-
change for cash, in a transaction unre-
lated to a sale or exchange of noncash 
assets by the corporation, is not treat-
ed as a qualifying installment obliga-
tion. 

(3) Installment obligations distributed in 
liquidations described in section 
453(h)(1)(E)—(i) In general. In the case 
of a liquidation to which section 
453(h)(1)(E) (relating to certain liqui-
dating subsidiary corporations) applies, 
a qualifying installment obligation ac-
quired in respect of a sale or exchange 
by the liquidating subsidiary corpora-
tion will be treated as a qualifying in-
stallment obligation if distributed by a 
controlling corporate shareholder 
(within the meaning of section 368(c)) 
to a qualifying shareholder. The pre-
ceding sentence is applied successively 
to each controlling corporate share-
holder, if any, above the first control-
ling corporate shareholder. 

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

Example 1. (i) A, an individual, owns all of 
the stock of T corporation, a C corporation. 
T has an operating division and three whol-
ly-owned subsidiaries, X, Y, and Z. On Feb-
ruary 1, 1998, T, Y, and Z all adopt plans of 
complete liquidation. 

(ii) On March 1, 1998, the following sales 
are made to unrelated purchasers: T sells the 
assets of its operating division to B for cash 
and an installment obligation. T sells the 
stock of X to C for an installment obligation. 
Y sells all of its assets to D for an install-
ment obligation. Z sells all of its assets to E 
for cash. The B, C, and D installment obliga-
tions bear adequate stated interest and meet 
the requirements of section 453. 

(iii) In June 1998, Y and Z completely liq-
uidate, distributing their respective assets 
(the D installment obligation and cash) to T. 
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In July 1998, T completely liquidates, distrib-
uting to A cash and the installment obliga-
tions respectively issued by B, C, and D. The 
liquidation of T is a liquidation to which sec-
tion 453(h) applies and the liquidations of Y 
and Z into T are liquidations to which sec-
tion 332 applies. 

(iv) Because T is in control of Y (within 
the meaning of section 368(c)), the D obliga-
tion acquired by Y is treated as acquired by 
T pursuant to section 453(h)(1)(E). A is a 
qualifying shareholder and the installment 
obligations issued by B, C, and D are quali-
fying installment obligations. Unless A 
elects otherwise, A reports the transaction 
on the installment method as if the cash and 
installment obligations had been received in 
an installment sale of the stock of T cor-
poration. Under section 453B(d), no gain or 
loss is recognized by Y on the distribution of 
the D installment obligation to T. Under sec-
tions 453B(a) and 336, T recognizes gain or 
loss on the distribution of the B, C, and D in-
stallment obligations to A in exchange for 
A’s stock. 

Example 2. (i) A, a cash-method individual 
taxpayer, owns all of the stock of P corpora-
tion, a C corporation. P owns 30 percent of 
the stock of Q corporation. The balance of 
the Q stock is owned by unrelated individ-
uals. On February 1, 1998, P adopts a plan of 
complete liquidation and sells all of its prop-
erty, other than its Q stock, to B, an unre-
lated purchaser for cash and an installment 
obligation bearing adequate stated interest. 
On March 1, 1998, Q adopts a plan of complete 
liquidation and sells all of its property to an 
unrelated purchaser, C, for cash and install-
ment obligations. Q immediately distributes 
the cash and installment obligations to its 
shareholders in completion of its liquidation. 
Promptly thereafter, P liquidates, distrib-
uting to A cash, the B installment obliga-
tion, and a C installment obligation that P 
received in the liquidation of Q. 

(ii) In the hands of A, the B installment ob-
ligation is a qualifying installment obliga-
tion. In the hands of P, the C installment ob-
ligation was a qualifying installment obliga-
tion. However, in the hands of A, the C in-
stallment obligation is not treated as a 
qualifying installment obligation because P 
owned only 30 percent of the stock of Q. Be-
cause P did not own the requisite 80 percent 
stock interest in Q, P was not a controlling 
corporate shareholder of Q (within the mean-
ing of section 368(c)) immediately before the 
liquidation. Therefore, section 453(h)(1)(E) 
does not apply. Thus, in the hands of A, the 
C obligation is considered to be a third-party 
note (not a purchaser’s evidence of indebted-
ness) and is treated as a payment to A in the 
year of distribution. Accordingly, for 1998, A 
reports as payment the cash and the fair 
market value of the C obligation distributed 
to A in the liquidation of P. 

(iii) Because P held 30 percent of the stock 
of Q, section 453B(d) is inapplicable to P. 
Under sections 453B(a) and 336, accordingly, 
Q recognizes gain or loss on the distribution 
of the C obligation. P also recognizes gain or 
loss on the distribution of the B and C in-
stallment obligations to A in exchange for 
A’s stock. See sections 453B and 336. 

(4) Installment obligations attributable 
to certain sales of inventory—(i) In gen-
eral. An installment obligation ac-
quired by a corporation in a liquidation 
that satisfies section 453(h)(1)(A) in re-
spect of a broken lot of inventory is 
not a qualifying installment obliga-
tion. If an installment obligation is ac-
quired in respect of a broken lot of in-
ventory and other assets, only the por-
tion of the installment obligation ac-
quired in respect of the broken lot of 
inventory is not a qualifying install-
ment obligation. The portion of the in-
stallment obligation attributable to 
other assets is a qualifying installment 
obligation. For purposes of this sec-
tion, the term broken lot of inventory 
means inventory property that is sold 
or exchanged other than in bulk to one 
person in one transaction involving 
substantially all of the inventory prop-
erty attributable to a trade or business 
of the corporation. See paragraph 
(c)(4)(ii) of this section for rules for de-
termining what portion of an install-
ment obligation is not a qualifying in-
stallment obligation and paragraph 
(c)(4)(iii) of this section for rules deter-
mining the application of payments on 
an installment obligation only a por-
tion of which is a qualifying install-
ment obligation. 

(ii) Rules for determining nonqualifying 
portion of an installment obligation. If a 
broken lot of inventory is sold to a pur-
chaser together with other corporate 
assets for consideration consisting of 
an installment obligation and either 
cash, other property, the assumption of 
(or taking property subject to) cor-
porate liabilities by the purchaser, or 
some combination thereof, the install-
ment obligation is treated as having 
been acquired in respect of a broken lot 
of inventory only to the extent that 
the fair market value of the broken lot 
of inventory exceeds the sum of unse-
cured liabilities assumed by the pur-
chaser, secured liabilities which en-
cumber the broken lot of inventory and 
are assumed by the purchaser or to 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00143 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



134 

26 CFR Ch. I (4–1–13 Edition) § 1.453–11 

which the broken lot of inventory is 
subject, and the sum of the cash and 
fair market value of other property re-
ceived. This rule applies solely for the 
purpose of determining the portion of 
the installment obligation (if any) that 
is attributable to the broken lot of in-
ventory. 

(iii) Application of payments. If, by 
reason of the application of paragraph 
(c)(4)(ii) of this section, a portion of an 
installment obligation is not a quali-
fying installment obligation, then for 
purposes of determining the amount of 
gain to be reported by the shareholder 
under section 453, payments on the ob-
ligation (other than payments of quali-
fied stated interest) shall be applied 
first to the portion of the obligation 
that is not a qualifying installment ob-
ligation. 

(iv) Example. The following example 
illustrates the provisions of this para-
graph (c)(4). In this example, assume 
that all obligations bear adequate stat-
ed interest within the meaning of sec-
tion 1274(c)(2) and that the fair market 
value of each nonqualifying install-
ment obligation equals its face 
amount. The example is as follows: 

Example. (i) P corporation has three oper-
ating divisions, X, Y, and Z, each engaged in 
a separate trade or business, and a minor 
amount of investment assets. On July 1, 1998, 
P adopts a plan of complete liquidation that 
meets the criteria of section 453(h)(1)(A). The 
following sales are promptly made to pur-
chasers unrelated to P: P sells all of the as-
sets of the X division (including all of the in-
ventory property) to B for $30,000 cash and 
installment obligations totalling $200,000. P 
sells substantially all of the inventory prop-
erty of the Y division to C for a $100,000 in-
stallment obligation, and sells all of the 
other assets of the Y division (excluding cash 
but including installment receivables pre-
viously acquired in the ordinary course of 
the business of the Y division) to D for a 
$170,000 installment obligation. P sells 1⁄3 of 
the inventory property of the Z division to E 
for $100,000 cash, 1⁄3 of the inventory property 
of the Z division to F for a $100,000 install-
ment obligation, and all of the other assets 
of the Z division (including the remaining 1⁄3 
of the inventory property worth $100,000) to 
G for $60,000 cash, a $240,000 installment obli-
gation, and the assumption by G of the li-
abilities of the Z division. The liabilities as-
sumed by G, which are unsecured liabilities 
and liabilities encumbering the inventory 
property acquired by G, aggregate $30,000. 

Thus, the total purchase price G pays is 
$330,000. 

(ii) P immediately completes its liquida-
tion, distributing the cash and installment 
obligations, which otherwise meet the re-
quirements of section 453, to A, an individual 
cash-method taxpayer who is its sole share-
holder. In 1999, G makes a payment to A of 
$100,000 (exclusive of interest) on the $240,000 
installment obligation. 

(iii) In the hands of A, the installment ob-
ligations issued by B, C, and D are qualifying 
installment obligations because they were 
timely acquired by P in a sale or exchange of 
its assets. In addition, the installment obli-
gation issued by C is a qualifying install-
ment obligation because it arose from a sale 
to one person in one transaction of substan-
tially all of the inventory property of the 
trade or business engaged in by the Y divi-
sion. 

(iv) The installment obligation issued by F 
is not a qualifying installment obligation be-
cause it is in respect of a broken lot of inven-
tory. A portion of the installment obligation 
issued by G is a qualifying installment obli-
gation and a portion is not a qualifying in-
stallment obligation, determined as follows: 
G purchased part of the inventory property 
(with a fair market value of $100,000) and all 
of the other assets of the Z division by pay-
ing cash ($60,000), issuing an installment ob-
ligation ($240,000), and assuming liabilities of 
the Z division ($30,000). The assumed liabil-
ities ($30,000) and cash ($60,000) are attributed 
first to the inventory property. Therefore, 
only $10,000 of the $240,000 installment obli-
gation is attributed to inventory property. 
Accordingly, in the hands of A, the G install-
ment obligation is a qualifying installment 
obligation to the extent of $230,000, but is not 
a qualifying installment obligation to the 
extent of the $10,000 attributable to the in-
ventory property. 

(v) In the 1998 liquidation of P, A receives 
a liquidating distribution as follows: 

Item 

Qualifying 
install-

ment obli-
gations 

Cash and 
other 

property 

Cash .................................................. ................ $190,000 
B note ................................................ $200,000 ................
C note ................................................ $100,000 ................
D note ................................................ $170,000 ................
F note ................................................ ................ $100,000 
G note 1 .............................................. $230,000 $ 10,000 

Total .................................... $700,000 $300,000 

1 Face amount $240,000. 

(vi) Assume that A’s adjusted tax basis in 
the stock of P is $100,000. Under the install-
ment method, A’s selling price and the con-
tract price are both $1 million, the gross 
profit is $900,000 (selling price of $1 million 
less adjusted tax basis of $100,000), and the 
gross profit ratio is 90 percent (gross profit 
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of $900,000 divided by the contract price of $1 
million). Accordingly, in 1998, A reports gain 
of $270,000 (90 percent of $300,000 payment in 
cash and other property). A’s adjusted tax 
basis in each of the qualifying installment 
obligations is an amount equal to 10 percent 
of the obligation’s respective face amount. 
A’s adjusted tax basis in the F note, a non-
qualifying installment obligation, is $100,000, 
i.e., the fair market value of the note when 
received by A. A’s adjusted tax basis in the 
G note, a mixed obligation, is $33,000 (10 per-
cent of the $230,000 qualifying installment 
obligation portion of the note, plus the 
$10,000 nonqualifying portion of the note). 

(vii) With respect to the $100,000 payment 
received from G in 1999, $10,000 is treated as 
the recovery of the adjusted tax basis of the 
nonqualifying portion of the G installment 
obligation and $9,000 (10 percent of $90,000) is 
treated as the recovery of the adjusted tax 
basis of the portion of the note that is a 
qualifying installment obligation. The re-
maining $81,000 (90 percent of $90,000) is re-
ported as gain from the sale of A’s stock. See 
paragraph (c)(4)(iii) of this section. 

(5) Installment obligations attributable 
to sales of certain property—(i) In gen-
eral. An installment obligation ac-
quired by a liquidating corporation, to 
the extent attributable to the sale of 
property described in paragraph 
(c)(5)(ii) of this section, is not a quali-
fying obligation if the corporation is 
formed or availed of for a principal 
purpose of avoiding section 453(b)(2) 
(relating to dealer dispositions and cer-
tain other dispositions of personal 
property), section 453(i) (relating to 
sales of property subject to recapture), 
or section 453(k) (relating to disposi-
tions under a revolving credit plan and 
sales of stock or securities traded on 
an established securities market) 
through the use of a party bearing a re-
lationship, either directly or indi-
rectly, described in section 267(b) to 
any shareholder of the corporation. 

(ii) Covered property. Property is de-
scribed in this paragraph (c)(5)(ii) if, 
within 12 months before or after the 
adoption of the plan of liquidation, the 
property was owned by any shareholder 
and— 

(A) The shareholder regularly sold or 
otherwise disposed of personal property 
of the same type on the installment 
plan or the property is real property 
that the shareholder held for sale to 
customers in the ordinary course of a 
trade or business (provided the prop-
erty is not described in section 453(l)(2) 

(relating to certain exceptions to the 
definition of dealer dispositions)); 

(B) The sale of the property by the 
shareholder would result in recapture 
income (within the meaning of section 
453(i)(2)), but only if the amount of the 
recapture income is equal to or greater 
than 50 percent of the property’s fair 
market value on the date of the sale by 
the corporation; 

(C) The property is stock or securi-
ties that are traded on an established 
securities market; or 

(D) The sale of the property by the 
shareholder would have been under a 
revolving credit plan. 

(iii) Safe harbor. Paragraph (c)(5)(i) of 
this section will not apply to the liq-
uidation of a corporation if, on the 
date the plan of complete liquidation is 
adopted and thereafter, less than 15 
percent of the fair market value of the 
corporation’s assets is attributable to 
property described in paragraph 
(c)(5)(ii) of this section. 

(iv) Example. The provisions of this 
paragraph (c)(5) are illustrated by the 
following example: 

Example. Ten percent of the fair market 
value of the assets of T is attributable to 
stock and securities traded on an established 
securities market. T owns no other assets de-
scribed in paragraph (c)(5)(ii) of this section. 
T, after adopting a plan of complete liquida-
tion, sells all of its stock and securities hold-
ings to C corporation in exchange for an in-
stallment obligation bearing adequate stated 
interest, sells all of its other assets to B cor-
poration for cash, and distributes the cash 
and installment obligation to its sole share-
holder, A, in a complete liquidation that sat-
isfies section 453(h)(1)(A). Because the C in-
stallment obligation arose from a sale of 
publicly traded stock and securities, T can-
not report the gain on the sale under the in-
stallment method pursuant to section 
453(k)(2). In the hands of A, however, the C 
installment obligation is treated as having 
arisen out of a sale of the stock of T corpora-
tion. In addition, the general rule of para-
graph (c)(5)(i) of this section does not apply, 
even if a principal purpose of the liquidation 
was the avoidance of section 453(k)(2), be-
cause the fair market value of the publicly 
traded stock and securities is less than 15 
percent of the total fair market value of T’s 
assets. Accordingly, section 453(k)(2) does 
not apply to A, and A may use the install-
ment method to report the gain recognized 
on the payments it receives in respect of the 
obligation. 
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(d) Liquidating distributions received in 
more than one taxable year. If a quali-
fying shareholder receives liquidating 
distributions to which this section ap-
plies in more than one taxable year, 
the shareholder must reasonably esti-
mate the gain attributable to distribu-
tions received in each taxable year. In 
allocating basis to calculate the gain 
for a taxable year, the shareholder 
must reasonably estimate the antici-
pated aggregate distributions. For this 
purpose, the shareholder must take 
into account distributions and other 
relevant events or information that the 
shareholder knows or reasonably could 
know up to the date on which the fed-
eral income tax return for that year is 
filed. If the gain for a taxable year is 
properly taken into account on the 
basis of a reasonable estimate and the 
exact amount is subsequently deter-
mined the difference, if any, must be 
taken into account for the taxable year 
in which the subsequent determination 
is made. However, the shareholder may 
file an amended return for the earlier 
year in lieu of taking the difference 
into account for the subsequent tax-
able year. 

(e) Effective date. This section is ap-
plicable to distributions of qualifying 
installment obligations made on or 
after January 28, 1998. 

[T.D. 8762, 63 FR 4170, Jan. 28, 1998] 

§ 1.453–12 Allocation of unrecaptured 
section 1250 gain reported on the 
installment method. 

(a) General rule. Unrecaptured section 
1250 gain, as defined in section 1(h)(7), 
is reported on the installment method 
if that method otherwise applies under 
section 453 or 453A and the cor-
responding regulations. If gain from an 
installment sale includes unrecaptured 
section 1250 gain and adjusted net cap-
ital gain (as defined in section 1(h)(4)), 
the unrecaptured section 1250 gain is 
taken into account before the adjusted 
net capital gain. 

(b) Installment payments from sales be-
fore May 7, 1997. The amount of 
unrecaptured section 1250 gain in an in-
stallment payment that is properly 
taken into account after May 6, 1997, 
from a sale before May 7, 1997, is deter-
mined as if, for all payments properly 

taken into account after the date of 
sale but before May 7, 1997, 
unrecaptured section 1250 gain had 
been taken into account before ad-
justed net capital gain. 

(c) Installment payments received after 
May 6, 1997, and on or before August 23, 
1999. If the amount of unrecaptured 
section 1250 gain in an installment pay-
ment that is properly taken into ac-
count after May 6, 1997, and on or be-
fore August 23, 1999, is less than the 
amount that would have been taken 
into account under this section, the 
lesser amount is used to determine the 
amount of unrecaptured section 1250 
gain that remains to be taken into ac-
count. 

(d) Examples. In each example, the 
taxpayer, an individual whose taxable 
year is the calendar year, does not 
elect out of the installment method. 
The installment obligation bears ade-
quate stated interest, and the property 
sold is real property held in a trade or 
business that qualifies as both section 
1231 property and section 1250 property. 
In all taxable years, the taxpayer’s 
marginal tax rate on ordinary income 
is 28 percent. The following examples 
illustrate the rules of this section: 

Example 1. General rule. This example illus-
trates the rule of paragraph (a) of this sec-
tion as follows: 

(i) In 1999, A sells property for $10,000, to be 
paid in ten equal annual installments begin-
ning on December 1, 1999. A originally pur-
chased the property for $5000, held the prop-
erty for several years, and took straight-line 
depreciation deductions in the amount of 
$3000. In each of the years 1999–2008, A has no 
other capital or section 1231 gains or losses. 

(ii) A’s adjusted basis at the time of the 
sale is $2000. Of A’s $8000 of section 1231 gain 
on the sale of the property, $3000 is attrib-
utable to prior straight-line depreciation de-
ductions and is unrecaptured section 1250 
gain. The gain on each installment payment 
is $800. 

(iii) As illustrated in the table in this para-
graph (iii) of this Example 1., A takes into ac-
count the unrecaptured section 1250 gain 
first. Therefore, the gain on A’s first three 
payments, received in 1999, 2000, and 2001, is 
taxed at 25 percent. Of the $800 of gain on the 
fourth payment, received in 2002, $600 is 
taxed at 25 percent and the remaining $200 is 
taxed at 20 percent. The gain on A’s remain-
ing six installment payments is taxed at 20 
percent. The table is as follows: 
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1999 2000 2001 2002 2003 2004– 
2008 Total gain 

Installment gain ......................................... 800 800 800 800 800 4000 8000 
Taxed at 25% ............................................ 800 800 800 600 ................ ................ 3000 
Taxed at 20% ............................................ ................ ................ ................ 200 800 4000 5000 
Remaining to be taxed at 25% ................. 2200 1400 600 ................ ................ ................ ................

Example 2. Installment payments from sales 
prior to May 7, 1997. This example illustrates 
the rule of paragraph (b) of this section as 
follows: 

(i) The facts are the same as in Example 1 
except that A sold the property in 1994, re-
ceived the first of the ten annual installment 
payments on December 1, 1994, and had no 
other capital or section 1231 gains or losses 
in the years 1994–2003. 

(ii) As in Example 1, of A’s $8000 of gain on 
the sale of the property, $3000 was attrib-
utable to prior straight-line depreciation de-
ductions and is unrecaptured section 1250 
gain. 

(iii) As illustrated in the following table, 
A’s first three payments, in 1994, 1995, and 

1996, were received before May 7, 1997, and 
taxed at 28 percent. Under the rule described 
in paragraph (b) of this section, A deter-
mines the allocation of unrecaptured section 
1250 gain for each installment payment after 
May 6, 1997, by taking unrecaptured section 
1250 gain into account first, treating the gen-
eral rule of paragraph (a) of this section as 
having applied since the time the property 
was sold, in 1994. Consequently, of the $800 of 
gain on the fourth payment, received in 1997, 
$600 is taxed at 25 percent and the remaining 
$200 is taxed at 20 percent. The gain on A’s 
remaining six installment payments is taxed 
at 20 percent. The table is as follows: 

1994 1995 1996 1997 1998 1999- 
2003 

Total 
gain 

Installment gain ......................................... 800 800 800 800 800 4000 8000 
Taxed at 28% ............................................ 800 800 800 ................ ................ ................ 2400 
Taxed at 25% ............................................ ................ ................ ................ 600 ................ ................ 600 
Taxed at 20% ............................................ ................ ................ ................ 200 800 4000 5000 
Remaining to be taxed at 25% ................. 2200 1400 600 ................ ................ ................ ................

Example 3. Effect of section 1231(c) recapture. 
This example illustrates the rule of para-
graph (a) of this section when there are non- 
recaptured net section 1231 losses, as defined 
in section 1231(c)(2), from prior years as fol-
lows: 

(i) The facts are the same as in Example 1, 
except that in 1999 A has non-recaptured net 
section 1231 losses from the previous four 
years of $1000. 

(ii) As illustrated in the table in paragraph 
(iv) of this Example 3, in 1999, all of A’s $800 
installment gain is recaptured as ordinary 
income under section 1231(c). Under the rule 
described in paragraph (a) of this section, for 
purposes of determining the amount of 
unrecaptured section 1250 gain remaining to 
be taken into account, the $800 recaptured as 
ordinary income under section 1231(c) is 
treated as reducing unrecaptured section 

1250 gain, rather than adjusted net capital 
gain. Therefore, A has $2200 of unrecaptured 
section 1250 gain remaining to be taken into 
account. 

(iii) In the year 2000, A’s installment gain 
is taxed at two rates. First, $200 is recap-
tured as ordinary income under section 
1231(c). Second, the remaining $600 of gain on 
A’s year 2000 installment payment is taxed 
at 25 percent. Because the full $800 of gain re-
duces unrecaptured section 1250 gain, A has 
$1400 of unrecaptured section 1250 gain re-
maining to be taken into account. 

(iv) The gain on A’s installment payment 
received in 2001 is taxed at 25 percent. Of the 
$800 of gain on the fourth payment, received 
in 2002, $600 is taxed at 25 percent and the re-
maining $200 is taxed at 20 percent. The gain 
on A’s remaining six installment payments 
is taxed at 20 percent. The table is as follows: 

1999 2000 2001 2002 2003 2004- 
2008 

Total 
gain 

Installment gain ......................................... 800 800 800 800 800 4000 8000 
Taxed at ordinary rates under section 

1231(c) .................................................. 800 200 ................ ................ ................ ................ 1000 
Taxed at 25% ............................................ ................ 600 800 600 ................ ................ 2000 
Taxed at 20% ............................................ ................ ................ ................ 200 800 4000 5000 
Remaining non-recaptured net section 

1231 losses ........................................... 200 ................ ................ ................ ................ ................ ................

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00147 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



138 

26 CFR Ch. I (4–1–13 Edition) § 1.453A–0 

1999 2000 2001 2002 2003 2004- 
2008 

Total 
gain 

Remaining to be taxed at 25% ................. 2200 1400 600 ................ ................ ................ ................

Example 4. Effect of a net section 1231 loss. 
This example illustrates the application of 
paragraph (a) of this section when there is a 
net section 1231 loss as follows: 

(i) The facts are the same as in Example 1 
except that A has section 1231 losses of $1000 
in 1999. 

(ii) In 1999, A’s section 1231 installment 
gain of $800 does not exceed A’s section 1231 
losses of $1000. Therefore, A has a net section 
1231 loss of $200. As a result, under section 
1231(a) all of A’s section 1231 gains and losses 
are treated as ordinary gains and losses. As 
illustrated in the following table, A’s entire 
$800 of installment gain is ordinary gain. 
Under the rule described in paragraph (a) of 
this section, for purposes of determining the 
amount of unrecaptured section 1250 gain re-
maining to be taken into account, A’s $800 of 
ordinary section 1231 installment gain in 1999 
is treated as reducing unrecaptured section 
1250 gain. Therefore, A has $2200 of 
unrecaptured section 1250 gain remaining to 
be taken into account. 

(iii) In the year 2000, A has $800 of section 
1231 installment gain, resulting in a net sec-
tion 1231 gain of $800. A also has $200 of non- 
recaptured net section 1231 losses. The $800 
gain is taxed at two rates. First, $200 is taxed 
at ordinary rates under section 1231(c), re-
capturing the $200 net section 1231 loss sus-
tained in 1999. Second, the remaining $600 of 
gain on A’s year 2000 installment payment is 
taxed at 25 percent. As in Example 3, the $200 
of section 1231(c) gain is treated as reducing 
unrecaptured section 1250 gain, rather than 
adjusted net capital gain. Therefore, A has 
$1400 of unrecaptured section 1250 gain re-
maining to be taken into account. 

(iv) The gain on A’s installment payment 
received in 2001 is taxed at 25 percent, reduc-
ing the remaining unrecaptured section 1250 
gain to $600. Of the $800 of gain on the fourth 
payment, received in 2002, $600 is taxed at 25 
percent and the remaining $200 is taxed at 20 
percent. The gain on A’s remaining six in-
stallment payments is taxed at 20 percent. 
The table is as follows: 

1999 2000 2001 2002 2003 2004– 
2008 Total gain 

Installment gain ......................................... 800 800 800 800 800 4000 8000 
Ordinary gain under section 1231(a) ........ 800 ................ ................ ................ ................ ................ 800 
Taxed at ordinary rates under section 

1231(c) .................................................. ................ 200 ................ ................ ................ ................ 200 
Taxed at 25% ............................................ ................ 600 800 600 ................ ................ 2000 
Taxed at 20% ............................................ ................ ................ ................ 200 800 4000 5000 
Net section 1231 loss ............................... 200 ................ ................ ................ ................ ................ ................
Remaining to be taxed at 25% ................. 2200 1400 600 ................ ................ ................ ................

(e) Effective date. This section applies 
to installment payments properly 
taken into account after August 23, 
1999. 

[T.D. 8836, 64 FR 45875, Aug. 23, 1999] 
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(b) Time and manner of electing install-
ment method reporting. 

(1) Time for election. 
(2) Adoption of installation method. 
(3) Change to installment method. 
(4) Deemed elections. 
(c) Consent. 
(d) Cut-off method for amounts previously 

accrued. 
(e) Effective date. 

[T.D. 8270, 54 FR 46376, Nov. 3, 1989] 

§ 1.453A–1 Installment method of re-
porting income by dealers on per-
sonal property. 

(a) In general. A dealer (as defined in 
paragraph (c)(1) of this section) may 
elect to return the income from the 
sale of personal property on the install-
ment method if such sale is a sale on 
the installment plan (as defined in 
paragraphs (c)(3) and (d) of this sec-
tion). Under the installment method of 
accounting, a taxpayer may return as 
income from installment sales in any 
taxable year that proportion of the in-
stallment payments actually received 
in that year which the gross profit re-
alized or to be realized when the prop-
erty is paid for bears to the total con-
tract price. For this purpose, gross 
profit means sales less cost of goods 
sold. See paragraph (d) of this section 
for additional rules relating to the 
computation of income under the in-
stallment method of accounting. In ad-
dition, see § 1.453A–2 for rules treating 
revolving credit plans as installment 
plans for taxable years beginning on or 
before December 31, 1986. 

(b) Effect of security. A dealer may 
adopt (but is not required to do so) one 
of the following four ways of protecting 
against loss in case of default by the 
purchaser: 

(1) An agreement that title is to re-
main in the vendor until performance 
of the purchaser’s part of the trans-
action is completed; 

(2) A form of contract in which title 
is conveyed to the purchaser imme-
diately, but subject to a lien for the 
unpaid portion of the selling price; 

(3) A present transfer of title to the 
purchaser, who at the same time exe-
cutes a reconveyance in the form of a 
chattel mortgage to the vendor; or 

(4) A conveyance to a trustee pending 
performance of the contract and sub-
ject to its provisions. 

(c) Definitions of dealer, sale, and sale 
on the installment plan. For purposes of 
the regulations under section 453A— 

(1) The term ‘‘dealer’’ means a person 
who regularly sells or otherwise dis-
poses of personal property on the in-
stallment plan; 

(2) The term ‘‘sale’’ includes sales 
and other dispositions; and 

(3) Except as provided in paragraph 
(d)(2) of this section, the term ‘‘sale on 
the installment plan’’ means— 

(i) A sale of personal property by the 
taxpayer under any plan for the sale of 
personal property, which plan, by its 
terms and conditions, contemplates 
that each sale under the plan will be 
paid for in two or more payments; or 

(ii) A sale of personal property by the 
taxpayer under any plan for the sale of 
personal property— 

(A) Which plan, by its terms and con-
ditions, contemplates that such sale 
will be paid for in two or more pay-
ments; and 

(B) Which sale is in fact paid for in 
two or more payments. 

(d) Installment plans—(1) Traditional 
installment plans. A traditional install-
ment plan usually has the following 
characteristics: 

(i) The execution of a separate in-
stallment contract for each sale or dis-
position of personal property; and 

(ii) The retention by the dealer of 
some type of security interest in such 
property. 
Normally, a sale under a traditional in-
stallment plan meets the requirements 
of paragraph (c)(3)(i) of this section. 

(2) Revolving credit plans. Sales under 
a revolving credit plan (within the 
meaning of § 1.453A–2(c)(1))— 

(i) Are treated, for taxable years be-
ginning on or before December 31, 1986, 
as sales on the installment plan to the 
extent provided in § 1.453A–2, which 
provides for the application of the re-
quirements of paragraph (c)(3)(ii) of 
this section to sales under revolving 
credit plans; and 

(ii) Are not treated as sales on the in-
stallment plan for taxable years begin-
ning after December 31, 1986. 

(e) Installment income of dealers in per-
sonal property—(1) In general. The in-
come from sales on the installment 
plan of a dealer may be ascertained by 
treating as income that proportion of 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00149 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



140 

26 CFR Ch. I (4–1–13 Edition) § 1.453A–1 

the total payments received in the tax-
able year from sales on the installment 
plan (such payments being allocated to 
the year against the sales of which 
they apply) which the gross profit real-
ized or to be realized on the total sales 
on the installment plan made during 
each year bears to the total contract 
price of all such sales made during that 
respective year. However, if the dealer 
demonstrates to the satisfaction of the 
district director that income from 
sales on the installment plan is clearly 
reflected, the income from such sales 
may be ascertained by treating as in-
come that proportion of the total pay-
ments received in the taxable year 
from sales on the installment plan 
(such payments being allocated to the 
year against the sales of which they 
apply) which either: 

(i) The gross profit realized or to be 
realized on the total credit sales made 
during each year bears to the total 
contract price of all credit sales during 
that respective year, or 

(ii) The gross profit realized or to be 
realized on all sales made during each 
year bears to the total contract price 
of all sales made during that respective 
year. 
A dealer who desires to compute in-
come by the installment method shall 
maintain accounting records in such a 
manner as to enable an accurate com-
putation to be made by such method in 
accordance with the provisions of this 
section, section 446, and § 1.446–1. 

(2) Gross profit and total contract price. 
For purposes of paragraph (e)(1) of this 
section, in computing the gross profit 
realized or to be realized on the total 
sales on the installment plan, there 
shall be included in the total selling 
price and, thus, in the total contract 
price of all such sales. 

(i) The amount of carrying charges or 
interest which is determined at the 
time of each sale and is added to the 
established cash selling price of such 
property and is treated as part of the 
selling price for customer billing pur-
poses, and 

(ii) In the case of sales made in tax-
able years beginning on or after Janu-
ary 1, 1960, the amount of carrying 
charges or interest determined with re-
spect to such sales which are added 
contemporaneously with the sale on 

the books of account of the seller but 
are treated as periodic service charges 
for customer billing purposes. 

Any change in the amount of the car-
rying charges or interest in a year sub-
sequent to the sale will not affect the 
computation of the gross profit for the 
year of sale but will be taken into ac-
count at the time the carrying charges 
or interest are adjusted. The applica-
tion of this paragraph (e)(2) to carrying 
charges or interest described in para-
graph (e)(2)(ii) of this section may be 
illustrated by the following example: 

Example. X Corporation makes sales on the 
traditional installment plan. The customer’s 
order specifies that the total price consists 
of a cash price plus a ‘‘time price differen-
tial’’ of 11⁄2 percent per month on the out-
standing balance in the customer’s account, 
and the customer is billed in this manner. On 
its books and for purposes of reporting to 
stockholders, X Corporation consistently 
makes the following entries each month 
when it records its sales. A debit entry is 
make to accounts receivable (for the total 
price) and balancing credit entries are made 
to sales (for the established selling price) 
and to a reserve account for collection ex-
pense (for the amount of the time price dif-
ferential). In computing the gross profit real-
ized or to be realized on the total sales on 
the installment plan, the total selling price 
and, thus, the total contract price for pur-
poses of this paragraph (e) would, with re-
spect to sales made in taxable years begin-
ning on or after January 1, 1960, include the 
time price differential. 

(3) Carrying charges not included in 
total contract price. In the case of sales 
by dealers in personal property made 
during taxable years beginning after 
December 31, 1963, the income from 
which is returned on the installment 
method, if the carrying charges or in-
terest with respect to such sales is not 
included in the total contract price, 
payments received with respect to such 
sales shall be treated as applying first 
against such carrying charges or inter-
est. 

(f) Other accounting methods. If the 
vendor chooses as a matter of con-
sistent practice to return the income 
from installment sales on an accrual 
method (,) such a course is permissible. 

(g) Records. In adopting the install-
ment method of accounting the seller 
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must maintain such records as are nec-
essary to clearly reflect income in ac-
cordance with this section, section 446 
and § 1.446–1. 

(h) Effective date. This section applies 
for taxable years beginning after De-
cember 31, 1953, and ending after Au-
gust 16, 1954, but generally does not 
apply to sales made after December 31, 
1987, in taxable years ending after such 
date. For sales made after December 31, 
1987, sales made by a dealer in personal 
or real property shall not be treated as 
sales on the installment plan. (How-
ever, see section 453(l)(2) for exceptions 
to this rule.) 

[T.D. 8270, 54 FR 46377, Nov. 3, 1989] 

§ 1.453A–2 Treatment of revolving 
credit plans; taxable years begin-
ning on or before December 31, 
1986. 

(a) In general. If a dealer sells or oth-
erwise disposes of personal property 
under a revolving credit plan— 

(1) Such sales will be treated as sales 
on the installment plan to the extent 
provided in paragraph (c) of this sec-
tion; 

(2) Income from sales treated as sales 
on the installment plan under para-
graph (c) of this section may be re-
turned on the installment method; and 

(3) Income returned on the install-
ment method is computed in accord-
ance with § 1.453A–1, except that— 

(i) The gross profit on such sales is 
computed without regard to § 1.453A– 
1(e)(2); 

(ii) Under the circumstances de-
scribed in paragraph (c)(6)(vi) of this 
section, the taxpayer may, in com-
puting income for a taxable year, treat 
all such sales as sales made in such 
taxable year for purposes of applying 
the gross profit percentage; and 

(iii) The rule contained in § 1.453A– 
1(e)(3) is applied in accordance with 
paragraph (c)(6)(v) of this section. 

(b) Coordination with traditional in-
stallment plan. A dealer who makes 
sales of personal property under both a 
revolving credit plan and a traditional 
installment plan (1) may elect to re-
port only sales under the traditional 
installment plan on the installment 
method, (2) may elect to report only 
sales under the revolving credit plan on 
the installment method, or (3) may 

elect to report both sales under the re-
volving credit plan and the traditional 
installment plan on the installment 
method. 

(c) Revolving credit plans. (1) To the 
extent provided in this paragraph (c) 
sales under a revolving credit plan will 
be treated as sales on the installment 
plan. The term ‘‘revolving credit plan’’ 
includes cycle budget accounts, flexible 
budget accounts, continuous budget ac-
counts, and other similar plans or ar-
rangements for the sale of personal 
property under which the customer 
agrees to pay each billing-month (as 
defined in paragraph (c)(6)(iii) of this 
section) a part of the outstanding bal-
ance of the customer’s account. Sales 
under a revolving credit plan do not 
constitute sales on the installment 
plan merely by reason of the fact that 
the total debt at the end of a billing- 
month is paid in installments. The 
terms and conditions of a revolving 
credit plan do not contemplate that 
each sale under the plan will be paid 
for in two or more payments and thus 
do not meet the requirements of 
§ 1.453A–1(c)(3)(i). In addition, since 
under a revolving credit plan payments 
are not generally applied to liquidate 
any particular sale, and since the 
terms and conditions of such plan con-
template that account balances may be 
paid in full or in installments, it is 
generally impossible to determine that 
a particular sale under a revolving 
credit plan is to be or is in fact paid for 
in installments so as to meet the re-
quirements of § 1.453A–1 (c)(3)(ii). How-
ever, paragraphs (c) (2) and (3) of this 
section provides rules under which a 
certain percentage of charges under a 
revolving credit plan will be treated as 
sales on the installment plan. For pur-
poses of arriving at this percentage, 
these rules, in general, treat as sales 
on the plan those sales under a revolv-
ing installment credit plan: 

(i) Which are of the type which the 
terms and conditions of the plan con-
template will be paid for in two or 
more installments and 

(ii) Which are charged to accounts on 
which subsequent payments indicate 
that such sales are being paid for in 
two or more installments. 

(2)(i) The percentage of charges under 
a revolving credit plan which will be 
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treated as sales on the installment 
plan shall be computed by making an 
actual segregation of charges in a prob-
ability sample of the revolving credit 
accounts and by applying the rules 
contained in paragraph (c)(3) of this 
section to determine what percentage 
of charges in the sample is to be treat-
ed as sales on the installment plan. 
(See paragraph (c)(5) of this section for 
rules to be used if some of the sales 
under a revolving credit plan are non-
personal property sales (as defined in 
paragraph (c)(6)(iv) of this section).) 
Such segregation shall be made of 
charges which make up the balances in 
the sample accounts as of the end of 
each customer’s last billing-month 
ending within the taxable year. (See 
paragraph (c)(6)(v) of this section for 
rules to be used in determining which 
charges make up the balance of an ac-
count.) However, in making such seg-
regation, any account to which a sale 
is charged during the taxable year on 
which no payment is credited after the 
billing-month within which the sale is 
made (hereinafter called the ‘‘billing- 
month of sale’’) and on or before the 
end of the first billing-month ending in 
the taxpayer’s next taxable year shall 
be disregarded and not taken into ac-
count in the determination of what 
percentage of charges in the sample is 
to be treated as sales on the install-
ment plan. In order to obtain a prob-
ability sample, the accounts shall be 
selected in accordance with generally 
accepted probability sampling tech-
niques. The appropriateness of the 
sampling technique and the accuracy 
and reliability of the results obtained 
must, if requested, be demonstrated to 
the satisfaction of the district director. 
If the district director is not satisfied 
that the taxpayer’s sample is appro-
priate or that the results obtained are 
accurate and reliable, the taxpayer 
shall recompute the sample percentage 
or make appropriate adjustments to 
the original computations in a manner 
satisfactory to the district director. 
The taxpayer shall maintain records in 
sufficient detail to show the method of 
computing and applying the sample. 

(ii) For taxable years ending before 
January 31, 1964, a taxpayer who has 
reported for income tax purposes all or 
a portion of sales under a revolving 

credit plan as sales on the installment 
method may apply the percentage ob-
tained for the first taxable year ending 
on or after such date in determining 
the percentage of charges under a re-
volving credit plan for such prior tax-
able year (or years) which will be treat-
ed as sales on the installment plan. 
However, in computing the percentage 
to be applied in determining the per-
centage of charges under a revolving 
credit plan which will be treated as 
sales on the installment plan for such 
prior taxable year (or years), the rule 
stated in § 1.453A–1(e)(3) shall not 
apply. See paragraph (c)(6)(v) of this 
section for rules relating to the appli-
cation of payments to finance charges 
for such prior taxable years. 

(3) For the purpose of determining 
the percentage described in paragraph 
(c)(2) of this section, a charge under a 
revolving credit plan will be treated as 
a sale on the installment plan only if 
such charge is a sale (as defined in 
paragraph (c)(6) of this section) and 
meets the following requirements: 

(i) The sale must be of the type which 
the terms and conditions of the plan 
contemplate will be paid for in two or 
more installments. If the aggregate of 
sales charged during a billing-month to 
an account under a revolving credit 
plan exceeds the required monthly pay-
ment, then all sales during such bill-
ing-month shall be considered to be of 
the type which the terms and condi-
tions of such plan contemplate will be 
paid for in two or more installments. 
The required monthly payment shall be 
the amount of the payment which the 
terms and conditions of the revolving 
credit contract require the customer to 
make with respect to a billing-month. 
If the amount of such payment is not 
fixed at the date the contract is en-
tered into, but is dependent upon the 
balance of the account, then such 
amount shall be the amount that the 
customer is required to pay (but not in-
cluding any past-due payments) as 
shown on the statement either: 

(A) For the last billing-month ending 
within the taxpayer’s taxable year or 

(B) For the billing-month of sale, 
whichever method the taxpayer adopts 
for all accounts. A taxpayer shall not 
change such method of determining the 
required monthly payment based upon 
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the balance of the account without ob-
taining the consent of the district di-
rector. In any case where the required 
monthly payment is not set in accord-
ance with a consistent method used 
during the entire taxable year, the dis-
trict director may determine the re-
quired monthly payment in accordance 
with the method used during the major 
portion of such taxable year if the use 
of such method is necessary in order to 
reflect properly the income from sales 
under a revolving credit plan. The re-
quirements stated in this paragraph 
(c)(3)(i) may be illustrated by the fol-
lowing examples: 

Example 1. Under the terms of a revolving 
credit plan the required monthly payment to 
be made by customer A is $20. During the 
billing-month ending in December, sales ag-
gregating $80 are charged to customer A’s ac-
count, and during the next billing-month, 
ending in January, sales aggregating $19.95 
and finance charges of $.60 are charged to A’s 
account. Since the aggregate of sales 
charged to customer A’s account during the 
billing-month ending in December ($80) ex-
ceeds the required monthly payment ($20), 
the terms and conditions of the plan con-
template that the sales charged during such 
billing-month are of the type which will be 
paid for in two or more installments. Since 
the aggregate of sales charged to customer 
A’s account during the billing-month ending 
in January ($19.95) does not exceed the re-
quired monthly payment, the sales making 
up the aggregate of sales in such billing- 
month are not of the type which the terms 
and conditions of the plan contemplate will 
be paid for in two or more installments. 

Example 2. The terms of a revolving credit 
plan require a payment of 20 percent of the 
balance of the customer’s account as of the 
end of the billing-month for which the state-
ment is rendered. A customer makes pur-
chases aggregating $25 in the customer’s 
next to the last billing-month ending within 
the taxpayer’s taxable year, and the balance 
at the end of that month is $150. At the end 
of the customer’s last billing-month ending 
within the taxpayer’s taxable year, the bal-
ance of the account has decreased to $110. If 
the taxpayer determines the required month-
ly payment by reference to the payment re-
quired on the statement for the last billing- 
month ending within the taxable year and 
applies such method consistently to all ac-
counts, then the sales making up the $25 ag-
gregate of sales are of the type which the 
terms and conditions of the plan con-
template will be paid for in two or more in-
stallments. Although such aggregate was 
less than the $30 payment (20%×$150) required 
on the statement rendered for the billing- 

month of sales. It was more than the $22 
(20%×$110) that the customer was required to 
pay on the statement rendered for his last 
billing-month ending within the taxable 
year, and thus meets the requirements of 
this paragraph (c)(3)(i). If, however, the tax-
payer determines the required monthly pay-
ment by reference to the payment required 
on the statement for the billing-month of 
sale, then the sales making up the aggregate 
of sales during such billing-month do not 
meet the requirements of this paragraph 
(c)(3)(i) because such aggregate was less than 
the $30 payment required on the statement 
rendered for such month. 

(ii) The sale must be charged to an 
account on which the first payment 
after the billing-month of sale indi-
cates that the sale is being paid in in-
stallments. The first payment after the 
billing-month of sale indicates that the 
sale is being paid in installments if, 
and only if, such payment is an amount 
which is less than the balance of the 
account as of the close of the billing- 
month of sale. For purposes of this 
paragraph (c)(3)(ii), such balance shall 
be reduced by any return or allowance 
credited to the account after the close 
of the billing-month of sale and before 
the close of the billing-month within 
which the first payment after the bill-
ing-month of sale is credited to the ac-
count, unless the taxpayer dem-
onstrates that the return or allowance 
was attributable to a charge made in a 
month subsequent to the billing-month 
of sale. The requirements stated in this 
paragraph (c)(3)(ii) may be illustrated 
by the following examples, in which it 
is assumed that the taxpayer’s annual 
accounting period ends on January 31. 

Example 1. Customer A’s revolving credit 
account shows the following sales and pay-
ments: 

Month ending 

Aggre-
gate 

sales in 
month 

Pay-
ments 

Bal-
ance 

December 20 ........................... $150 0 $150 
January 20 ............................... 75 $30 195 
February 20 ............................. 0 195 0 

All sales made in the billing-month ending 
December 20 meet the requirements of this 
paragraph (c)(3)(ii) because the first payment 
on the account after such billing-month ($30) 
was less than the balance of the account as 
of the close of such billing-month ($150); and 
none of the sales made in the billing-month 
ending January 20 meets the requirements of 
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this paragraph (c)(3)(ii) because the balance 
of the account as of the end of such billing- 
month was liquidated in one payment. By 
application of the rules of paragraph (c)(6)(v) 
of this section, the balance in the account as 
of the last billing-month ending in the tax-
able year ($195) consists of $120 of the $150 of 
sales made in the billing-month ending De-
cember 20 and all of the $75 of sales made in 
the billing-month ending January 20. There-
fore, $120 of the account balance meets the 
requirements of this paragraph (c)(3)(ii) and 
$75 does not. 

Example 2. Customer B’s revolving credit 
account shows the following sales and pay-
ments: 

Month ending 

Aggre-
gate 

sales in 
month 

Pay-
ments 

Bal-
ance 

December 20 ........................... $ 50 0 $ 50 
January 20 ............................... 100 0 150 
February 20 ............................. 0 $50 100 

None of the sales made in the billing-month 
ending December 20 meets the requirements 
of this paragraph (c)(3)(ii) because the first 
payment credited to the account after such 
billing-month ($50) is not less than the bal-
ance of the account as of the close of such 
month ($50). All of the sales made in the bill-
ing-month ending January 20 meet the re-
quirements of this paragraph (c)(3)(ii) be-
cause the first payment after such billing- 
month ($50) is less than the balance of the 
account as of the close of such month ($150). 

Example 3. Customer C’s revolving credit 
account shows the following purchases and 
credits: 

Month ending Item Charges Credits Bal-
ance 

January 20 ........... Coat ......... $55 ............ ..........
Dress ....... 40 ............ ..........
Shirt ......... 5 ............ $100 

February 20 ......... Return ...... .............. $5 ..........
Payments .............. 95 0 

None of the sales made in the billing-month 
ending January 20 meets the requirements of 
this paragraph (c)(3)(ii) because the first 
payment credited to the account after such 
billing-month ($95) was equal to the balance 
of the account as of the end of such billing- 
month, $95. For this purpose, the balance of 
$100 is reduced by the $5 return which was 
credited to the account after the close of the 
billing-month of sale and before the close of 
the billing-month within which the first pay-
ment after the billing-month of sale is cred-
ited. 

(4) The provisions of paragraphs (c) 
(2) and (3) of this section may be illus-
trated by the following examples in 
which it is assumed that the taxpayer 
is a dealer whose annual accounting pe-
riod ends on January 31. 

Example 1. Customer A’s revolving credit 
ledger account shows the following: 

Month ending 
Aggregate 

sales in 
month 1 

Returns and 
allowances Payments Finance 

charges Balance 

January 20 .................................................................... $15.00 0 0 0 $15.00 
February 20 ................................................................... 0 0 0 $0.15 15.15 

1 Including sales of personal property and nonpersonal property sales. 

For purposes of the segregation provided for 
in paragraph (c)(2)(i) of this section, cus-
tomer A’s account will be disregarded and 
not taken into account in the determination 
of what percentage of charges in the sample 
is to be treated as sales on the installment 
plan because no payment was credited to 
that account after the billing-month of sale 
and on or before February 20. 

Example 2. This example is applicable with 
respect to sales made during taxable years 
beginning before January 1, 1964. Under the 
terms of corporation X’s revolving credit 
plan, payments are required in accordance 
with the following schedule: 

Required 
monthly 
payment 

Unpaid balance: 
0 to $99.99 .............................................. $20 
$100 to $199.99 ...................................... 40 
$200 to $299.99 ...................................... 60 

Customer B’s revolving credit ledger ac-
count for the period beginning on September 
21, 1963, and ending February 20, 1964, shows 
the following: 

Month ending 
Aggregate 

sales in 
month 1 

Returns and 
allowances Payments Finance 

charges Balances 

October 20 .................................................................... $55.00 0 0 0 $55.00 
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Month ending 
Aggregate 

sales in 
month 1 

Returns and 
allowances Payments Finance 

charges Balances 

November 20 ................................................................. 45.00 0 $20.00 $0.35 80.35 
December 20 ................................................................. 20.00 0 20.00 .60 80.95 
January 20 .................................................................... 26.00 $5.00 20.00 .61 82.56 
February 20 ................................................................... 0 10.00 72.56 0 0 

1 Including sales of personal property and nonpersonal property sales. 

The three $20 payments and the $5 return or 
allowance made in the billing-months ending 
in the taxable year are applied under the 
rules in paragraph (c)(6)(v) of this section to 
liquidate the earliest outstanding charges, 
first to the $55 aggregate of sales in the bill-
ing-month ending October 20 and next to $10 
of the aggregate of sales made in the billing- 
month ending November 20. Thus, the bal-
ance of the account as of the close of the 
billing-month ending January 20, $82.56, is 
made up as follows: 
Remainder of sales in billing-month ending Nov. 20 

($45¥$10) ............................................................. $35.00 
Finance charges for billing-month ending Nov. 20 ... 0.35 
Sales for billing-month ending Dec. 20 ..................... 20.00 
Finance charge for billing-month ending Dec. 20 ..... 0.60 
Sales for billing-month ending Jan. 20 ...................... 26.00 
Finance charge for billing-month ending Jan. 20 ...... 0.61 

Total ..................................................... 82.56 

The sales of $35 remaining from the aggre-
gate of sales for the billing-month ending 
November 20 meet the requirements of para-
graph (c)(3)(i) of this section because the ag-
gregate of sales charged during such billing- 
month ($45) exceeds the required monthly 
payment ($20), and such sales meet the re-
quirements of paragraph (c)(3)(ii) of this sec-
tion because the first payment after the bill-
ing-month of sale ($20) is an amount less 
than the balance of the account as of the 
close of such month ($80.35). Therefore, $35 of 
sales will be treated as sales on the install-
ment plan. The $20 aggregate of sales 
charged during the billing-month ending De-
cember 20 does not meet the requirements of 
paragraph (c)(3)(i) of this section because it 
is in an amount which does not exceed the 
required monthly payment ($20). (The fi-
nance charge of $0.60 added in the billing- 
month does not enter into the determination 
of the aggregate of sales for the month be-
cause the term ‘‘sales’’ (as defined in para-
graph (c)(6)(i) of this section does not include 
finance charges). The $26 aggregate of sales 
for the billing-month ending January 20 does 
not meet the requirements of paragraph 
(c)(3)(ii) of this section because the first pay-
ment after such billing-month ($72.56) was 
equal to the balance of the account as of the 
close of such billing-month ($72.56). For this 
purpose, the balance of $82.56 is reduced by 
the $10 return or allowance which was cred-
ited after the billing-month of sale and be-
fore February 20. Thus, of the $82.56 balance 
of B’s account as of the close of the last bill-

ing-month ending within corporation X’s 
taxable year, $35 will be treated as sales on 
the installment plan for purposes of deter-
mining the percentage provided for para-
graph (c)(2) of this section. 

Example 3. This example is applicable with 
respect to sales made during taxable years 
beginning after December 31, 1963. Assume 
the facts in Example 2, except that Customer 
B’s revolving credit ledger account is for the 
period beginning on September 21, 1964 and 
ending February 20, 1965. Since payments re-
ceived are first used to liquidate any out-
standing finance charges under the rule in 
paragraph (c)(6)(v) of this section, the $20 
payment in December liquidated the $0.35 fi-
nance charge accrued at the end of the No-
vember billing-month and the $20 payment in 
January liquidated the $0.60 finance charge 
accrued at the end of the December billing- 
month. The balance of the three $20 pay-
ments ($59.05) and the $5 return or allowance 
are applied (under the rules in paragraph 
(c)(6)(v) of this section) to liquidate the ear-
liest outstanding sales, first to the $55 aggre-
gate of sales in the billing-month ending Oc-
tober 20 and next to $9.05 of the aggregate of 
sales made in the billing-month ending No-
vember 20. Thus, the balance of the account 
as of the close of the billing-month ending 
January 20, $82.56, is made up as follows: 
Remainder of sales in billing-month ending Nov. 20 

($45-$9.05) ............................................................. $35.95 
Sales for billing-month ending Dec. 20 ..................... 20.00 
Sales for billing-month ending Jan. 20 ...................... 26.00 
Finance charge for billing-month ending Jan. 20 ...... 0.61 

Total ..................................................... 82.56 

The sales of $35.95 remaining from the aggre-
gate of sales for the billing-month ending 
November 20 meet the requirements of para-
graph (c)(3)(i) of this section because the ag-
gregate of sales charged during such billing- 
month ($45) exceeds the required monthly 
payment ($20), and such sales meet the re-
quirements of paragraph (c)(3)(ii) of this sec-
tion because the first payment after the bill-
ing-month of sale ($20) is an amount less 
than the balance of the account as of the 
close of such month ($80.35). Therefore, $35.95 
of sales will be treated as sales on the in-
stallment plan. The $20 aggregate of sales 
charged during the billing-month ending De-
cember 20 does not meet the requirements of 
paragraph (c)(3)(i) of this section because it 
is in an amount which does not exceed the 
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required monthly payment ($20). The $26 ag-
gregate of sales for the billing-month ending 
January 20 does not meet the requirements 
of paragraph (c)(3)(ii) of this section because 
the first payment after such billing-month 
($72.56) was equal to the balance of the ac-
count as of the close of such billing-month 
($72.56). For this purpose, the balance of 
$82.56 is reduced by the $10 return or allow-
ance which was credited after the billing- 
month of sale and before February 20. Thus, 
of the $82.56 balance of B’s account as of the 
close of the last billing-month ending within 
corporation X’s taxable year $35.95 will be 
treated as sales on the installment plan for 
purposes of determining the percentage pro-
vided for in paragraph (c)(2) of this section. 

(5) Sales under a revolving credit 
plan which are nonpersonal property 
sales (as defined in paragraph (c)(6)(iv) 
of this section) do not constitute sales 
on the installment plan. Therefore, the 
charges under a revolving credit plan 
must be reduced by the nonpersonal 
property sales, if any, under such plan, 
before application of the sample per-
centage as provided for in paragraph 
(c)(2)(i) of this section. The taxpayer 
may treat as the nonpersonal property 
sales under the plan for the taxable 
year an amount which bears the same 
ratio to the total sales under the re-
volving credit plan made in the taxable 
year as the total nonpersonal property 
sales made in such year bears to the 
total sales made in such year. 

(6) For purposes of this paragraph 
(c)— 

(i) The term ‘‘sales’’ includes sales of 
services, such as a charge for watch re-
pair, as well as sales of property, but 
does not include finance or service 
charges. 

(ii) The term ‘‘charges’’ includes 
sales of services and property as well as 
finance or service charges. 

(iii) A billing-month is that period of 
time for which a periodic statement of 
charges and credits is rendered to a 
customer. 

(iv) The term ‘‘nonpersonal property 
sales’’ means all sales which are not 
sales of personal property made by the 
taxpayer. Thus, sales of a department 
leased by the taxpayer to another are 
nonpersonal property sales. Likewise, 
charges for services rendered by the 
taxpayer are nonpersonal property 
sales unless such services are inci-
dental to and rendered contempora-
neously with the sale of personal prop-

erty, in which case such charges shall 
be considered as constituting part of 
the selling price of such property. 

(v) Except as otherwise provided in 
this paragraph (c)(6)(v), each payment 
received from a customer under a re-
volving credit plan before the close of 
the last billing-month ending in the 
taxable year shall be applied to liq-
uidate the earliest outstanding charges 
under such plan, notwithstanding any 
rule of law or contract provision to the 
contrary. For purposes of determining 
which charges remain in the balance of 
an account at the end of the last bill-
ing-month ending in the taxable year, 
the taxpayer may apply returns and al-
lowances which are credited before the 
close of the last billing-month ending 
in the taxable year either (A) to liq-
uidate or reduce the charge for the spe-
cific item so returned or for which an 
allowance is permitted, or (B) to liq-
uidate or reduce the earliest out-
standing charges. The method so se-
lected for applying returns and allow-
ances shall be followed on a consistent 
basis from year to year unless the dis-
trict director consents to a change. Ad-
ditionally, finance or service charges 
which are computed on the basis of the 
balance of the account at the end of 
the previous billing-month (usually re-
duced by payments during the current 
billing-month) are accrued at the end 
of the current billing-month and are 
therefore considered, for purposes of 
determining the earliest outstanding 
charges, as charged to the account 
after any sales made during the cur-
rent billing month. However, for pur-
poses of determining which charges re-
main in the balance of an account at 
the end of the last billing-month end-
ing in a taxable year which began after 
December 31, 1963, payments received 
during such year shall be applied first 
against any finance or service charges 
which were outstanding at the time 
such payment was received. The pre-
ceding sentence shall not apply with 
respect to a computation made for pur-
poses of applying the rule described in 
paragraph (c)(2)(ii) of this section. 

(vi) The taxpayer shall allocate those 
sales under a revolving credit plan 
which are treated as sales on the in-
stallment plan to the proper year of 
sale in order to apply the appropriate 
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gross profit percentage as provided for 
in § 1.453A–1(e). This allocation shall be 
made on the basis of the percentages of 
charges treated as sales on the install-
ment plan which are attributable to 
each taxable year as determined in the 
sample of accounts described in para-
graph (c)(2) of this section. However, if 
the taxpayer demonstrates to the satis-
faction of the district director that in-
come from sales on the installment 
plan is clearly reflected, all sales may 
be considered as being made in the tax-
able year for purposes of applying the 
gross profit percentage. 

(7) The provisions of this paragraph 
(c) may be illustrated by the following 
example: 

Example. Corporation X is a dealer and has 
elected to report on the installment method 
those sales under its revolving credit plan 
which may be treated as sales on the install-
ment plan. Corporation X’s taxable year ends 
on January 31, and the total balance of all 
its revolving credit accounts as of January 
31, 1964, is $2,000,000. The total sales made in 
the taxable year are $10,000,000 of which 
$500,000 are nonpersonal property sales. The 
gross profit percentage realized or to be real-
ized on all sales made in the taxable year is 
40 percent. The amount of the gross profit 
contained in the year-end balance of 
$2,000,000 which may be deferred to suc-
ceeding years is computed as follows: 

(i) In order to reduce the charges appearing 
in the year-end balance of revolving credit 
accounts receivable by the nonpersonal prop-
erty sales contained therein, corporation X 
determines the amount of such nonpersonal 
property sales under the method permitted 
in paragraph (c)(5) of this section. Corpora-
tion X first determines the ratio which total 
nonpersonal property sales made during the 
year ($500,000) bears to total sales made dur-
ing the year ($10,000,000), and then applies 
the percentage (5 percent) thus obtained to 
the year-end balance of revolving credit ac-
counts receivable ($2,000,000). The nonper-
sonal property sales thus determined 
($100,000) is subtracted from such year-end 
balance to obtain the charges under the re-
volving credit plan appearing in the year-end 
balance ($1,900,000) to which the sample per-
centage is to be applied. 

(ii) In accordance with generally accepted 
sampling techniques, the taxpayer selects a 
probability sample of all revolving credit ac-
counts having balances for billing-months 
ending in January 1964. The technique em-
ployed results in a random selection of ac-
counts with total balances of $100,000. 

(iii) Analysis of these sample accounts dis-
closes that of the $100,000 of balances, $10,000 
of balances are in accounts on which no pay-

ment was credited after a billing-month of 
sale and on or before the end of the first bill-
ing-month ending in the taxable year begin-
ning February 1, 1964. These balances are, 
therefore, disregarded and not taken into ac-
count in the determination of what percent-
age of sales in the sample is to be treated as 
sales on the installment plan. Of the remain-
ing $90,000 of balances, the taxpayer deter-
mines, by analyzing the ledger cards in the 
sample, that $63,000 of balances are composed 
of sales which meet the requirements of 
paragraphs (c)(3) (i) and (ii) of this section 
and are thus treated as sales on the install-
ment plan. The remaining $27,000 of balances 
either did not meet the requirements of 
paragraphs (c)(3) (i) and (ii) of this section or 
were not sales (as defined in paragraph 
(c)(6)(i) of this section). The percentage of 
charges in the sample treated as sales on the 
installment plan is, therefore, 70 percent 
($63,000 ÷ $90,000). 

(iv) The charges in the year-end balance 
which are to be treated as sales on the in-
stallment plan, $1,330,000, are computed by 
multiplying the charges to which the sample 
percentage is applied ($1,900,000) by the sam-
ple percentage (70 percent). 

(v) The deferred gross profit attributable 
to sales under the revolving credit plan for 
the taxable year, $532,000, is determined by 
multiplying the amount treated as sales on 
the installment plan ($1,330,000), by the gross 
profit percentage (40 percent). (Corporation 
X will be able to demonstrate to the satisfac-
tion of the district director that (A) since 
the gross profit percentage for all sales does 
not vary materially from the gross profit 
percentage for all sales made under the re-
volving credit plan, (B) since only an insub-
stantial amount of sales included in year-end 
account balances was made prior to the tax-
able year, and (C) since the prior year’s gross 
profit percentage does not vary materially 
from the gross profit percentage for the tax-
able year, income from sales on the install-
ment plan will be clearly reflected by apply-
ing the current year’s gross profit percent-
age for all sales under the revolving credit 
plan treated as sales on the installment 
plan.) 

(d) Effective date. This section applies 
for taxable years beginning after De-
cember 31, 1953, and ending after Au-
gust 16, 1954, but does not apply for any 
taxable year beginning after December 
31, 1986. For taxable years beginning 
after December 31, 1986, sales under a 
revolving credit plan shall not be treat-
ed as sales on the installment plan. 

[T.D. 8269, 54 FR 46375, Nov. 3, 1989] 
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§ 1.453A–3 Requirements for adoption 
of or change to installment method 
by dealers in personal property. 

(a) In general. A dealer (within the 
meaning of § 1.453A–1(c)(1)) may adopt 
or change to the installment method 
for a type or types of sales on the in-
stallment plan (within the meaning of 
§ 1.453A–1(c)(3) and (d)) in the manner 
prescribed in this section. This section 
applies only to dealers and only with 
respect to their sales on the install-
ment plan. 

(b) Time and manner of electing install-
ment method reporting—(1) Time for elec-
tion. An election to adopt or change to 
the installment method for a type or 
types of sales must be made on an in-
come tax return for the taxable year of 
the election, filed on or before the time 
specified (including extensions thereof) 
for filing such return. 

(2) Adoption of installment method. A 
taxpayer who adopts the installment 
method for the first taxable year in 
which sales are made on an installment 
plan of any kind must indicate in the 
income tax return for that taxable year 
that the installment method of ac-
counting is being adopted and specify 
the type or types of sales included 
within the election. If a taxpayer in 
the year of the initial election made 
only one type of sale on the install-
ment plan, but during a subsequent 
taxable year makes another type of 
sale on the installment plan and adopts 
the installment method for that other 
type of sale, the taxpayer must indi-
cate in the income tax return for the 
subsequent year that an election is 
being made to adopt the installment 
method of accounting for the addi-
tional type of sale. 

(3) Change to installment method. A 
taxpayer who changes to the install-
ment method for a particular type or 
types of sales on the installment plan 
in acordance with this section must, 
for each type of sale on the installment 
plan for which the installment method 
is to be used, attach a separate state-
ment to the income tax return for the 
taxable year with respect to which the 
change is made. Each statement must 
show the method of accounting used in 
computing taxable income before the 
change and the type of sale on the in-

stallment plan for which the install-
ment method is being elected. 

(4) Deemed elections. A dealer (includ-
ing a person who is a dealer as a result 
of the recharacterization of trans-
actions as sales) is deemed to have 
elected the installment method if the 
dealer treats a sale on the installment 
plan as a transaction other than a sale 
and fails to report the full amount of 
gain in the year of the sale. For exam-
ple, if a transaction treated by a dealer 
as a lease is recharacterized by the In-
ternal Revenue Service as a sale on the 
installment plan, the dealer will be 
deemed to have elected the installment 
method assuming the dealer failed to 
report the full amount of gain in the 
year of the transaction. 

(c) Consent. A dealer may adopt or 
change to the installment method for 
sales on the installment plan without 
the consent of the Commissioner. How-
ever, a dealer may not change from the 
installment method to the accrual 
method of accounting or to any other 
method of accounting without the con-
sent of the Commissioner. 

(d) Cut-off method for amounts pre-
viously accrued. An election to change 
to the installment method for a type of 
sale applies only with respect to sales 
made on or after the first day of the 
taxable year of change. Thus, pay-
ments received in the taxable year of 
the change, or in subsequent years, in 
respect of an installment obligation 
which arose in a taxable year prior to 
the taxable year of change are not 
taken into account on the installment 
method, but rather must be accounted 
for under the taxpayer’s method of ac-
counting in use in the prior year. 

(e) Effective date. This section applies 
to sales by dealers in taxable years 
ending after October 19, 1980, but gen-
erally does not apply to sales made 
after December 31, 1987. For sales made 
after December 31, 1987, sales by a deal-
er in personal or real property shall 
not be treated as sales on the install-
ment plan. (However, see section 
453(l)(2) for certain exceptions to this 
rule.) For rules relating to sales by 
dealers in taxable years ending before 
October 20, 1980, see 26 CFR 1.453–7 and 
1.453–8 (rev. as of April 1, 1987). 

[T.D. 8269, 54 FR 46375, Nov. 3, 1989] 
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§ 1.454–1 Obligations issued at dis-
count. 

(a) Certain non-interest-bearing obliga-
tions issued at discount—(1) Election to 
include increase in income currently. If a 
taxpayer owns— 

(i) A non-interest-bearing obligation 
issued at a discount and redeemable for 
fixed amounts increasing at stated in-
tervals (other than an obligation issued 
by a corporation after May 27, 1969, as 
to which ratable inclusion of original 
issue discount is required under section 
1232(a)(3)), or 

(ii) An obligation of the United 
States, other than a current income 
obligation, in which he retains his in-
vestment in a matured series E U.S. 
savings bond, or 

(iii) A nontransferable obligation 
(whether or not a current income obli-
gation) of the United States for which 
a series E U.S. savings bond was ex-
changed (whether or not at final matu-
rity) in an exchange upon which gain is 
not recognized because of section 
1037(a) (or so much of section 1031(b) as 
relates to section 1037), 
and if the increase, if any, in redemp-
tion price of such obligation described 
in subdivision (i), (ii), or (iii) of this 
subparagraph during the taxable year 
(as described in subparagraph (2) of this 
paragraph) does not constitute income 
for such year under the method of ac-
counting used in computing his taxable 
income, then the taxpayer may, at his 
election, treat the increase as consti-
tuting income for the year in which 
such increase occurs. If the election is 
not made and section 1037 (or so much 
of section 1031 as relates to section 
1037) does not apply, the taxpayer shall 
treat the increase as constituting in-
come for the year in which the obliga-
tion is redeemed or disposed of, or fi-
nally matures, whichever is earlier. 
Any such election must be made in the 
taxpayer’s return and may be made for 
any taxable year. If an election is made 
with respect to any such obligation de-
scribed in subdivision (i), (ii), or (iii) of 
this subparagraph, it shall apply also 
to all other obligations of the type de-
scribed in such subdivisions owned by 
the taxpayer at the beginning of the 
first taxable year to which the election 
applies, and to those thereafter ac-
quired by him, and shall be binding for 

the taxable year for which the return is 
filed and for all subsequent taxable 
years, unless the Commissioner per-
mits the taxpayer to change to a dif-
ferent method of reporting income 
from such obligations. See section 
446(e) and paragraph (e) of § 1.446–1, re-
lating to requirement respecting a 
change of accounting method. Al-
though the election once made is bind-
ing upon the taxpayer, it does not 
apply to a transferee of the taxpayer. 

(2) Amount of increase in case of non- 
interest-bearing obligations. In any case 
in which an election is made under sec-
tion 454, the amount which accrues in 
any taxable year to which the election 
applies is measured by the actual in-
crease in the redemption price occur-
ring in that year. This amount does not 
accrue ratably between the dates on 
which the redemption price changes. 
For example, if two dates on which the 
redemption price increases (February 1 
and August 1) fall within a taxable 
year and if the redemption price in-
creases in the amount of 50 cents on 
each such date, the amount accruing in 
that year would be $1 ($0.50 on Feb-
ruary 1 and $0.50 on August 1). If the 
taxpayer owns a non-interest-bearing 
obligation of the character described in 
subdivision (i), (ii), or (iii) of subpara-
graph (1) of this paragraph acquired 
prior to the first taxable year to which 
his election applies, he must also in-
clude in gross income for such first 
taxable year (i) the increase in the re-
demption price of such obligation oc-
curring between the date of acquisition 
of the obligation and the first day of 
such first taxable year and (ii), in a 
case where a series E bond was ex-
changed for such obligation, the in-
crease in the redemption price of such 
series E bond occurring between the 
date of acquisition of such series E 
bond and the date of the exchange. 

(3) Amount of increase in case of cur-
rent income obligations. If an election is 
made under section 454 and the tax-
payer owns, at the beginning of the 
first taxable year to which the election 
applies, a current income obligation of 
the character described in subpara-
graph (1)(iii) of this paragraph acquired 
prior to such taxable year, he must 
also include in gross income for such 
first taxable year the increase in the 
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redemption price of the series E bond 
which was surrendered to the United 
States in exchange for such current in-
come obligation; the amount of the in-
crease is that occurring between the 
date of acquisition of the series E bond 
and the date of the exchange. 

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

Example 1. Throughout the calendar year 
1954, a taxpayer who uses the cash receipts 
and disbursements method of accounting 
holds series E U.S. savings bonds having a 
maturity value of $5,000 and a redemption 
value at the beginning of the year 1954 of 
$4,050 and at the end of the year 1954 of $4,150. 
He purchased the bonds on January 1, 1949, 
for $3,750, and holds no other obligation of 
the type described in this section. If the tax-
payer exercises the election in his return for 
the calendar year 1954, he is required to in-
clude $400 in taxable income with respect to 
such bonds. Of this amount, $300 represents 
the increase in the redemption price before 
1954 and $100 represents the increase in the 
redemption price in 1954. The increases in re-
demption value occurring in subsequent tax-
able years are includible in gross income for 
such taxable years. 

Example 2. In 1958 B, a taxpayer who uses 
the cash receipts and disbursements method 
of accounting and the calendar year as his 
taxable year, purchased for $7,500 a series E 
United States savings bond with a face value 
of $10,000. In 1965, when the stated redemp-
tion value of the series E bond is $9,760, B 
surrenders it to the United States in ex-
change solely for a $10,000 series H U.S. cur-
rent income savings bond in an exchange 
qualifying under section 1037(a), after paying 
$240 additional consideration. On the ex-
change of the series E bond for the series H 
bond in 1965, B realizes a gain of $2,260 ($9,760 
less $7,500), none of which is recognized for 
that year by reason of section 1037(a). B re-
tains the series H bond and redeems it at ma-
turity in 1975 for $10,000, but in 1966 he exer-
cises the election under section 454(a) in his 
return for that year with respect to five se-
ries E bonds he purchased in 1960. B is re-
quired to include in gross income for 1966 the 
increase in redemption price occurring be-
fore 1966 and in 1966 with respect to the se-
ries E bonds purchased in 1960; he is also re-
quired to include in gross income for 1966 the 
$2,260 increase in redemption price of the se-
ries E bond which was exchanged in 1965 for 
the series H bond. 

(b) Short-term obligations issued on a 
discount basis. In the case of obligations 
of the United States or any of its pos-
sessions, or of a State, or Territory, or 
any political subdivision thereof, or of 

the District of Columbia, issued on a 
discount basis and payable without in-
terest at a fixed maturity date not ex-
ceeding one year from the date of issue, 
the amount of discount at which such 
obligation originally sold does not ac-
crue until the date on which such obli-
gation is redeemed, sold, or otherwise 
disposed of. This rule applies regardless 
of the method of accounting used by 
the taxpayer. For examples illustrating 
rules for computation of income from 
sale or other disposition of certain ob-
ligations of the type described in this 
paragraph, see section 1221 and the reg-
ulations thereunder. 

(c) Matured U.S. savings bonds—(1) In-
clusion of increase in income upon re-
demption or final maturity. If a taxpayer 
(other than a corporation) holds— 

(i) A matured series E U.S. savings 
bond, 

(ii) An obligation of the United 
States, other than a current income 
obligation, in which he retains his in-
vestment in a matured series E U.S. 
savings bond, or 

(iii) A nontransferable obligation 
(whether or not a current income obli-
gation) of the United States for which 
a series E U.S. savings bond was ex-
changed (whether or not at final matu-
rity) in an exchange upon which gain is 
not recognized because of section 
1037(a) (or so much of section 1031(b) as 
relates to section 1037(a)), 
the increase in redemption price of the 
series E bond in excess of the amount 
paid for such series E bond shall be in-
cluded in the gross income of such tax-
payer for the taxable year in which the 
obligation described in subdivision (i), 
(ii), or (iii) of this subparagraph is re-
deemed or disposed of, or finally ma-
tures, whichever is earlier, but only to 
the extent such increase has not pre-
viously been includible in the gross in-
come of such taxpayer or any other 
taxpayer. If such obligation is partially 
redeemed before final maturity, or par-
tially disposed of by being partially re-
issued to another owner, such increase 
in redemption price shall be included 
in the gross income of such taxpayer 
for such taxable year on a basis propor-
tional to the total denomination of ob-
ligations redeemed or disposed of. The 
provisions of section 454 (c) and of this 
subparagraph shall not apply in the 
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case of any taxable year for which the 
taxpayer’s taxable income is computed 
under an accrual method of accounting 
or for a taxable year for which an elec-
tion made by the taxpayer under sec-
tion 454(a) and paragraph (a) of this 
section applies. For rules respecting 
the character of the gain realized upon 
the disposition or redemption of an ob-
ligation described in subdivision (iii) of 
this subparagraph, see paragraph (b) of 
§ 1.1037–1. 

(2) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples, in which it is 
assumed that the taxpayer uses the 
cash receipts and disbursements meth-
od of accounting and the calendar year 
as his taxable year: 

Example 1. On June 1, 1941, A purchased for 
$375 a series E U.S. savings bond which was 
redeemable at maturity (10 years from issue 
date) for $500. At maturity of the bond, A ex-
ercised the option of retaining the matured 
series E bond for the 10-year extended matu-
rity period. On June 2, 1961, A redeemed the 
series E bond, at which time the stated re-
demption value was $674.60. A never elected 
under section 454(a) to include the annual in-
crease in redemption price in gross income 
currently. Under section 454(c), A is required 
to include $299.60 ($674.60 less $375) in gross 
income for 1961 by reason of his redemption 
of the bond. 

Example 2. The facts are the same as in Ex-
ample 2 in paragraph (a)(4) of this section. 
On redemption of the series H bond received 
in the exchange qualifying under section 
1037(a), B realizes a gain of $2,260, determined 
as provided in Example 5 in paragraph (b)(4) 
of § 1.1037–1. None of this amount is includ-
ible in B’s gross income for 1975, such 
amount having already been includible in his 
gross income for 1966 because of his election 
under section 454(a). 

Example 3. C, who had elected under section 
454(a) to include the annual increase in the 
redemption price of his non-interest-bearing 
obligations in gross income currently, owned 
a $1,000 series E U.S. savings bond, which was 
purchased on October 1, 1949, for $750, C died 
on February 1, 1955, when the redemption 
value of the bond was $820. The bond was im-
mediately reissued to D, his only heir, who 
has not made an election under section 
454(a). On January 15, 1960, when the redemp-
tion value of the bond is $1,000, D surrenders 
it to the United States in exchange solely for 
a $1,000 series H U.S. savings bond in an ex-
change qualifying under the provisions of 
section 1037(a). For 1960 D properly does not 
return any income from the exchange of 
bonds, although he returns the interest pay-
ments on the series H bond for the taxable 

years in which they are received. On Sep-
tember 1, 1964, prior to maturity of the series 
H bond, D redeems it for $1,000. For 1964, D 
must include $180 in gross income under sec-
tion 454(c) from the redemption of the series 
H bond, that is, the amount of the increase 
in the redemption price of the series E bond 
($1,000 less $820) occurring between February 
1, 1955, and January 15, 1960, the period dur-
ing which he owned the series E bond. 

[T.D. 6500, 25 FR 11719, Nov. 26, 1960, as 
amended by T.D. 6935, 32 FR 15820, Nov. 17, 
1967; T.D. 7154, 36 FR 24997, Dec. 28, 1971] 

§ 1.455–1 Treatment of prepaid sub-
scription income. 

Effective with respect to taxable 
years beginning after December 31, 
1957, section 455 permits certain tax-
payers to elect with respect to a trade 
or business in connection with which 
prepaid subscription income is re-
ceived, to include such income in gross 
income for the taxable years during 
which a liability exists to furnish or 
deliver a newspaper, magazine, or other 
periodical. If a taxpayer does not elect 
to treat prepaid subscription income 
under the provisions of section 455, 
such income is includible in gross in-
come for the taxable year in which re-
ceived by the taxpayer, unless under 
the method or practice of accounting 
used in computing taxable income such 
amount is to be properly accounted for 
as of a different period. 

[T.D. 6591, 27 FR 1798, Feb. 27, 1962] 

§ 1.455–2 Scope of election under sec-
tion 455. 

(a) If a taxpayer makes an election 
under section 455 and § 1.455–6 with re-
spect to a trade or business, all prepaid 
subscription income from such trade or 
business shall be included in gross in-
come for the taxable years during 
which the liability exists to furnish or 
deliver a newspaper, magazine, or other 
periodical. Such election shall be appli-
cable to all prepaid subscription in-
come received in connection with the 
trade or business for which the election 
is made; except that the taxpayer may 
further elect to include in gross income 
for the taxable year of receipt (as de-
scribed in section 455(d)(3) and para-
graph (c) of § 1.455–5) the entire amount 
of any prepaid subscription income if 
the liability from which it arose is to 
end within 12 months after the date of 
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receipt, hereinafter sometimes referred 
to as ‘‘within 12 months’’ election. 

(b) If the taxpayer is engaged in more 
than one trade or business in which a 
liability is incurred to furnish or de-
liver a newspaper, magazine, or other 
periodical, a separate election 455 with 
respect to each such trade or business. 
In addition, a taxpayer may make a 
separate ‘‘within 12 months’’ election 
for each separate trade or business for 
which it has made an election under 
section 455. 

(c) An election made under section 
455 shall be binding for the first taxable 
year for which the election is made and 
for all subsequent taxable years, unless 
the taxpayer secures the consent of the 
Commissioner to the revocation of 
such election. Thus, in any case where 
the taxpayer has elected a method pre-
scribed by section 455 for the inclusion 
of prepaid subscription income in gross 
income, such method of reporting in-
come may not be changed without the 
prior approval of the Commissioner. In 
order to secure the Commissioner’s 
consent to the revocation of such elec-
tion, an application must be filed with 
the Commissioner in accordance with 
section 446(e) and the regulations 
thereunder. For purposes of subtitle A 
of the Code, the computation of taxable 
income under an election made under 
section 455 shall be treated as a method 
of accounting. For adjustments re-
quired by changes in method of ac-
counting, see section 481 and the regu-
lations thereunder. 

(d) An election made under section 
455 shall not apply to any prepaid sub-
scription income received before the 
first taxable year to which the election 
applies. For example, Corporation M, 
which computes its taxable income 
under an accrual method of accounting 
and files its income tax returns on the 
calendar year basis, publishes a month-
ly magazine and customarily sells sub-
scriptions on a 3-year basis. In 1958 it 
received $135,000 of 3-year prepaid sub-
scription income for subscriptions be-
ginning during 1958, and in 1959 it re-
ceived $142,000 of prepaid subscription 
income for subscriptions beginning 
after December 31, 1958. In February 
1959 it elected, with the consent of the 
Commissioner, to report its prepaid 
subscription income under the provi-

sions of section 455 for the year 1959 
and subsequent taxable years. The 
$135,000 received in 1958 from prepaid 
subscriptions must be included in gross 
income in full in that year, and no part 
of such 1958 income shall be allocated 
to the years 1959, 1960, and 1961 during 
which M was under a liability to de-
liver its magazine. The $142,000 re-
ceived in 1959 from prepaid subscrip-
tions shall be allocated to the years 
1959, 1960, 1961, and 1962. 

(e) No election may be made under 
section 455 with respect to a trade or 
business if, in computing taxable in-
come, the cash receipts and disburse-
ments method of accounting is used 
with respect to such trade or business. 
However, if the taxpayer is on a ‘‘com-
bination’’ method of accounting under 
section 446(c)(4) and the regulations 
thereunder, it may elect the benefits of 
section 455 if it uses an accrual method 
of accounting for subscription income 

[T.D. 6591, 27 FR 1798, Feb. 27, 1962] 

§ 1.455–3 Method of allocation. 
(a) Prepaid subscription income to 

which section 455 applies shall be in-
cluded in gross income for the taxable 
years during which the liability to 
which the income relates is discharged 
or is deemed to be discharged on the 
basis of the taxpayer’s experience. 

(b) For purposes of determining the 
period or periods over which the liabil-
ity of the taxpayer extends, and for 
purposes of allocating prepaid subscrip-
tion income to such periods, the tax-
payer may aggregate similar trans-
actions during the taxable year in any 
reasonable manner, provided the meth-
od of aggregation and allocation is con-
sistently followed. 

[T.D. 6591, 27 FR 1798, Feb. 27, 1962] 

§ 1.455–4 Cessation of taxpayer’s liabil-
ity. 

(a) If a taxpayer has elected to apply 
the provisions of section 455 to a trade 
or business in connection with which 
prepaid subscription income is re-
ceived, and if its liability to furnish or 
deliver a newspaper, magazine, or other 
periodical ends for any reason, then so 
much of the prepaid subscription in-
come attributable to such liability as 
was not includible in its gross income 
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under section 455 for preceding taxable 
years shall be included in its gross in-
come for the taxable year in which 
such liability ends. A taxpayer’s liabil-
ity may end, for example, because of 
the cancellation of a subscription. See 
section 381(c)(4) and the regulations 
thereunder for the treatment of pre-
paid subscription income in a trans-
action to which section 381(a) applies. 

(b) If a taxpayer who has elected to 
apply the provisions of section 455 to a 
trade or business dies or ceases to 
exist, then so much of the prepaid sub-
scription income attributable to such 
trade or business which was not includ-
ible in its gross income under section 
455 for preceding taxable years shall be 
included in its gross income for the 
taxable year in which such death or 
cessation of existence occurs. See sec-
tion 381(c)(4) and the regulations there-
under for the treatment of prepaid sub-
scription income in a transaction to 
which section 381(a) applies. 

[T.D. 6591, 27 FR 1799, Feb. 27, 1962] 

§ 1.455–5 Definitions and other rules. 
(a) Prepaid subscription income. (1) The 

term ‘‘prepaid subscription income’’ 
means any amount includible in gross 
income which is received in connection 
with, and is directly attributable to, a 
liability of the taxpayer which extends 
beyond the close of the taxable year in 
which such amount is received and 
which is income from a newspaper, 
magazine, or other periodical. For ex-
ample where Corporation X, a pub-
lisher of newspapers, magazines, and 
other periodicals makes sales on a sub-
scription basis and the purchaser pays 
the subscription price in advance, pre-
paid subscription income would include 
the amounts actually received by X in 
connection with its liability to furnish 
or deliver the newspaper, magazine, or 
other periodical. 

(2) For purposes of section 455, pre-
paid subscription income does not in-
clude amounts received by a taxpayer 
in connection with sales of subscrip-
tions on a prepaid basis where such 
taxpayer does not have the liability to 
furnish or deliver a newspaper, maga-
zine, or other periodical. The provi-
sions of this subparagraph may be il-
lustrated by the following example. 
Corporation D has a contract with each 

of several large publishers which 
grants it the right to sell subscriptions 
to their periodicals. Corporation D col-
lects the subscription price from the 
subscribers, retains a portion thereof 
as its commission and remits the bal-
ance to the publishers. The amount re-
tained by Corporation D represents 
commissions on the sale of subscrip-
tions, and is not prepaid subscription 
income for purposes of section 455 since 
the commissions represent compensa-
tion for services rendered and are not 
directly attributable to a liability of 
Corporation D to furnish or deliver a 
newspaper, magazine, or other peri-
odical. 

(b) Liability. The term ‘‘liability’’ 
means a liability of the taxpayer to 
furnish or deliver a newspaper, maga-
zine, or other periodical. 

(c) Receipt of prepaid subscription in-
come. For purposes of section 455, pre-
paid subscription income shall be 
treated as received during the taxable 
year for which it is includible in gross 
income under section 451, relating to 
general rule for taxable year of inclu-
sion, without regard to section 455. 

(d) Treatment of prepaid subscription 
income under an established accounting 
method. Notwithstanding the provisions 
of section 455 and § 1.455–1, any tax-
payer who, for taxable years beginning 
before January 1, 1958, has reported 
prepaid subscription income for income 
tax purposes under an established and 
consistent method or practice of defer-
ring such income may continue to re-
port such income in accordance with 
such method or practice for all subse-
quent taxable years to which section 
455 applies without making an election 
under section 455. 

[T.D. 6591, 27 FR 1799, Feb. 27, 1962] 

§ 1.455–6 Time and manner of making 
election. 

(a) Election without consent. (1) A tax-
payer may, without consent, elect to 
treat prepaid subscription income of a 
trade or business under section 455 for 
the first taxable year— 

(i) Which begins after December 31, 
1957, and 

(ii) In which there is received prepaid 
subscription income from the trade or 
business for which the election is 
made. Such an election shall be made 
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not later than the time prescribed by 
law for filing the income tax return for 
such year (including extensions there-
of), and shall be made by means of a 
statement attached to such return. 

(2) The statement shall indicate that 
the taxpayer is electing to apply the 
provisions of section 455 to his trade or 
business, and shall contain the fol-
lowing information: 

(i) The name and a description of the 
taxpayer’s trade or business to which 
the election is to apply; 

(ii) The method of accounting used in 
such trade or business; 

(iii) The total amount of prepaid sub-
scription income from such trade or 
business for the taxable year; 

(iv) The period or periods over which 
the liability of the taxpayer to furnish 
or deliver a newspaper, magazine, or 
other periodical extends; 

(v) The amount of prepaid subscrip-
tion income applicable to each such pe-
riod; and 

(vi) A description of the method used 
in allocating the prepaid subscription 
income to each such period. 
In any case in which prepaid subscrip-
tion income is received from more than 
one trade or business, the statement 
shall set forth the required information 
with respect to each trade or business 
subject to the election. 

(3) See paragraph (c) of this section 
for additional information required to 
be submitted with the statement if the 
taxpayer also elects to include in gross 
income for the taxable year of receipt 
the entire amount of prepaid subscrip-
tion income attributable to a liability 
which is to end within 12 months after 
the date of receipt. 

(b) Election with consent. A taxpayer 
may, with the consent of the Commis-
sioner, elect at any time to apply the 
provisions of section 455 to any trade 
or business in which it receives prepaid 
subscription income. The request for 
such consent shall be in writing, signed 
by the taxpayer or its authorized rep-
resentative, and shall be addressed to 
the Commissioner of Internal Revenue, 
Attention: T:R:C, Washington, D.C. 
20224. The request must be filed on or 
before the later of the following dates: 

(1) 90 days after the beginning of the 
first taxable year to which the election 
is to apply or 

(2) May 28, 1962, and must contain the 
information described in paragraph 
(a)(2) of this section. 

See paragraph (c) of this section for ad-
ditional information required to be 
submitted with the request if the tax-
payer also elects to include in gross in-
come for the taxable year of receipt 
the entire amount of prepaid subscrip-
tion income attributable to a liability 
which is to end within 12 months after 
the date of receipt. 

(c) ‘‘Within 12 months’’ election. (1) A 
taxpayer who elects to apply the provi-
sions of section 455 to any trade or 
business may also elect to include in 
gross income for the taxable year of re-
ceipt (as described in section 455(d)(3) 
and paragraph (c) of § 1.455–5) the entire 
amount of any prepaid subscription in-
come from such trade or business if the 
liability from which it arose is to end 
within 12 months after the date of re-
ceipt. Any such election is binding for 
the first taxable year for which it is ef-
fective and for all subsequent taxable 
years, unless the taxpayer secures per-
mission from the Commissioner to 
treat such income differently. Applica-
tion to revoke or change a ‘‘within 12 
months’’ election shall be made in ac-
cordance with the provisions of section 
446(e) and the regulations thereunder. 

(2) The ‘‘within 12 months’’ election 
shall be made by including in the state-
ment required by paragraph (a) of this 
section or the request described in 
paragraph (b) of this section, whichever 
is applicable, a declaration that the 
taxpayer elects to include such income 
in gross income in the taxable year of 
receipt, and the amount of such in-
come. If the taxpayer is engaged in 
more than one trade or business for 
which the election under section 455 is 
made, it must include, in such state-
ment or request, a declaration for each 
trade or business for which it makes 
the ‘‘within 12 months’’ election. See 
also paragraph (e) of § 1.455–2. 

(3) If the taxpayer does not make the 
‘‘within 12 months’’ election for its 
trade or business at the time pre-
scribed for making the election to in-
clude prepaid subscription income in 
gross income for the taxable years dur-
ing which its liability to furnish or de-
liver a newspaper, magazine, or other 
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periodical exists for such trade or busi-
ness, but later wishes to make such 
election, it must apply for permission 
from the Commissioner. Such applica-
tion shall be made in accordance with 
the provisions of section 446(e) and the 
regulations thereunder. 

[T.D. 6591, 27 FR 1799, Feb. 27, 1962] 

§ 1.456–1 Treatment of prepaid dues 
income. 

Effective for taxable years beginning 
after December 31, 1960, a taxpayer 
which is a membership organization (as 
described in paragraph (c) of § 1.456–5) 
and which receives prepaid dues in-
come as described in paragraph (a) of 
§ 1.456–5 in connection with its trade or 
business of rendering services or mak-
ing available membership privileges 
may elect under section 456 to include 
such income in gross income ratably 
over the taxable years during which its 
liability (as described in paragraph (b) 
of § 1.456–5) to render such services or 
extend such privileges exists, if such li-
ability does not extend over a period of 
time in excess of 36 months. If the tax-
payer does not elect to treat prepaid 
dues income under section 456, or if 
such income may not be reported under 
section 456, as for example, where the 
income relates to a liability to render 
services or make available membership 
privileges which extends beyond 36 
months, then such income is includible 
in gross income for the taxable year in 
which it is received (as described in 
paragraph (d) of § 1.456–5). 

[T.D. 6937, 32 FR 16394, Nov. 30, 1967] 

§ 1.456–2 Scope of election under sec-
tion 456. 

(a) An election made under section 
456 and § 1.456–6, shall be applicable to 
all prepaid dues income received in 
connection with the trade or business 
for which the election is made. How-
ever, the taxpayer may further elect to 
include in gross income for the taxable 
year of receipt the entire amount of 
any prepaid dues income attributable 
to a liability extending beyond the 
close of the taxable year but ending 
within 12 months after the date of re-
ceipt, hereinafter referred to as the 
‘‘within 12 months’’ election. 

(b) If the taxpayer is engaged in more 
than one trade or business in connec-
tion with which prepaid dues income is 
received, a separate election may be 
made under section 456 with respect to 
each such trade or business. In addi-
tion, a taxpayer may make a separate 
‘‘within 12 months’’ election for each 
separate trade or business for which it 
has made an election under section 456. 

(c) A section 456 election and a 
‘‘within 12 months’’ election shall be 
binding for the first taxable year for 
which the election is made and for all 
subsequent taxable years, unless the 
taxpayer secures the consent of the 
Commissioner to the revocation of ei-
ther election. In order to secure the 
Commissioner’s consent to the revoca-
tion of the section 456 election or the 
‘‘within 12 months’’ election, an appli-
cation must be filed with the Commis-
sioner in accordance with section 446(e) 
and the regulations thereunder. How-
ever, an application for consent to re-
voke the section 456 election or the 
‘‘within 12 months’’ election in the 
case of all taxable years which end be-
fore November 30, 1967 must be filed on 
or before February 28, 1968. For pur-
poses of Subtitle A of the Code, the 
computation of taxable income under 
an election made under section 456 or 
under the ‘‘within 12 months’’ election 
shall be treated as a method of ac-
counting. For adjustments required by 
changes in method of accounting, see 
section 481 and the regulations there-
under. 

(d) Except as provided in section 
456(d) and § 1.456–7, an election made 
under section 456 shall not apply to any 
prepaid dues income received before 
the first taxable year to which the 
election applies. For example, Corpora-
tion X, a membership organization 
which files its income tax returns on a 
calendar year basis, customarily sells 
3-year memberships, payable in ad-
vance. In 1961 it received $160,000 of pre-
paid dues income for 3-year member-
ships beginning during 1961, and in 1962 
it received $185,000 of prepaid dues in-
come for 3-year memberships beginning 
on January 1, 1962. In March 1962 it 
elected, with the consent of the Com-
missioner, to report its prepaid dues in-
come under the provisions of section 
456 for the year 1962 and subsequent 
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taxable years. The $160,000 received in 
1961 from prepaid dues must be in-
cluded in gross income in full in that 
year, and except as provided in section 
456(d) and § 1.456–7, no part of such in-
come shall be allocated to the taxable 
years 1962, 1963, and 1964 during which 
X was under a liability to make avail-
able its membership privileges. The 
$185,000 received in 1962 from prepaid 
dues income shall be allocated to the 
years 1962, 1963, and 1964. 

(e) No election may be made under 
section 456 with respect to a trade or 
business if, in computing taxable in-
come, the cash receipts and disburse-
ments method (or a hybrid thereof) of 
accounting is used with respect to such 
trade or business, unless the combina-
tion of the section 456 election and the 
taxpayer’s hybrid method of account-
ing does not result in a material distor-
tion of income. 

[T.D. 6937, 32 FR 16394, Nov. 30, 1967; 32 FR 
17479, Dec. 6, 1967] 

§ 1.456–3 Method of allocation. 

(a) Prepaid dues income for which an 
election has been made under section 
456 shall be included in gross income 
over the period of time during which 
the liability to render services or make 
available membership privileges exists. 
The liability to render the services or 
make available the membership privi-
leges shall be deemed to exist ratably 
over the period of time such services 
are required to be rendered, or such 
membership privileges are required to 
be made available. Thus, the prepaid 
dues income shall be included in gross 
income ratably over the period of the 
membership contract. For example, 
Corporation X, a membership organiza-
tion, which files its income tax returns 
on a calendar year basis, elects, for its 
taxable year beginning January 1, 1961, 
to report its prepaid dues income in ac-
cordance with the provisions of section 
456. On March 31, 1961, it sells a 2-year 
membership for $48 payable in advance, 
the membership to extend from May 1, 
1961, to April 30, 1963. X shall include in 
its gross income for the taxable year 
1961 8⁄24 of the $48, or $16, and for the 
taxable year 1962 12⁄24 of the $48, or $24, 
and for the taxable year 1963 4⁄24 of the 
$48, or $8. 

(b) For purposes of determining the 
period or periods over which the liabil-
ity of the taxpayer exists, and for pur-
poses of allocating prepaid dues income 
to such periods, the taxpayer may ag-
gregate similar transactions during the 
taxable year in any reasonable manner, 
provided the method of aggregation 
and allocation is consistently followed. 

[T.D. 6937, 32 FR 16395, Nov. 30, 1967] 

§ 1.456–4 Cessation of liability or exist-
ence. 

(a) If a taxpayer has elected to apply 
the provisions of section 456 to a trade 
or business in connection with which 
prepaid dues income is received, and if 
the taxpayer’s liability to render serv-
ices or make available membership 
privileges ends for any reason, as for 
example, because of the cancellation of 
a membership then so much of the pre-
paid dues income attributable to such 
liability as was not includible in the 
taxpayer’s gross income under section 
456 for preceding taxable years shall be 
included in gross income for the tax-
able year in which such liability ends. 
This paragraph shall not apply to 
amounts includible in gross income 
under § 1.456–7. 

(b) If a taxpayer which has elected to 
apply the provisions of section 456 
ceases to exist, then the prepaid dues 
income which was not includible in 
gross income under section 456 for pre-
ceding taxable years shall be included 
in the taxpayer’s gross income for the 
taxable year in which such cessation of 
existence occurs. This paragraph shall 
not apply to amounts includible in 
gross income under § 1.456–7. 

(c) If a taxpayer is a party to a trans-
action to which section 381(a) applies 
and the taxpayer’s method of account-
ing with respect to prepaid dues in-
come is used by the acquiring corpora-
tion under the provisions of section 
381(c)(4), then neither the liability nor 
the existence of the taxpayer shall be 
deemed to have ended or ceased. In 
such cases see section 381(c)(4) and the 
regulations thereunder for the treat-
ment of the portion of prepaid dues in-
come which was not included in gross 
income under section 456 for preceding 
taxable years. 

[T.D. 6937, 32 FR 16395, Nov. 30, 1967] 
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§ 1.456–5 Definitions and other rules. 
(a) Prepaid dues income. (1) The term 

‘‘prepaid dues income’’ means any 
amount for membership dues includible 
in gross income which is received by a 
membership organization in connec-
tion with, and is directly attributable 
to, a liability of the taxpayer to render 
services or make available membership 
privileges over a period of time which 
extends beyond the close of the taxable 
year in which such amount is received. 

(2) For purposes of section 456, pre-
paid dues income does not include 
amounts received by a taxpayer in con-
nection with sales of memberships on a 
prepaid basis where the taxpayer does 
not have the liability to furnish the 
services or make available the mem-
bership privileges. For example, where 
a taxpayer has a contract with several 
membership organizations to sell mem-
berships in such organizations and re-
tains a portion of the amounts received 
from the sale of such memberships and 
remits the balance to the membership 
organizations, the amounts retained by 
such taxpayer represent commissions 
and do not constitute prepaid dues in-
come for purposes of section 456. 

(b) Liability. The term ‘‘liability’’ 
means a liability of the taxpayer to 
render services or make available 
membership privileges over a period of 
time which does not exceed 36 months. 
Thus, if during the taxable year a tax-
payer sells memberships for more than 
36 months and also memberships for 36 
months or less, section 456 does not 
apply to the income from the sale of 
memberships for more than 36 months. 
For the purpose of determining the du-
ration of a liability, a bona fide re-
newal of a membership shall not be 
considered to be a part of the existing 
membership. 

(c) Membership organization. (1) The 
term ‘‘membership organization’’ 
means a corporation, association, fed-
eration, or other similar organization 
meeting the following requirements: 

(i) It is organized without capital 
stock of any kind. 

(ii) Its charter, bylaws, or other writ-
ten agreement or contract expressly 
prohibits the distribution of any part 
of the net earnings directly or indi-
rectly, in money, property, or services, 
to any member, and 

(iii) No part of the net earnings of 
which is in fact distributed to any 
member either directly or indirectly, 
in money, property, or services. 

(2) For purposes of this paragraph an 
increase in services or reduction in 
dues to all members shall generally not 
be considered distributions of net earn-
ings. 

(3) If a corporation, association, fed-
eration, or other similar organization 
subsequent to the time it elects to re-
port its prepaid dues income in accord-
ance with the provisions of section 456, 
(i) issues any kind of capital stock ei-
ther to any member or nonmember, (ii) 
amends its charter, bylaws, or other 
written agreement or contract to per-
mit distributions of its net earnings to 
any member or, (iii) in fact, distributes 
any part of its net earnings either in 
money, property, or services to any 
member, then immediately after such 
event the organization shall not be 
considered a membership organization 
within the meaning of section 456(e)(3). 

(d) Receipt of prepaid dues income. For 
purposes of section 456, prepaid dues in-
come shall be treated as received dur-
ing the taxable year for which it is in-
cludible in gross income under section 
451, relating to the general rule for tax-
able year of inclusion, without regard 
to section 456. 

[T.D. 6937, 32 FR 16395, Nov. 30, 1967] 

§ 1.456–6 Time and manner of making 
election. 

(a) Election without consent. A tax-
payer may make an election under sec-
tion 456 without the consent of the 
Commissioner for the first taxable year 
beginning after December 31, 1960, in 
which it receives prepaid dues income 
in the trade or business for which such 
election is made. The election must be 
made not later than the time pre-
scribed by law for filing the income tax 
return for such year (including exten-
sions thereof). The election must be 
made by means of a statement at-
tached to such return. In addition, 
there should be attached a copy of a 
typical membership contract used by 
the organization and a copy of its char-
ter, bylaws, or other written agree-
ment or contract of organization or as-
sociation. The statement shall indicate 
that the taxpayer is electing to apply 
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the provisions of section 456 to the 
trade or business, and shall contain the 
following information: 

(1) The taxpayer’s name and a de-
scription of the trade or business to 
which the election is to apply. 

(2) The method of accounting used for 
prepaid dues income in the trade or 
business during the first taxable year 
for which the election is to be effective 
and during each of 3 preceding taxable 
years, and if there was a change in the 
method of accounting for prepaid dues 
income during such 3-year period, a de-
tailed explanation of such change in-
cluding the adjustments necessary to 
prevent duplications or omissions of in-
come. 

(3) Whether any type of deferral 
method for prepaid dues income has 
been used during any of the 3 taxable 
years preceding the first taxable year 
for which the election is effective. 
Where any type of such deferral meth-
od has been used during this period, an 
explanation of the method and a sched-
ule showing the amounts received in 
each such year and the amounts de-
ferred to each succeeding year. 

(4) A schedule with appropriate ex-
planations showing: 

(i) The total amount of prepaid dues 
income received in the trade or busi-
ness in the first taxable year for which 
the election is effective and the 
amount of such income to be included 
in each taxable year in accordance 
with the election, 

(ii) The total amount, if any, of pre-
payments of dues received in the first 
taxable year for which the election is 
effective which are directly attrib-
utable to a liability of the taxpayer to 
render services or make available 
membership privileges over a period of 
time in excess of 36 months, and 

(iii) The total amount, if any, of pre-
paid dues income received in the trade 
or business in— 

(a) The taxable year preceding the 
first taxable year for which the elec-
tion is effective if all memberships sold 
by the taxpayer are for periods of 1 
year or less, 

(b) Each of the 2 taxable years pre-
ceding the first taxable year for which 
the election is effective if any member-
ships are sold for periods in excess of 1 

year but none are sold for periods in 
excess of 2 years, or 

(c) Each of the 3 taxable years pre-
ceding the first taxable year for which 
the election is effective if any member-
ships are sold for periods in excess of 2 
years. 

In each case there shall be set forth the 
amount of such income which would 
have been includible in each taxable 
year had the election been effective for 
the years for which the information is 
required. 
In any case in which prepaid dues in-
come is received from more than one 
trade or business, the statement shall 
set forth separately the required infor-
mation with respect to each trade or 
business for which the election is 
made. See paragraph (c) of this section 
for additional information required to 
be submitted with the statement if the 
taxpayer also elects to include in gross 
income for the taxable year of receipt 
the entire amount of prepaid dues in-
come attributable to a liability which 
is to end within 12 months after the 
date of receipt. 

(b) Election with consent. A taxpayer 
may elect with the consent of the Com-
missioner, to apply the provisions of 
section 456 to any trade or business in 
which it receives prepaid dues income. 
The request for such consent shall be 
in writing, signed by the taxpayer or 
its authorized representative, and shall 
be addressed to the Commissioner of 
Internal Revenue, Washington, D.C. 
20224. The request must be filed on or 
before the later of the following dates: 

(1) 90 days after the beginning of the 
first taxable year to which the election 
is to apply, or 

(2) February 28, 1968 and should con-
tain the information described in para-
graph (a) of this section. 
See paragraph (c) of this section for ad-
ditional information required to be 
submitted with the request if the tax-
payer also elects to include in gross in-
come for the taxable year of receipt 
the entire amount of prepaid dues in-
come attributable to a liability which 
is to end within 12 months after the 
date of receipt. 

(c) ‘‘Within 12 months’’ election. (1) 
The ‘‘within 12 months’’ election shall 
be made by including in the statement 
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required by paragraph (a) of this sec-
tion or the request described in para-
graph (b) of this section, whichever is 
applicable, a declaration that the tax-
payer elects to include such income in 
gross income in the taxable year of re-
ceipt, and the amount of such income 
for each taxable year to which the elec-
tion is to apply which has ended prior 
to the time such statement or request 
is filed. If the taxpayer is engaged in 
more than one trade or business for 
which the election under section 456 is 
made, it must include, in such state-
ment or request, a declaration for each 
trade or business for which it wishes to 
make the ‘‘within 12 months’’ election. 

(2) If the taxpayer does not make the 
‘‘within 12 months’’ election for a trade 
or business at the time it makes the 
election under paragraph (a) or (b) of 
this section, but later wishes to make 
such election, it must apply for permis-
sion from the Commissioner. Such ap-
plication shall be made in accordance 
with the provisions of section 446(e). 

[T.D. 6937, 32 FR 16395, Nov. 30, 1967; 32 FR 
17479, Dec. 6, 1967] 

§ 1.456–7 Transitional rule. 
(a) Under section 456(d)(1), a taxpayer 

making an election under section 456 
shall include in its gross income for the 
first taxable year to which the election 
applies and for each of the 2 succeeding 
taxable years not only that portion of 
prepaid dues income which is includ-
ible in gross income for each such tax-
able year under section 456(a), but also 
an additional amount equal to that 
portion of the total prepaid dues in-
come received in each of the 3 taxable 
years preceding the first taxable year 
to which the election applies which 
would have been includible in gross in-
come for such first taxable year and 
such 2 succeeding taxable years had the 
election under section 456 been effec-
tive during such 3 preceding taxable 
years. In computing such additional 
amounts— 

(1) In the case of taxpayers who did 
not include in gross income for the tax-
able year preceding the first taxable 
year for which the election is effective, 
that portion of the prepaid dues income 
received in such year attributable to a 
liability which is to end within 12 
months after the date of receipt, no ef-

fect shall be given to a ‘‘within 12 
months’’ election made under para-
graph (c) of § 1.456–6, and 

(2) There shall be taken into account 
only prepaid dues income arising from 
a trade or business with respect to 
which an election is made under sec-
tion 456 and § 1.456–6. 
Section 481 and the regulations there-
under shall have no application to the 
additional amounts includible in gross 
income under section 456(d) and this 
section, but section 481 and the regula-
tions thereunder shall apply to prevent 
other amounts from being duplicated 
or omitted. 

(b) A taxpayer who makes an election 
with respect to prepaid dues income, 
and who includes in gross income for 
any taxable year to which the election 
applies an additional amount computed 
under section 456(d)(1) and paragraph 
(a) of this section, shall be permitted 
under section 456(d)(2) to deduct for 
such taxable year and for each of the 4 
succeeding taxable years an amount 
equal to one-fifth of such additional 
amount, but only to the extent that 
such additional amount was also in-
cluded in the taxpayer’s gross income 
for any of the 3 taxable years preceding 
the first taxable year to which such 
election applies. The taxpayer shall 
maintain books and records in suffi-
cient detail to enable the district di-
rector to determine upon audit that 
the additional amounts were included 
in the taxpayer’s gross income for any 
of the 3 taxable years preceding such 
first taxable year. If, however, the tax-
payer ceases to exist, as described in 
paragraph (b) of § 1.456–4, and there is 
included in gross income, under such 
paragraph, of the year of cessation the 
entire portion of prepaid dues income 
not previously includible in gross in-
come under section 456 for preceding 
taxable years (other than for amounts 
received prior to the first year for 
which an election was made), all the 
amounts not previously deducted under 
this paragraph shall be permitted as a 
deduction in the year of cessation of 
existence. 

(c) The provisions of this section may 
be illustrated by the following exam-
ple: 

Example. (1) Assume that X Corporation, a 
membership organization qualified to make 
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the election under section 456, elects to re-
port its prepaid dues income in accordance 
with the provisions of section 456 for its tax-
able year ending December 31, 1961. Assume 
further that X Corporation receives in the 
middle of each taxable year $3,000 of prepaid 

dues income in connection with a liability to 
render services over a 3-year period begin-
ning with the date of receipt. Under section 
456(a), X Corporation will report income re-
ceived in 1961 and subsequent years as fol-
lows: 

Year of receipt Total re-
ceipts 1961 1962 1963 1964 1965 1966 1967 1968 

1961 .................................... $3,000 $500 $1,000 $1,000 $500 .............. .............. .............. ..............
1962 .................................... 3,000 .............. 500 1,000 1,000 $500 .............. .............. ..............
1963 .................................... 3,000 .............. .............. 500 1,000 1,000 $500 .............. ..............
1964 .................................... 3,000 .............. .............. .............. 500 1,000 1,000 $500 ..............
1965 .................................... 3,000 .............. .............. .............. .............. 500 1,000 1,000 $500 
1966 .................................... 3,000 .............. .............. .............. .............. .............. 500 1,000 1,000 
1967 .................................... 3,000 .............. .............. .............. .............. .............. .............. 500 1,000 
1968 .................................... 3,000 .............. .............. .............. .............. .............. .............. .............. 500 

Total reportable under section 456(a) 500 1,500 2,500 3,000 3,000 3,000 3,000 3,000 

(2) Under section 456(d) (1), X Corporation 
must include in its gross income for the first 
taxable year to which the election applies 
and for each of the 2 succeeding taxable 
years, the amounts which would have been 

included in those years had the election been 
effective 3 years earlier. If the election had 
been effective in 1958, the following amounts 
received in 1958, 1959, and 1960 would have 
been reported in 1961 and subsequent years: 

Year of receipt Amount re-
ceived 

Years of including additional amounts 

1961 1962 1963 

1958 .............................................................................................................. $3,000 $500 .................. ..................
1959 .............................................................................................................. 3,000 1,000 $500 ..................
1960 .............................................................................................................. 3,000 1,000 1,000 $500 

Total additional amounts to be included under section 456(d)(1) 2,500 1,500 500 

(3) Having included the additional amounts 
as required by section 456(d)(1), and assuming 
such amounts were actually included in 
gross income in the 3 taxable years preceding 
the first taxable year for which the election 

is effective, X Corporation is entitled to de-
duct under section 456(d)(2) in the year of in-
clusion and in each of the succeeding 4 years 
an amount equal to one-fifth of the amounts 
included, as follows: 

Year of inclusion Amount 
Years of deduction 

1961 1962 1963 1964 1965 1966 1967 

1961 .................................................................... $2,500 $500 $500 $500 $500 $500 ............ ............
1962 .................................................................... 1,500 ............ 300 300 300 300 $300 ............
1963 .................................................................... 500 ............ ............ 100 100 100 100 $10 

Total amount deductible under section 
456(d)(2) ................................................... 500 800 900 900 900 400 100 

(4) The net result of the inclusions under 
section 456(d)(1) and the deductions under 

section 456(d)(2) may be summarized as fol-
lows: 

1961 1962 1963 1964 1965 1966 1967 1968 

Amount includible under section 456(a) ............... $500 $1,500 $2,500 $3,000 $3,000 $3,000 $3,000 $3,000 
Amount includible under section 456(d)(1) ........... 2,500 1,500 500 ............ ............ ............ ............ ............

Total ........................................................... 3,000 3,000 3,000 3,000 3,000 3,000 3,000 3,000 
Amount deductible under section 456(d)(2) ......... 500 800 900 900 900 400 100 ............

Net amount reportable under section 456 2,500 2,200 2,100 2,100 2,100 2,600 2,900 3,000 
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[T.D. 6937, 32 FR 16396, Nov. 30. 1967] 

§ 1.457–1 General overviews of section 
457. 

Section 457 provides rules for non-
qualified deferred compensation plans 
established by eligible employers as de-
fined under § 1.457–2(d). Eligible em-
ployers can establish either deferred 
compensation plans that are eligible 
plans and that meet the requirements 
of section 457(b) and §§ 1.457–3 through 
1.457–10, or deferred compensation 
plans or arrangements that do not 
meet the requirements of section 457(b) 
and §§ 1.457–3 through 1.457–10 and that 
are subject to tax treatment under sec-
tion 457(f) and § 1.457–11. 

[T.D. 9075, 68 FR 41234, July 11, 2003] 

§ 1.457–2 Definitions. 
This section sets forth the definitions 

that are used under §§ 1.457–1 through 
1.457–11. 

(a) Amount(s) deferred. Amount(s) de-
ferred means the total annual deferrals 
under an eligible plan in the current 
and prior years, adjusted for gain or 
loss. Except as provided at §§ 1.457– 
4(c)(1)(iii) and 1.457–6(a), amount(s) de-
ferred includes any rollover amount 
held by an eligible plan as provided 
under § 1.457–10(e). 

(b) Annual deferral(s)—(1) Annual de-
ferral(s) means, with respect to a tax-
able year, the amount of compensation 
deferred under an eligible plan, wheth-
er by salary reduction or by nonelec-
tive employer contribution. The 
amount of compensation deferred 
under an eligible plan is taken into ac-
count as an annual deferral in the tax-
able year of the participant in which 
deferred, or, if later, the year in which 
the amount of compensation deferred is 
no longer subject to a substantial risk 
of forfeiture. 

(2) If the amount of compensation de-
ferred under the plan during a taxable 
year is not subject to a substantial risk 
of forfeiture, the amount taken into 
account as an annual deferral is not ad-
justed to reflect gain or loss allocable 
to the compensation deferred. If, how-
ever, the amount of compensation de-
ferred under the plan during the tax-
able year is subject to a substantial 
risk of forfeiture, the amount of com-

pensation deferred that is taken into 
account as an annual deferral in the 
taxable year in which the substantial 
risk of forfeiture lapses must be ad-
justed to reflect gain or loss allocable 
to the compensation deferred until the 
substantial risk of forfeiture lapses. 

(3) If the eligible plan is a defined 
benefit plan within the meaning of sec-
tion 414(j), the annual deferral for a 
taxable year is the present value of the 
increase during the taxable year of the 
participant’s accrued benefit that is 
not subject to a substantial risk of for-
feiture (disregarding any such increase 
attributable to prior annual deferrals). 
For this purpose, present value must be 
determined using actuarial assump-
tions and methods that are reasonable 
(both individually and in the aggre-
gate), as determined by the Commis-
sioner. 

(4) For purposes solely of applying 
§ 1.457–4 to determine the maximum 
amount of the annual deferral for a 
participant for a taxable year under an 
eligible plan, the maximum amount is 
reduced by the amount of any deferral 
for the participant under a plan de-
scribed at paragraph (k)(4)(i) of this 
section (relating to certain plans in ex-
istence before January 1, 1987) as if 
that deferral were an annual deferral 
under another eligible plan of the em-
ployer. 

(c) Beneficiary. Beneficiary means a 
person who is entitled to benefits in re-
spect of a participant following the 
participant’s death or an alternate 
payee as described in § 1.457–10(c). 

(d) Catch-up. Catch-up amount or 
catch-up limitation for a participant 
for a taxable year means the annual de-
ferral permitted under section 414(v) 
(as described in § 1.457–4(c)(2)) or sec-
tion 457(b)(3) (as described in § 1.457– 
4(c)(3)) to the extent the amount of the 
annual deferral for the participant for 
the taxable year is permitted to exceed 
the plan ceiling applicable under sec-
tion 457(b)(2) (as described in § 1.457– 
4(c)(1)). 

(e) Eligible employer. Eligible employer 
means an entity that is a State that 
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establishes a plan or a tax-exempt enti-
ty that establishes a plan. The per-
formance of services as an independent 
contractor for a State or local govern-
ment or a tax-exempt entity is treated 
as the performance of services for an 
eligible employer. The term eligible em-
ployer does not include a church as de-
fined in section 3121(w)(3)(A), a quali-
fied church-controlled organization as 
defined in section 3121(w)(3)(B), or the 
Federal government or any agency or 
instrumentality thereof. Thus, for ex-
ample, a nursing home which is associ-
ated with a church, but which is not 
itself a church (as defined in section 
3121(w)(3)(A)) or a qualified church-con-
trolled organization as defined in sec-
tion 3121(w)(3)(B)), would be an eligible 
employer if it is a tax-exempt entity as 
defined in paragraph (m) of this sec-
tion. 

(f) Eligible plan. An eligible plan is a 
plan that meets the requirements of 
§§ 1.457–3 through 1.457–10 that is estab-
lished and maintained by an eligible 
employer. An eligible governmental plan 
is an eligible plan that is established 
and maintained by an eligible em-
ployer as defined in paragraph (l) of 
this section. An arrangement does not 
fail to constitute a single eligible gov-
ernmental plan merely because the ar-
rangement is funded through more 
than one trustee, custodian, or insur-
ance carrier. An eligible plan of a tax-ex-
empt entity is an eligible plan that is es-
tablished and maintained by an eligible 
employer as defined in paragraph (m) 
of this section. 

(g) Includible compensation. Includible 
compensation of a participant means, 
with respect to a taxable year, the par-
ticipant’s compensation, as defined in 
section 415(c)(3), for services performed 
for the eligible employer. The amount 
of includible compensation is deter-
mined without regard to any commu-
nity property laws. 

(h) Ineligible plan. Ineligible plan 
means a plan established and main-
tained by an eligible employer that is 
not maintained in accordance with 
§§ 1.457–3 through 1.457–10. A plan that 
is not established by an eligible em-
ployer as defined in paragraph (e) of 
this section is neither an eligible nor 
an ineligible plan. 

(i) Nonelective employer contribution. A 
nonelective employer contribution is a 
contribution made by an eligible em-
ployer for the participant with respect 
to which the participant does not have 
the choice to receive the contribution 
in cash or property. Solely for purposes 
of section 457 and §§ 1.457–2 through 
1.457–11, the term nonelective employer 
contribution includes employer con-
tributions that would be described in 
section 401(m) if they were contribu-
tions to a qualified plan. 

(j) Participant. Participant in an eligi-
ble plan means an individual who is 
currently deferring compensation, or 
who has previously deferred compensa-
tion under the plan by salary reduction 
or by nonelective employer contribu-
tion and who has not received a dis-
tribution of his or her entire benefit 
under the eligible plan. Only individ-
uals who perform services for the eligi-
ble employer, either as an employee or 
as an independent contractor, may 
defer compensation under the eligible 
plan. 

(k) Plan. Plan includes any agree-
ment or arrangement between an eligi-
ble employer and a participant or par-
ticipants (including an individual em-
ployment agreement) under which the 
payment of compensation is deferred 
(whether by salary reduction or by 
nonelective employer contribution). 
The following types of plans are not 
treated as agreements or arrangements 
under which compensation is deferred: 
a bona fide vacation leave, sick leave, 
compensatory time, severance pay, dis-
ability pay, or death benefit plan de-
scribed in section 457(e)(11)(A)(i) and 
any plan paying length of service 
awards to bona fide volunteers (and 
their beneficiaries) on account of quali-
fied services performed by such volun-
teers as described in section 
457(e)(11)(A)(ii). Further, the term plan 
does not include any of the following 
(and section 457 and §§ 1.457–2 through 
1.457–11 do not apply to any of the fol-
lowing)— 

(1) Any nonelective deferred com-
pensation under which all individuals 
(other than those who have not satis-
fied any applicable initial service re-
quirement) with the same relationship 
with the eligible employer are covered 
under the same plan with no individual 
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variations or options under the plan as 
described in section 457(e)(12), but only 
to the extent the compensation is at-
tributable to services performed as an 
independent contractor; 

(2) An agreement or arrangement de-
scribed in § 1.457–11(b); 

(3) Any plan satisfying the conditions 
in section 1107(c)(4) of the Tax Reform 
Act of 1986 (100 Stat. 2494) (TRA ’86) (re-
lating to certain plans for State 
judges); and 

(4) Any of the following plans or ar-
rangements (to which specific transi-
tional statutory exclusions apply)— 

(i) A plan or arrangement of a tax-ex-
empt entity in existence prior to Janu-
ary 1, 1987, if the conditions of section 
1107(c)(3)(B) of the TRA ’86, as amended 
by section 1011(e)(6) of the Technical 
and Miscellaneous Revenue Act of 1988 
(102 Stat. 3700) (TAMRA), are satisfied 
(see § 1.457–2(b)(4) for a special rule re-
garding such plan); 

(ii) A collectively bargained nonelec-
tive deferred compensation plan in ef-
fect on December 31, 1987, if the condi-
tions of section 6064(d)(2) of TAMRA 
are satisfied; 

(iii) Amounts described in section 
6064(d)(3) of TAMRA (relating to cer-
tain nonelective deferred compensation 
arrangements in effect before 1989); and 

(iv) Any plan satisfying the condi-
tions in section 1107(c)(4) or (5) of TRA 
’86 (relating to certain plans for certain 
individuals with respect to which the 
Service issued guidance before 1977). 

(l) State. State means a State (treat-
ing the District of Columbia as a State 
as provided under section 7701(a)(10)), a 
political subdivision of a State, and 
any agency or instrumentality of a 
State. 

(m) Tax-exempt entity. Tax-exempt en-
tity includes any organization exempt 
from tax under subtitle A of the Inter-
nal Revenue Code, except that a gov-
ernmental unit (including an inter-
national governmental organization) is 
not a tax-exempt entity. 

(n) Trust. Trust means a trust de-
scribed under section 457(g) and § 1.457– 
8. Custodial accounts and contracts de-
scribed in section 401(f) are treated as 
trusts under the rules described in 
§ 1.457–8(a)(2). 

[T.D. 9075, 68 FR 41234, July 11, 2003; 68 FR 
51446, Aug. 27, 2003] 

§ 1.457–3 General introduction to eligi-
ble plans. 

(a) Compliance in form and operation. 
An eligible plan is a written plan estab-
lished and maintained by an eligible 
employer that is maintained, in both 
form and operation, in accordance with 
the requirements of §§ 1.457–4 through 
1.457–10. An eligible plan must contain 
all the material terms and conditions 
for benefits under the plan. An eligible 
plan may contain certain optional fea-
tures not required for plan eligibility 
under section 457(b), such as distribu-
tions for unforeseeable emergencies, 
loans, plan-to-plan transfers, addi-
tional deferral elections, acceptance of 
rollovers to the plan, and distributions 
of smaller accounts to eligible partici-
pants. However, except as otherwise 
specifically provided in §§ 1.457–4 
through 1.457–10, if an eligible plan con-
tains any optional provisions, the op-
tional provisions must meet, in both 
form and operation, the relevant re-
quirements under section 457 and 
§§ 1.457–2 through 1.457–10. 

(b) Treatment as single plan. In any 
case in which multiple plans are used 
to avoid or evade the requirements of 
§§ 1.457–4 through 1.457–10, the Commis-
sioner may apply the rules under 
§§ 1.457–4 through 1.457–10 as if the plans 
were a single plan. See also § 1.457– 
4(c)(3)(v) (requiring an eligible em-
ployer to have no more than one nor-
mal retirement age for each partici-
pant under all of the eligible plans it 
sponsors), the second sentence of 
§ 1.457–4(e)(2) (treating deferrals under 
all eligible plans under which an indi-
vidual participates by virtue of his or 
her relationship with a single employer 
as a single plan for purposes of deter-
mining excess deferrals), and § 1.457–5 
(combining annual deferrals under all 
eligible plans). 

[T.D. 9075, 68 FR 41234, July 11, 2003] 

§ 1.457–4 Annual deferrals, deferral 
limitations, and deferral agree-
ments under eligible plans. 

(a) Taxation of annual deferrals. An-
nual deferrals that satisfy the require-
ments of paragraphs (b) and (c) of this 
section are excluded from the gross in-
come of a participant in the year de-
ferred or contributed and are not in-
cludible in gross income until paid to 
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the participant in the case of an eligi-
ble governmental plan, or until paid or 
otherwise made available to the partic-
ipant in the case of an eligible plan of 
a tax-exempt entity. See § 1.457–7. 

(b) Agreement for deferral. In order to 
be an eligible plan, the plan must pro-
vide that compensation may be de-
ferred for any calendar month by sal-
ary reduction only if an agreement pro-
viding for the deferral has been entered 
into before the first day of the month 
in which the compensation is paid or 
made available. A new employee may 
defer compensation payable in the cal-
endar month during which the partici-
pant first becomes an employee if an 
agreement providing for the deferral is 
entered into on or before the first day 
on which the participant performs 
services for the eligible employer. An 
eligible plan may provide that if a par-
ticipant enters into an agreement pro-
viding for deferral by salary reduction 
under the plan, the agreement will re-
main in effect until the participant re-
vokes or alters the terms of the agree-
ment. Nonelective employer contribu-
tions are treated as being made under 
an agreement entered into before the 
first day of the calendar month. 

(c) Maximum deferral limitations—(1) 
Basic annual limitation. (i) Except as de-
scribed in paragraphs (c)(2) and (3) of 
this section, in order to be an eligible 
plan, the plan must provide that the 
annual deferral amount for a taxable 
year (the plan ceiling) may not exceed 
the lesser of— 

(A) The applicable annual dollar 
amount specified in section 457(e)(15): 
$11,000 for 2002; $12,000 for 2003; $13,000 
for 2004; $14,000 for 2005; and $15,000 for 
2006 and thereafter. After 2006, the 
$15,000 amount is adjusted for cost-of- 
living in the manner described in para-
graph (c)(4) of this section; or 

(B) 100 percent of the participant’s 
includible compensation for the tax-
able year. 

(ii) The amount of annual deferrals 
permitted by the 100 percent of includ-
ible compensation limitation under 
paragraph (c)(1)(i)(B) of this section is 
determined under section 457(e)(5) and 
§ 1.457–2(g). 

(iii) For purposes of determining the 
plan ceiling under this paragraph (c), 
the annual deferral amount does not 

include any rollover amounts received 
by the eligible plan under § 1.457–10(e). 

(iv) The provisions of this paragraph 
(c)(1) are illustrated by the following 
examples: 

Example 1. (i) Facts. Participant A, who 
earns $14,000 a year, enters into a salary re-
duction agreement in 2006 with A’s eligible 
employer and elects to defer $13,000 of A’s 
compensation for that year. A is not eligible 
for the catch-up described in paragraph (c)(2) 
or (3) of this section, participates in no other 
retirement plan, and has no other income ex-
clusions taken into account in computing in-
cludible compensation. 

(ii) Conclusion. The annual deferral limit 
for A in 2006 is the lesser of $15,000 or 100 per-
cent of includible compensation, $14,000. A’s 
annual deferral of $13,000 is permitted under 
the plan because it is not in excess of $14,000 
and thus does not exceed 100 percent of A’s 
includible compensation. 

Example 2. (i) Facts. Assume the same facts 
as in Example 1, except that A’s eligible em-
ployer provides an immediately vested, 
matching employer contribution under the 
plan for participants who make salary reduc-
tion deferrals under A’s eligible plan. The 
matching contribution is equal to 100 per-
cent of elective contributions, but not in ex-
cess of 10 percent of compensation (in A’s 
case, $1,400). 

(ii) Conclusion. Participant A’s annual de-
ferral exceeds the limitations of this para-
graph (c)(1). A’s maximum deferral limita-
tion in 2006 is $14,000. A’s salary reduction 
deferral of $13,000 combined with A’s eligible 
employer’s nonelective employer contribu-
tion of $1,400 exceeds the basic annual limi-
tation of this paragraph (c)(1) because A’s 
annual deferrals total $14,400. A has an ex-
cess deferral for the taxable year of $400, the 
amount exceeding A’s permitted annual de-
ferral limitation. The $400 excess deferral is 
treated as described in paragraph (e) of this 
section. 

Example 3. (i) Facts. Beginning in year 2002, 
Eligible Employer X contributes $3,000 per 
year for five years to B’s eligible plan ac-
count. B’s interest in the account vests in 
2006. B has annual compensation of $50,000 in 
each of the five years 2002 through 2006. B is 
41 years old. B is not eligible for the catch- 
up described in paragraph (c)(2) or (3) of this 
section, participates in no other retirement 
plan, and has no other income exclusions 
taken into account in computing includible 
compensation. Adjusted for gain or loss, the 
value of B’s benefit when B’s interest in the 
account vests in 2006 is $17,000. 

(ii) Conclusion. Under this vesting schedule, 
$17,000 is taken into account as an annual de-
ferral in 2006. B’s annual deferrals under the 
plan are limited to a maximum of $15,000 in 
2006. Thus, the aggregate of the amounts de-
ferred, $17,000, is in excess of B’s maximum 
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deferral limitation by $2,000. The $2,000 is 
treated as an excess deferral described in 
paragraph (e) of this section. 

(2) Age 50 catch-up—(i) In general. In 
accordance with section 414(v) and the 
regulations thereunder, an eligible gov-
ernmental plan may provide for catch- 
up contributions for a participant who 
is age 50 by the end of the year, pro-
vided that such age 50 catch-up con-
tributions do not exceed the catch-up 
limit under section 414(v)(2) for the 
taxable year. The maximum amount of 
age 50 catch-up contributions for a tax-
able year under section 414(v) is as fol-
lows: $1,000 for 2002; $2,000 for 2003; 
$3,000 for 2004; $4,000 for 2005; and $5,000 
for 2006 and thereafter. After 2006, the 
$5,000 amount is adjusted for cost-of- 
living. For additional guidance, see 
regulations under section 414(v). 

(ii) Coordination with special section 
457 catch-up. In accordance with sec-
tions 414(v)(6)(C) and 457(e)(18), the age 
50 catch-up described in this paragraph 
(c)(2) does not apply for any taxable 
year for which a higher limitation ap-
plies under the special section 457 
catch-up under paragraph (c)(3) of this 
section. Thus, for purposes of this para-
graph (c)(2)(ii) and paragraph (c)(3) of 
this section, the special section 457 
catch-up under paragraph (c)(3) of this 
section applies for any taxable year if 
and only if the plan ceiling taking into 
account paragraph (c)(1) of this section 
and the special section 457 catch-up de-
scribed in paragraph (c)(3) of this sec-
tion (and disregarding the age 50 catch- 
up described in this paragraph (c)(2)) is 
larger than the plan ceiling taking into 
account paragraph (c)(1) of this section 
and the age 50 catch-up described in 
this paragraph (c)(2) (and disregarding 
the special section 457 catch-up de-
scribed in paragraph (c)(3) of this sec-
tion). Thus, if a plan so provides, a par-
ticipant who is eligible for the age 50 
catch-up for a year and for whom the 
year is also one of the participant’s 
last three taxable years ending before 
the participant attains normal retire-
ment age is eligible for the larger of— 

(A) The plan ceiling under paragraph 
(c)(1) of this section and the age 50 
catch-up described in this paragraph 
(c)(2) (and disregarding the special sec-
tion 457 catch-up described in para-
graph (c)(3) of this section) or 

(B) The plan ceiling under paragraph 
(c)(1) of this section and the special 
section 457 catch-up described in para-
graph (c)(3) of this section (and dis-
regarding the age 50 catch-up described 
in this paragraph (c)(2)). 

(iii) Examples. The provisions of this 
paragraph (c)(2) are illustrated by the 
following examples: 

Example 1. (i) Facts. Participant C, who is 
55, is eligible to participate in an eligible 
governmental plan in 2006. The plan provides 
a normal retirement age of 65. The plan pro-
vides limitations on annual deferrals up to 
the maximum permitted under paragraphs 
(c)(1) and (3) of this section and the age 50 
catch-up described in this paragraph (c)(2). 
For 2006, C will receive compensation of 
$40,000 from the eligible employer. C desires 
to defer the maximum amount possible in 
2006. The applicable basic dollar limit of 
paragraph (c)(1)(i)(A) of this section is $15,000 
for 2006 and the additional dollar amount 
permitted under the age 50 catch-up is $5,000 
for 2006. 

(ii) Conclusion. C is eligible for the age 50 
catch-up in 2006 because C is 55 in 2006. How-
ever, C is not eligible for the special section 
457 catch-up under paragraph (c)(3) of this 
section in 2006 because 2006 is not one of the 
last three taxable years ending before C at-
tains normal retirement age. Accordingly, 
the maximum that C may defer for 2006 is 
$20,000. 

Example 2. (i) Facts. The facts are the same 
as in Example 1, except that, in 2006, C will 
attain age 62. The maximum amount that C 
can elect under the special section 457 catch- 
up under paragraph (c)(3) of this section is 
$2,000 for 2006. 

(ii) Conclusion. The maximum that C may 
defer for 2006 is $20,000. This is the sum of the 
basic plan ceiling under paragraph (c)(1) of 
this section equal to $15,000 and the age 50 
catch-up equal to $5,000. The special section 
457 catch-up under paragraph (c)(3) of this 
section is not applicable since it provides a 
smaller plan ceiling. 

Example 3. (i) Facts. The facts are the same 
as in Example 2, except that the maximum 
additional amount that C can elect under the 
special section 457 catch-up under paragraph 
(c)(3) of this section is $7,000 for 2006. 

(ii) Conclusion. The maximum that C may 
defer for 2006 is $22,000. This is the sum of the 
basic plan ceiling under paragraph (c)(1) of 
this section equal to $15,000, plus the addi-
tional special section 457 catch-up under 
paragraph (c)(3) of this section equal to 
$7,000. The additional dollar amount per-
mitted under the age 50 catch-up is not ap-
plicable to C for 2006 because it provides a 
smaller plan ceiling. 
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(3) Special section 457 catch-up—(i) In 
general. Except as provided in para-
graph (c)(2)(ii) of this section, an eligi-
ble plan may provide that, for one or 
more of the participant’s last three 
taxable years ending before the partici-
pant attains normal retirement age, 
the plan ceiling is an amount not in ex-
cess of the lesser of— 

(A) Twice the dollar amount in effect 
under paragraph (c)(1)(i)(A) of this sec-
tion; or 

(B) The underutilized limitation de-
termined under paragraph (c)(3)(ii) of 
this section. 

(ii) Underutilized limitation. The un-
derutilized amount determined under 
this paragraph (c)(3)(ii) is the sum of— 

(A) The plan ceiling established 
under paragraph (c)(1) of this section 
for the taxable year; plus 

(B) The plan ceiling established 
under paragraph (c)(1) of this section 
(or under section 457(b)(2) for any year 
before the applicability date of this 
section) for any prior taxable year or 
years, less the amount of annual defer-
rals under the plan for such prior tax-
able year or years (disregarding any 
annual deferrals under the plan per-
mitted under the age 50 catch-up under 
paragraph (c)(2) of this section). 

(iii) Determining underutilized limita-
tion under paragraph (c)(3)(ii)(B) of this 
section. A prior taxable year is taken 
into account under paragraph 
(c)(3)(ii)(B) of this section only if it is 
a year beginning after December 31, 
1978, in which the participant was eligi-
ble to participate in the plan, and in 
which compensation deferred (if any) 
under the plan during the year was 
subject to a plan ceiling established 
under paragraph (c)(1) of this section. 
This paragraph (c)(3)(iii) is subject to 
the special rules in paragraph (c)(3)(iv) 
of this section. 

(iv) Special rules concerning applica-
tion of the coordination limit for years 
prior to 2002 for purposes of determining 
the underutilized limitation—(A) General 
rule. For purposes of determining the 
underutilized limitation for years prior 
to 2002, participants remain subject to 
the rules in effect prior to the repeal of 
the coordination limitation under sec-
tion 457(c)(2). Thus, the applicable 
basic annual limitation under para-
graph (c)(1) of this section and the spe-

cial section 457 catch-up under this 
paragraph (c)(3) for years in effect 
prior to 2002 are reduced, for purposes 
of determining a participant’s under-
utilized amount under a plan, by 
amounts excluded from the partici-
pant’s income for any prior taxable 
year by reason of a nonelective em-
ployer contribution, salary reduction 
or elective contribution under any 
other eligible section 457(b) plan, or a 
salary reduction or elective contribu-
tion under any 401(k) qualified cash or 
deferred arrangement, section 
402(h)(1)(B) simplified employee pen-
sion (SARSEP), section 403(b) annuity 
contract, and section 408(p) simple re-
tirement account, or under any plan 
for which a deduction is allowed be-
cause of a contribution to an organiza-
tion described in section 501(c)(18) (pre- 
2002 coordination plans). Similarly, in 
applying the section 457(b)(2)(B) limita-
tion for includible compensation for 
years prior to 2002, the limitation is 
331⁄3 percent of the participant’s com-
pensation includible in gross income. 

(B) Coordination limitation applied to 
participant. For purposes of deter-
mining the underutilized limitation for 
years prior to 2002, the coordination 
limitation applies to pre-2002 coordina-
tion plans of all employers for whom a 
participant has performed services, 
whether or not those are plans of the 
participant’s current eligible employer. 
Thus, for purposes of determining the 
amount excluded from a participant’s 
gross income in any prior taxable year 
under paragraph (c)(3)(ii)(B) of this sec-
tion, the participant’s annual deferrals 
under an eligible plan, and salary re-
duction or elective deferrals under all 
other pre-2002 coordination plans, must 
be determined on an aggregate basis. 
To the extent that the combined defer-
rals for years prior to 2002 exceeded the 
maximum deferral limitations, the 
amount is treated as an excess deferral 
under paragraph (e) of this section for 
those prior years. 

(C) Special rule where no annual defer-
rals under the eligible plan. A partici-
pant who, although eligible, did not 
defer any compensation under the eli-
gible plan in any year before 2002 is not 
subject to the coordinated deferral 
limit, even though the participant may 
have deferred compensation under one 
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of the other pre-2002 coordination 
plans. An individual is treated as not 
having deferred compensation under an 
eligible plan for a prior taxable year if 
all annual deferrals under the plan are 
distributed in accordance with para-
graph (e) of this section. Thus, to the 
extent that a participant participated 
solely in one or more of the other pre- 
2002 coordination plans during a prior 
taxable year (and not the eligible 
plan), the participant is not subject to 
the coordinated limitation for that 
prior taxable year. However, the par-
ticipant is treated as having deferred 
an amount in a prior taxable year, for 
purposes of determining the underuti-
lized limitation for that prior taxable 
year under this paragraph (c)(3)(iv)(C), 
to the extent of the participant’s ag-
gregate salary reduction contributions 
and elective deferrals under all pre-2002 
coordination plans up to the maximum 
deferral limitations in effect under sec-
tion 457(b) for that prior taxable year. 
To the extent an employer did not offer 
an eligible plan to an individual in a 
prior given year, no underutilized limi-
tation is available to the individual for 
that prior year, even if the employee 
subsequently becomes eligible to par-
ticipate in an eligible plan of the em-
ployer. 

(D) Examples. The provisions of this 
paragraph (c)(3)(iv) are illustrated by 
the following examples: 

Example 1. (i) Facts. In 2001 and in years 
prior to 2001, Participant D earned $50,000 a 
year and was eligible to participate in both 
an eligible plan and a section 401(k) plan. 
However, D had always participated only in 
the section 401(k) plan and had always de-
ferred the maximum amount possible. For 
each year before 2002, the maximum amount 
permitted under section 401(k) exceeded the 
limitation of paragraph (c)(3)(i) of this sec-
tion. In 2002, D is in the 3-year period prior 
to D’s attainment of the eligible plan’s nor-
mal retirement age of 65, and D now wants to 
participate in the eligible plan and make an-
nual deferrals of up to $30,000 under the 
plan’s special section 457 catch-up provi-
sions. 

(ii) Conclusion. Participant D is treated as 
having no underutilized amount under para-
graph (c)(3)(ii)(B) of this section for 2002 for 
purposes of the catch-up limitation under 
section 457(b)(3) and paragraph (c)(3) of this 
section because, in each of the years before 
2002, D has deferred an amount equal to or in 
excess of the limitation of paragraph (c)(3)(i) 

of this section under all of D’s coordinated 
plans. 

Example 2. (i) Facts. Assume the same facts 
as in Example 1, except that D only deferred 
$2,500 per year under the section 401(k) plan 
for one year before 2002. 

(ii) Conclusion. D is treated as having an 
underutilized amount under paragraph 
(c)(3)(ii)(B) of this section for 2002 for pur-
poses of the special section 457 catch-up limi-
tation. This is because D has deferred an 
amount for prior years that is less than the 
limitation of paragraph (c)(1)(i) of this sec-
tion under all of D’s coordinated plans. 

Example 3. (i) Facts. Participant E, who 
earned $15,000 for 2000, entered into a salary 
reduction agreement in 2000 with E’s eligible 
employer and elected to defer $3,000 for that 
year under E’s eligible plan. For 2000, E’s eli-
gible employer provided an immediately 
vested, matching employer contribution 
under the plan for participants who make 
salary reduction deferrals under E’s eligible 
plan. The matching contribution was equal 
to 67 percent of elective contributions, but 
not in excess of 10 percent of compensation 
before salary reduction deferrals (in E’s case, 
$1,000). For 2000, E was not eligible for any 
catch-up contribution, participated in no 
other retirement plan, and had no other in-
come exclusions taken into account in com-
puting taxable compensation. 

(ii) Conclusion. Participant E’s annual de-
ferral equaled the maximum limitation of 
section 457(b) for 2000. E’s maximum deferral 
limitation in 2000 was $4,000 because E’s in-
cludible compensation was $12,000 ($15,000 
minus the deferral of $3,000) and the applica-
ble limitation for 2000 was one third of the 
individual’s includible compensation (one- 
third of $12,000 equals $4,000). E’s salary re-
duction deferral of $3,000 combined with E’s 
eligible employer’s matching contribution of 
$1,000 equals the limitation of section 457(b) 
for 2000 because E’s annual deferrals totaled 
$4,000. E’s underutilized amount for 2000 is 
zero. 

(v) Normal retirement age—(A) General 
rule. For purposes of the special section 
457 catch-up in this paragraph (c)(3), a 
plan must specify the normal retire-
ment age under the plan. A plan may 
define normal retirement age as any 
age that is on or after the earlier of age 
65 or the age at which participants 
have the right to retire and receive, 
under the basic defined benefit pension 
plan of the State or tax-exempt entity 
(or a money purchase pension plan in 
which the participant also participates 
if the participant is not eligible to par-
ticipate in a defined benefit plan), im-
mediate retirement benefits without 
actuarial or similar reduction because 
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of retirement before some later speci-
fied age, and that is not later than age 
701⁄2. Alternatively, a plan may provide 
that a participant is allowed to des-
ignate a normal retirement age within 
these ages. For purposes of the special 
section 457 catch-up in this paragraph 
(c)(3), an entity sponsoring more than 
one eligible plan may not permit a par-
ticipant to have more than one normal 
retirement age under the eligible plans 
it sponsors. 

(B) Special rule for eligible plans of 
qualified police or firefighters. An eligi-
ble plan with participants that include 
qualified police or firefighters as de-
fined under section 415(b)(2)(H)(ii)(I) 
may designate a normal retirement age 
for such qualified police or firefighters 
that is earlier than the earliest normal 
retirement age designated under the 
general rule of paragraph (c)(3)(i)(A) of 
this section, but in no event may the 
normal retirement age be earlier than 
age 40. Alternatively, a plan may allow 
a qualified police or firefighter partici-
pant to designate a normal retirement 
age that is between age 40 and age 701⁄2. 

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

Example 1. (i) Facts. Participant F, who will 
turn 61 on April 1, 2006, becomes eligible to 
participate in an eligible plan on January 1, 
2006. The plan provides a normal retirement 
age of 65. The plan provides limitations on 
annual deferrals up to the maximum per-
mitted under paragraphs (c)(1) through (3) of 
this section. For 2006, F will receive com-
pensation of $40,000 from the eligible em-
ployer. F desires to defer the maximum 
amount possible in 2006. The applicable basic 
dollar limit of paragraph (c)(1)(i)(A) of this 
section is $15,000 for 2006 and the additional 
dollar amount permitted under the age 50 
catch-up in paragraph (c)(2) of this section 
for an individual who is at least age 50 is 
$5,000 for 2006. 

(ii) Conclusion. F is not eligible for the spe-
cial section 457 catch-up under paragraph 
(c)(3) of this section in 2006 because 2006 is 
not one of the last three taxable years end-
ing before F attains normal retirement age. 
Accordingly, the maximum that F may defer 
for 2006 is $20,000. See also paragraph 
(c)(2)(iii) Example 1 of this section. 

Example 2. (i) Facts. The facts are the same 
as in Example 1 except that, in 2006, F elects 
to defer only $2,000 under the plan (rather 
than the maximum permitted amount of 
$20,000). In addition, assume that the applica-
ble basic dollar limit of paragraph (c)(1)(i)(A) 

of this section continues to be $15,000 for 2007 
and the additional dollar amount permitted 
under the age 50 catch-up in paragraph (c)(2) 
of this section for an individual who is at 
least age 50 continues to be $5,000 for 2007. In 
F’s taxable year 2007, which is one of the last 
three taxable years ending before F attains 
the plan’s normal retirement age of 65, F 
again receives a salary of $40,000 and elects 
to defer the maximum amount permissible 
under the plan’s catch-up provisions pre-
scribed under paragraph (c) of this section. 

(ii) Conclusion. For 2007, which is one of the 
last three taxable years ending before F at-
tains the plan’s normal retirement age of 65, 
the applicable limit on deferrals for F is the 
larger of the amount under the special sec-
tion 457 catch-up or $20,000, which is the 
basic annual limitation ($15,000) and the age 
50 catch-up limit of section 414(v) ($5,000). 
For 2007, F’s special section 457 catch-up 
amount is the lesser of two times the basic 
annual limitation ($30,000) or the sum of the 
basic annual limitation ($15,000) plus the 
$13,000 underutilized limitation under para-
graph (c)(3)(ii) of this section (the $15,000 
plan ceiling in 2006, minus the $2,000 contrib-
uted for F in 2006), or $28,000. Thus, the max-
imum amount that F may defer in 2007 is 
$28,000. 

Example 3. (i) Facts. The facts are the same 
as in Examples 1 and 2, except that F does not 
make any contributions to the plan before 
2010. In addition, assume that the applicable 
basic dollar limitation of paragraph 
(c)(1)(i)(A) of this section continues to be 
$15,000 for 2010 and the additional dollar 
amount permitted under the age 50 catch-up 
in paragraph (c)(2) of this section for an indi-
vidual who is at least age 50 continues to be 
$5,000 for 2010. In F’s taxable year 2010, the 
year in which F attains age 65 (which is the 
normal retirement age under the plan), F de-
sires to defer the maximum amount possible 
under the plan. F’s compensation for 2010 is 
again $40,000. 

(ii) Conclusion. For 2010, the maximum 
amount that F may defer is $20,000. The spe-
cial section 457 catch-up provisions under 
paragraph (c)(3) of this section are not appli-
cable because 2010 is not a taxable year end-
ing before the year in which F attains nor-
mal retirement age. 

(4) Cost-of-living adjustment. For years 
beginning after December 31, 2006, the 
$15,000 dollar limitation in paragraph 
(c)(1)(i)(A) of this section will be ad-
justed to take into account increases 
in the cost-of-living. The adjustment in 
the dollar limitation is made at the 
same time and in the same manner as 
under section 415(d) (relating to quali-
fied plans under section 401(a)), except 
that the base period is the calendar 
quarter beginning July 1, 2005 and any 
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increase which is not a multiple of $500 
will be rounded to the next lowest mul-
tiple of $500. 

(d) Deferrals after severance from em-
ployment, including sick, vacation, and 
back pay under an eligible plan—(1) In 
general. An eligible plan may provide 
that a participant who has not had a 
severance from employment may elect 
to defer accumulated sick pay, accu-
mulated vacation pay, and back pay 
under an eligible plan if the require-
ments of section 457(b) are satisfied. 
For example, the plan must provide, in 
accordance with paragraph (b) of this 
section, that these amounts may be de-
ferred for any calendar month only if 
an agreement providing for the deferral 
is entered into before the beginning of 
the month in which the amounts would 
otherwise be paid or made available 
and the participant is an employee on 
the date the amounts would otherwise 
be paid or made available. For purposes 
of section 457, compensation that 
would otherwise be paid for a payroll 
period that begins before severance 
from employment is treated as an 
amount that would otherwise be paid 
or made available before an employee 
has a severance from employment. In 
addition, deferrals may be made for 
former employees with respect to com-
pensation described in § 1.415(c)– 
2(e)(3)(i) (relating to certain compensa-
tion paid by the later of 21⁄2 months 
after severance from employment or 
the end of the limitation year that in-
cludes the date of severance from em-
ployment). For this purpose, the cal-
endar year is substituted for the limi-
tation year. In addition, compensation 
described in § 1.415(c)–2(e)(4), (g)(4), or 
(g)(7) (relating to compensation paid to 
participants who are permanently and 
totally disabled or compensation relat-
ing to qualified military service under 
section 414(u)), provided those amounts 
represent compensation described in 
§ 1.415(c)–2(e)(3)(i). 

(2) Examples. The provisions of this 
paragraph (d) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. Participant G, who is 
age 62 in year 2007, is an employee who par-
ticipates in an eligible plan providing a nor-
mal retirement age of 65 and a bona fide sick 
leave and vacation pay program of the eligi-
ble employer. Under the terms of G’s em-

ployer’s eligible plan and the sick leave and 
vacation pay program, G is permitted to 
make a one-time election to contribute 
amounts representing accumulated sick pay 
to the eligible plan. G has a severance from 
employment on January 12, 2008, at which 
time G’s accumulated sick and vacation pay 
that is payable on March 15, 2008, totals 
$12,000. G elects, on February 4, 2008, to have 
the $12,000 of accumulated sick and vacation 
pay contributed to the eligible plan. 

(ii) Conclusion. Under the terms of the eli-
gible plan and the sick and vacation pay pro-
gram, G may elect before March 1, 2008, to 
defer the accumulated sick and vacation pay 
because the agreement providing for the de-
ferral is entered into before the beginning of 
the month in which the amount is currently 
available and the amount is bona fide accu-
mulated sick and vacation pay, as described 
in § 1.415(c)–2(e)(3)(ii), and that is payable by 
the later of 21⁄2 months after severance from 
employment or the end of the calendar year 
that includes the date of severance from em-
ployment by G. Thus, under this section and 
§ 1.415(c)–2(e)(3)(ii), the $12,000 is included in 
G’s includible compensation for purposes of 
determining G’s includible compensation in 
year 2008. 

Example 2. (i) Facts. Same facts as in Exam-
ple 1, except that G’s severance from employ-
ment is on May 31, 2008, G’s $12,000 of accu-
mulated sick and vacation pay is payable on 
September 15, 2008 (which is by the later of 
21⁄2 months after severance from employment 
or the end of the calendar year that includes 
the date of severance from employment by 
G), and G’s election to defer the accumulated 
sick and vacation pay is made before May 1, 
2008. 

(ii) Conclusion. Under this section and 
§ 1.415(c)–2(e)(3)(ii), the $12,000 is included in 
G’s includible compensation for purposes of 
determining G’s includible compensation in 
year 2008. 

Example 3. (i) Facts. Employer X maintains 
an eligible plan and a vacation leave plan. 
Under the terms of the vacation leave plan, 
employees generally accrue three weeks of 
vacation per year. Up to one week’s unused 
vacation may be carried over from one year 
to the next, so that in any single year an em-
ployee may have a maximum of four weeks’ 
vacation time. At the beginning of each cal-
endar year, under the terms of the eligible 
plan (which constitutes an agreement pro-
viding for the deferral), the value of any un-
used vacation time from the prior year in ex-
cess of one week is automatically contrib-
uted to the eligible plan, to the extent of the 
employee’s maximum deferral limitations. 
Amounts in excess of the maximum deferral 
limitations are forfeited. 

(ii) Conclusion. The value of the unused va-
cation pay contributed to X’s eligible plan 
pursuant to the terms of the plan and the 
terms of the vacation leave plan is treated as 
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an annual deferral to the eligible plan for 
January of the calendar year. No amounts 
contributed to the eligible plan will be con-
sidered made available to a participant in 
X’s eligible plan. 

(e) Excess deferrals under an eligible 
plan—(1) In general. Any amount de-
ferred under an eligible plan for the 
taxable year of a participant that ex-
ceeds the maximum deferral limita-
tions set forth in paragraphs (c)(1) 
through (3) of this section, and any 
amount that exceeds the individual 
limitation under § 1.457–5, constitutes 
an excess deferral that is taxable in ac-
cordance with § 1.457–11 for that taxable 
year. Thus, an excess deferral is includ-
ible in gross income in the taxable year 
deferred or, if later, the first taxable 
year in which there is no substantial 
risk of forfeiture. 

(2) Excess deferrals under an eligible 
governmental plan other than as a result 
of the individual limitation. In order to 
be an eligible governmental plan, the 
plan must provide that any excess de-
ferral resulting from a failure of a plan 
to apply the limitations of paragraphs 
(c)(1) through (3) of this section to 
amounts deferred under the eligible 
plan (computed without regard to the 
individual limitation under § 1.457–5) 
will be distributed to the participant, 
with allocable net income, as soon as 
administratively practicable after the 
plan determines that the amount is an 
excess deferral. For purposes of deter-
mining whether there is an excess de-
ferral resulting from a failure of a plan 
to apply the limitations of paragraphs 
(c)(1) through (3) of this section, all 
plans under which an individual par-
ticipates by virtue of his or her rela-
tionship with a single employer are 
treated as a single plan (without regard 
to any differences in funding). An eligi-
ble governmental plan does not fail to 
satisfy the requirements of paragraphs 
(a) through (d) of this section or 
§§ 1.457–6 through 1.457–10 (including the 
distribution rules under § 1.457–6 and 
the funding rules under § 1.457–8) solely 
by reason of a distribution made under 
this paragraph (e)(2). If such excess de-
ferrals are not corrected by distribu-
tion under this paragraph (e)(2), the 
plan will be an ineligible plan under 
which benefits are taxable in accord-
ance with § 1.457–11. 

(3) Excess deferrals under an eligible 
plan of a tax-exempt employer other than 
as a result of the individual limitation. If 
a plan of a tax-exempt employer fails 
to comply with the limitations of para-
graphs (c)(1) through (3) of this section, 
the plan will be an ineligible plan 
under which benefits are taxable in ac-
cordance with § 1.457–11. However, a 
plan may distribute to a participant 
any excess deferrals (and any income 
allocable to such amount) not later 
than the first April 15 following the 
close of the taxable year of the excess 
deferrals. In such a case, the plan will 
continue to be treated as an eligible 
plan. However, any excess deferral is 
included in the gross income of a par-
ticipant for the taxable year of the ex-
cess deferral. If the excess deferrals are 
not corrected by distribution under 
this paragraph (e)(3), the plan is an in-
eligible plan under which benefits are 
taxable in accordance with § 1.457–11. 
For purposes of determining whether 
there is an excess deferral resulting 
from a failure of a plan to apply the 
limitations of paragraphs (c)(1) 
through (3) of this section, all eligible 
plans under which an individual par-
ticipates by virtue of his or her rela-
tionship with a single employer are 
treated as a single plan. 

(4) Excess deferrals arising from appli-
cation of the individual limitation. An el-
igible plan may provide that an excess 
deferral that is a result solely of a fail-
ure to comply with the individual limi-
tation under § 1.457–5 for a taxable year 
may be distributed to the participant, 
with allocable net income, as soon as 
administratively practicable after the 
plan determines that the amount is an 
excess deferral. An eligible plan does 
not fail to satisfy the requirements of 
paragraphs (a) through (d) of this sec-
tion or §§ 1.457–6 through 1.457–10 (in-
cluding the distribution rules under 
§ 1.457–6 and the funding rules under 
§ 1.457–8) solely by reason of a distribu-
tion made under this paragraph (e)(4). 
Although a plan will still maintain eli-
gible status if excess deferrals are not 
distributed under this paragraph (e)(4), 
a participant must include the excess 
amounts in income as provided in para-
graph (e)(1) of this section. 
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(5) Examples. The provisions of this 
paragraph (e) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. In 2006, the eligible 
plan of State Employer X in which Partici-
pant H participates permits a maximum de-
ferral of the lesser of $15,000 or 100 percent of 
includible compensation. In 2006, H, who has 
compensation of $28,000, nevertheless defers 
$16,000 under the eligible plan. Participant H 
is age 45 and normal retirement age under 
the plan is age 65. For 2006, the applicable 
dollar limit under paragraph (c)(1)(i)(A) of 
this section is $15,000. Employer X discovers 
the error in January of 2007 when it com-
pletes H’s 2006 Form W-2 and promptly dis-
tributes $1,022 to H (which is the sum of the 
$1,000 excess and $22 of allocable net income). 

(ii) Conclusion. Participant H has deferred 
$1,000 in excess of the $15,000 limitation pro-
vided for under the plan for 2006. The $1,000 
excess must be included by H in H’s income 
for 2006. In order to correct the failure and 
still be an eligible plan, the plan must dis-
tribute the excess deferral, with allocable 
net income, as soon as administratively 
practicable after determining that the 
amount exceeds the plan deferral limita-
tions. In this case, $22 of the distribution of 
$1,022 is included in H’s gross income for 2007 
(and is not an eligible rollover distribution). 
If the excess deferral were not distributed, 
the plan would be an ineligible plan with re-
spect to which benefits are taxable in ac-
cordance with § 1.457–11. 

Example 2. (i) Facts. The facts are the same 
as in Example 1, except that X uses a number 
of separate arrangements with different 
trustees and annuity insurers to permit em-
ployees to defer and H elects deferrals under 
several of the funding arrangements none of 
which exceeds $15,000 for any individual fund-
ing arrangement, but which total $16,000. 

(ii) Conclusion. The conclusion is the same 
as in Example 1. 

Example 3. (i) Facts. The facts are the same 
as in Example 1, except that H’s deferral 
under the eligible plan is limited to $11,000 
and H also makes a salary reduction con-
tribution of $5,000 to an annuity contract 
under section 403(b) with the same Employer 
X. 

(ii) Conclusion. H’s deferrals are within the 
plan deferral limitations of Employer X. Be-
cause of the repeal of the application of the 
coordination limitation under former para-
graph (2) of section 457(c), H’s salary reduc-
tion deferrals under the annuity contract are 
no longer considered in determining H’s ap-
plicable deferral limits under paragraphs 
(c)(1) through (3) of this section. 

Example 4. (i) Facts. The facts are the same 
as in Example 1, except that H’s deferral 
under the eligible governmental plan is lim-
ited to $14,000 and H also makes a deferral of 
$4,000 to an eligible governmental plan of a 

different employer. Participant H is age 45 
and normal retirement age under both eligi-
ble plans is age 65. 

(ii) Conclusion. Because of the application 
of the individual limitation under § 1.457–5, H 
has an excess deferral of $3,000 (the sum of 
$14,000 plus $4,000 equals $18,000, which is 
$3,000 in excess of the dollar limitation of 
$15,000). The $3,000 excess deferral, with allo-
cable net income, may be distributed from 
either plan as soon as administratively prac-
ticable after determining that the combined 
amount exceeds the deferral limitations. If 
the $3,000 excess deferral is not distributed to 
H, each plan will continue to be an eligible 
plan, but the $3,000 must be included by H in 
H’s income for 2006. 

Example 5. (i) Facts. Assume the same facts 
as in Example 3, except that H’s deferral 
under the eligible governmental plan is lim-
ited to $14,000 and H also makes a deferral of 
$4,000 to an eligible plan of Employer Y, a 
tax-exempt entity. 

(ii) Conclusion. The results are the same as 
in Example 3, namely, because of the applica-
tion of the individual limitation under 
§ 1.457–5, H has an excess deferral of $3,000. If 
the $3,000 excess deferral is not distributed to 
H, each plan will continue to be an eligible 
plan, but the $3,000 must be included by H in 
H’s income for 2006. 

Example 6. (i) Facts. Assume the same facts 
as in Example 5, except that X is a tax-ex-
empt entity and thus its plan is an eligible 
plan of a tax-exempt entity. 

(ii) Conclusion. The results are the same as 
in Example 5, namely, because of the appli-
cation of the individual limitation under 
§ 1.457–5, H has an excess deferral of $3,000. If 
the $3,000 excess deferral is not distributed to 
H, each plan will continue to be an eligible 
plan, but the $3,000 must be included by H 
into H’s income for 2006. 

[T.D. 9075, 68 FR 41234, July 11, 2003; 68 FR 
51446, Aug. 27, 2003; T.D. 9319, 72 FR 16930, 
Apr. 5, 2007] 

§ 1.457–5 Individual limitation for com-
bined annual deferrals under mul-
tiple eligible plans 

(a) General rule. The individual limi-
tation under section 457(c) and this sec-
tion equals the basic annual deferral 
limitation under § 1.457–4(c)(1)(i)(A), 
plus either the age 50 catch-up amount 
under § 1.457–4(c)(2), or the special sec-
tion 457 catch-up amount under § 1.457– 
4(c)(3), applied by taking into account 
the combined annual deferral for the 
participant for any taxable year under 
all eligible plans. While an eligible plan 
may include provisions under which it 
will limit deferrals to meet the indi-
vidual limitation under section 457(c) 
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and this section, annual deferrals by a 
participant that exceed the individual 
limit under section 457(c) and this sec-
tion (but do not exceed the limits 
under § 1.457–4(c)) will not cause a plan 
to lose its eligible status. However, to 
the extent the combined annual defer-
rals for a participant for any taxable 
year exceed the individual limitation 
under section 457(c) and this section for 
that year, the amounts are treated as 
excess deferrals as described in § 1.457– 
4(e). 

(b) Limitation applied to participant. 
The individual limitation in this sec-
tion applies to eligible plans of all em-
ployers for whom a participant has per-
formed services, including both eligible 
governmental plans and eligible plans 
of a tax-exempt entity and both eligi-
ble plans of the employer and eligible 
plans of other employers. Thus, for 
purposes of determining the amount 
excluded from a participant’s gross in-
come in any taxable year (including 
the underutilized limitation under 
§ 1.457–4 (c)(3)(ii)(B)), the participant’s 
annual deferral under an eligible plan, 
and the participant’s annual deferrals 
under all other eligible plans, must be 
determined on an aggregate basis. To 
the extent that the combined annual 
deferral amount exceeds the maximum 
deferral limitation applicable under 
§ 1.457–4 (c)(1)(i)(A), (c)(2), or (c)(3), the 
amount is treated as an excess deferral 
under § 1.457–4(e). 

(c) Special rules for catch-up amounts 
under multiple eligible plans. For pur-
poses of applying section 457(c) and this 
section, the special section 457 catch- 
up under § 1.457–4 (c)(3) is taken into ac-
count only to the extent that an an-
nual deferral is made for a participant 
under an eligible plan as a result of 
plan provisions permitted under § 1.457– 
4 (c)(3). In addition, if a participant has 
annual deferrals under more than one 
eligible plan and the applicable catch- 
up amount under § 1.457–4 (c)(2) or (3) is 
not the same for each such eligible 
plan for the taxable year, section 457(c) 
and this section are applied using the 
catch-up amount under whichever plan 
has the largest catch-up amount appli-
cable to the participant. 

(d) Examples. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. (i) Facts. Participant F is age 62 
in 2006 and participates in two eligible plans 
during 2006, Plans J and K, which are each el-
igible plans of two different governmental 
entities. Each plan includes provisions al-
lowing the maximum annual deferral per-
mitted under § 1.457–4(c)(1) through (3). For 
2006, the underutilized amount under § 1.457– 
4 (c)(3)(ii)(B) is $20,000 under Plan J and is 
$40,000 under Plan K. Normal retirement age 
is age 65 under both plans. Participant F de-
fers $15,000 under each plan. Participant F’s 
includible compensation is in each case in 
excess of the deferral. Neither plan des-
ignates the $15,000 contribution as a catch-up 
permitted under each plan’s special section 
457 catch-up provisions. 

(ii) Conclusion. For purposes of applying 
this section to Participant F for 2006, the 
maximum exclusion is $20,000. This is equal 
to the sum of $15,000 plus $5,000, which is the 
age 50 catch-up amount. Thus, F has an ex-
cess amount of $10,000 which is treated as an 
excess deferral for Participant F for 2006 
under § 1.457–4(e). 

Example 2. (i) Facts. Participant E, who will 
turn 63 on April 1, 2006, participates in four 
eligible plans during year 2006: Plan W which 
is an eligible governmental plan; and Plans 
X, Y, and Z which are each eligible plans of 
three different tax-exempt entities. For year 
2006, the limitation that applies to Partici-
pant E under all four plans under § 1.457– 
4(c)(1)(i)(A) is $15,000. For year 2006, the addi-
tional age 50 catch-up limitation that ap-
plies to Participant E under all four plans 
under § 1.457–4(c)(2) is $5,000. Further, for year 
2006, different limitations under § 1.457–4(c)(3) 
and (c)(3)(ii)(B) apply to Participant E under 
each of these plans, as follows: under Plan W, 
the underutilized limitation under § 1.457– 
4(c)(3)(ii)(B) is $7,000; under Plan X, the un-
derutilized limitation under § 1.457– 
4(c)(3)(ii)(B) is $2,000; under Plan Y, the un-
derutilized limitation under § 1.457– 
4(c)(3)(ii)(B) is $8,000; and under Plan Z, 
§ 1.457–4(c)(3) is not applicable since normal 
retirement age is 62 under Plan Z. Partici-
pant E’s includible compensation is in each 
case in excess of any applicable deferral. 

(ii) Conclusion. For purposes of applying 
this section to Participant E for year 2006, 
Participant E could elect to defer $23,000 
under Plan Y, which is the maximum defer-
ral limitation under § 1.457–4(c)(1) through 
(3), and to defer no amount under Plans W, 
X, and Z. The $23,000 maximum amount is 
equal to the sum of $15,000 plus $8,000, which 
is the catch-up amount applicable to Partici-
pant E under Plan Y and which is the largest 
catch-up amount applicable to Participant E 
under any of the four plans for year 2006. Al-
ternatively, Participant E could instead 
elect to defer the following combination of 
amounts: An aggregate total of $15,000 to 
Plans X, Y, and Z, if no contribution is made 
to Plan W; an aggregate total of $20,000 to 
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any of the four plans, assuming at least 
$5,000 is contributed to Plan W; or $22,000 to 
Plan W and none to any of the other three 
plans. 

(iii) If the underutilized amount under 
Plans W, X, and Y for year 2006 were in each 
case zero (because E had always contributed 
the maximum amount or E was a new partic-
ipant) or an amount not in excess of $5,000, 
the maximum exclusion under this section 
would be $20,000 for Participant E for year 
2006 ($15,000 plus the $5,000 age 50 catch-up 
amount), which Participant E could con-
tribute to any of the plans assuming at least 
$5,000 is contributed to Plan W. 

[T.D. 9075, 68 FR 41240, July 11, 2003; 68 FR 
51446, Aug. 26, 2003; T.D. 9319, 72 FR 16930, 
Apr. 5, 2007; 72 FR 28854, May 23, 2007] 

§ 1.457–6 Timing of distributions under 
eligible plans. 

(a) In general. Except as provided in 
paragraph (c) of this section (relating 
to distributions on account of an un-
foreseeable emergency), paragraph (e) 
of this section (relating to distribu-
tions of small accounts), § 1.457–10(a) 
(relating to plan terminations), or 
§ 1.457–10(c) (relating to domestic rela-
tions orders), amounts deferred under 
an eligible plan may not be paid to a 
participant or beneficiary before the 
participant has a severance from em-
ployment with the eligible employer or 
when the participant attains age 701⁄2, 
if earlier. For rules relating to loans, 
see paragraph (f) of this section. This 
section does not apply to distributions 
of excess amounts under § 1.457–4(e). 
However, except to the extent set forth 
by the Commissioner in revenue rul-
ings, notices, and other guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d) of this chapter), this 
section applies to amounts held in a 
separate account for eligible rollover 
distributions maintained by an eligible 
governmental plan as described in 
§ 1.457–10(e)(2). 

(b) Severance from employment—(1) Em-
ployees. An employee has a severance 
from employment with the eligible em-
ployer if the employee dies, retires, or 
otherwise has a severance from em-
ployment with the eligible employer. 
See regulations under section 401(k) for 
additional guidance concerning sever-
ance from employment. 

(2) Independent contractors—(i) In gen-
eral. An independent contractor is con-
sidered to have a severance from em-

ployment with the eligible employer 
upon the expiration of the contract (or 
in the case of more than one contract, 
all contracts) under which services are 
performed for the eligible employer if 
the expiration constitutes a good-faith 
and complete termination of the con-
tractual relationship. An expiration 
does not constitute a good faith and 
complete termination of the contrac-
tual relationship if the eligible em-
ployer anticipates a renewal of a con-
tractual relationship or the inde-
pendent contractor becoming an em-
ployee. For this purpose, an eligible 
employer is considered to anticipate 
the renewal of the contractual rela-
tionship with an independent con-
tractor if it intends to contract again 
for the services provided under the ex-
pired contract, and neither the eligible 
employer nor the independent con-
tractor has eliminated the independent 
contractor as a possible provider of 
services under any such new contract. 
Further, an eligible employer is consid-
ered to intend to contract again for the 
services provided under an expired con-
tract if the eligible employer’s doing so 
is conditioned only upon incurring a 
need for the services, the availability 
of funds, or both. 

(ii) Special rule. Notwithstanding 
paragraph (b)(2)(i) of this section, the 
plan is considered to satisfy the re-
quirement described in paragraph (a) of 
this section that no amounts deferred 
under the plan be paid or made avail-
able to the participant before the par-
ticipant has a severance from employ-
ment with the eligible employer if, 
with respect to amounts payable to a 
participant who is an independent con-
tractor, an eligible plan provides that— 

(A) No amount will be paid to the 
participant before a date at least 12 
months after the day on which the con-
tract expires under which services are 
performed for the eligible employer (or, 
in the case of more than one contract, 
all such contracts expire); and 

(B) No amount payable to the partici-
pant on that date will be paid to the 
participant if, after the expiration of 
the contract (or contracts) and before 
that date, the participant performs 
services for the eligible employer as an 
independent contractor or an em-
ployee. 
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(c) Rules applicable to distributions for 
unforeseeable emergencies—(1) In general. 
An eligible plan may permit a distribu-
tion to a participant or beneficiary for 
an unforeseeable emergency. The dis-
tribution must satisfy the require-
ments of paragraph (c)(2) of this sec-
tion. 

(2) Requirements—(i) Unforeseeable 
emergency defined. An unforeseeable 
emergency must be defined in the plan 
as a severe financial hardship of the 
participant or beneficiary resulting 
from an illness or accident of the par-
ticipant or beneficiary, the partici-
pant’s or beneficiary’s spouse, or the 
participant’s or beneficiary’s depend-
ent (as defined in section 152, and, for 
taxable years beginning on or after 
January 1, 2005, without regard to sec-
tion 152(b)(1), (b)(2), and (d)(1)(B)); loss 
of the participant’s or beneficiary’s 
property due to casualty (including the 
need to rebuild a home following dam-
age to a home not otherwise covered by 
homeowner’s insurance, such as dam-
age that is the result of a natural dis-
aster); or other similar extraordinary 
and unforeseeable circumstances aris-
ing as a result of events beyond the 
control of the participant or the bene-
ficiary. For example, the imminent 
foreclosure of or eviction from the par-
ticipant’s or beneficiary’s primary resi-
dence may constitute an unforeseeable 
emergency. In addition, the need to 
pay for medical expenses, including 
non-refundable deductibles, as well as 
for the cost of prescription drug medi-
cation, may constitute an unforesee-
able emergency. Finally, the need to 
pay for the funeral expenses of a spouse 
or a dependent (as defined in section 
152, and, for taxable years beginning on 
or after January 1, 2005, without regard 
to section 152(b)(1), (b)(2), and (d)(1)(B)) 
of a participant or beneficiary may 
also constitute an unforeseeable emer-
gency. Except as otherwise specifically 
provided in this paragraph (c)(2)(i), the 
purchase of a home and the payment of 
college tuition are not unforeseeable 
emergencies under this paragraph 
(c)(2)(i). 

(ii) Unforeseeable emergency distribu-
tion standard. Whether a participant or 
beneficiary is faced with an unforesee-
able emergency permitting a distribu-
tion under this paragraph (c) is to be 

determined based on the relevant facts 
and circumstances of each case, but, in 
any case, a distribution on account of 
unforeseeable emergency may not be 
made to the extent that such emer-
gency is or may be relieved through re-
imbursement or compensation from in-
surance or otherwise, by liquidation of 
the participant’s assets, to the extent 
the liquidation of such assets would 
not itself cause severe financial hard-
ship, or by cessation of deferrals under 
the plan. 

(iii) Distribution necessary to satisfy 
emergency need. Distributions because 
of an unforeseeable emergency must be 
limited to the amount reasonably nec-
essary to satisfy the emergency need 
(which may include any amounts nec-
essary to pay for any federal, state, or 
local income taxes or penalties reason-
ably anticipated to result from the dis-
tribution). 

(d) Minimum required distributions for 
eligible plans. In order to be an eligible 
plan, a plan must meet the distribution 
requirements of section 457(d)(1) and 
(2). Under section 457(d)(2), a plan must 
meet the minimum distribution re-
quirements of section 401(a)(9). See sec-
tion 401(a)(9) and the regulations there-
under for these requirements. Section 
401(a)(9) requires that a plan begin life-
time distributions to a participant no 
later than April 1 of the calendar year 
following the later of the calendar year 
in which the participant attains age 
701⁄2 or the calendar year in which the 
participant retires. 

(e) Distributions of smaller accounts— 
(1) In general. An eligible plan may pro-
vide for a distribution of all or a por-
tion of a participant’s benefit if this 
paragraph (e)(1) is satisfied. This para-
graph (e)(1) is satisfied if the partici-
pant’s total amount deferred (the par-
ticipant’s total account balance) which 
is not attributable to rollover con-
tributions (as defined in section 
411(a)(11)(D)) is not in excess of the dol-
lar limit under section 411(a)(11)(A), no 
amount has been deferred under the 
plan by or for the participant during 
the two-year period ending on the date 
of the distribution, and there has been 
no prior distribution under the plan to 
the participant under this paragraph 
(e). An eligible plan is not required to 
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permit distributions under this para-
graph (e). 

(2) Alternative provisions possible. Con-
sistent with the provisions of para-
graph (e)(1) of this section, a plan may 
provide that the total amount deferred 
for a participant or beneficiary will be 
distributed automatically to the par-
ticipant or beneficiary if the require-
ments of paragraph (e)(1) of this sec-
tion are met. Alternatively, if the re-
quirements of paragraph (e)(1) of this 
section are met, the plan may provide 
for the total amount deferred for a par-
ticipant or beneficiary to be distrib-
uted to the participant or beneficiary 
only if the participant or beneficiary so 
elects. The plan is permitted to sub-
stitute a specified dollar amount that 
is less than the total amount deferred. 
In addition, these two alternatives can 
be combined; for example, a plan could 
provide for automatic distributions for 
up to $500, but allow a participant or 
beneficiary to elect a distribution if 
the total account balance is above $500. 

(f) Loans from eligible plans—(1) Eligi-
ble plans of tax-exempt entities. If a par-
ticipant or beneficiary receives (di-
rectly or indirectly) any amount de-
ferred as a loan from an eligible plan of 
a tax-exempt entity, that amount will 
be treated as having been paid or made 
available to the individual as a dis-
tribution under the plan, in violation 
of the distribution requirements of sec-
tion 457(d). 

(2) Eligible governmental plans. The de-
termination of whether the availability 
of a loan, the making of a loan, or a 
failure to repay a loan made from a 
trustee (or a person treated as a trust-
ee under section 457(g)) of an eligible 
governmental plan to a participant or 
beneficiary is treated as a distribution 
(directly or indirectly) for purposes of 
this section, and the determination of 
whether the availability of the loan, 
the making of the loan, or a failure to 
repay the loan is in any other respect 
a violation of the requirements of sec-
tion 457(b) and the regulations, depends 
on the facts and circumstances. Among 
the facts and circumstances are wheth-
er the loan has a fixed repayment 
schedule and bears a reasonable rate of 
interest, and whether there are repay-
ment safeguards to which a prudent 
lender would adhere. Thus, for exam-

ple, a loan must bear a reasonable rate 
of interest in order to satisfy the exclu-
sive benefit requirement of section 
457(g)(1) and § 1.457–8(a)(1). See also 
§ 1.457–7(b)(3) relating to the applica-
tion of section 72(p) with respect to the 
taxation of a loan made under an eligi-
ble governmental plan, and § 1.72(p)-1 
relating to section 72(p)(2). 

(3) Example. The provisions of para-
graph (f)(2) of this section are illus-
trated by the following example: 

Example. (i) Facts. Eligible Plan X of State 
Y is funded through Trust Z. Plan X permits 
an employee’s account balance under Plan X 
to be paid in a single sum at severance from 
employment with State Y. Plan X includes a 
loan program under which any active em-
ployee with a vested account balance may 
receive a loan from Trust Z. Loans are made 
pursuant to plan provisions regarding loans 
that are set forth in the plan under which 
loans bear a reasonable rate of interest and 
are secured by the employee’s account bal-
ance. In order to avoid taxation under § 1.457– 
7(b)(3) and section 72(p)(1), the plan provi-
sions limit the amount of loans and require 
loans to be repaid in level installments as re-
quired under section 72(p)(2). Participant J’s 
vested account balance under Plan X is 
$50,000. J receives a loan from Trust Z in the 
amount of $5,000 on December 1, 2003, to be 
repaid in level installments made quarterly 
over the 5-year period ending on November 
30, 2008. Participant J makes the required re-
payments until J has a severance from em-
ployment from State Y in 2005 and subse-
quently fails to repay the outstanding loan 
balance of $2,250. The $2,250 loan balance is 
offset against J’s $80,000 account balance 
benefit under Plan X, and J elects to be paid 
the remaining $77,750 in 2005. 

(ii) Conclusion. The making of the loan to 
J will not be treated as a violation of the re-
quirements of section 457(b) or the regula-
tions. The cancellation of the loan at sever-
ance from employment does not cause Plan 
X to fail to satisfy the requirements for plan 
eligibility under section 457. In addition, be-
cause the loan satisfies the maximum 
amount and repayment requirements of sec-
tion 72(p)(2), J is not required to include any 
amount in income as a result of the loan 
until 2005, when J has income of $2,250 as a 
result of the offset (which is a permissible 
distribution under this section) and income 
of $77,750 as a result of the distribution made 
in 2005. 

[T.D. 9075, 68 FR 41240, July 11, 2003; 68 FR 
51446, Aug. 27, 2003; T.D. 9319, 72 FR 16930, 
Apr. 5, 2007] 
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§ 1.457–7 Taxation of Distributions 
Under Eligible Plans. 

(a) General rules for when amounts are 
included in gross income. The rules for 
determining when an amount deferred 
under an eligible plan is includible in 
the gross income of a participant or 
beneficiary depend on whether the plan 
is an eligible governmental plan or an 
eligible plan of a tax-exempt entity. 
Paragraph (b) of this section sets forth 
the rules for an eligible governmental 
plan. Paragraph (c) of this section sets 
forth the rules for an eligible plan of a 
tax-exempt entity. 

(b) Amounts included in gross income 
under an eligible governmental plan—(1) 
Amounts included in gross income in year 
paid under an eligible governmental plan. 
Except as provided in paragraphs (b)(2) 
and (3) of this section (or in § 1.457–10(c) 
relating to payments to a spouse or 
former spouse pursuant to a qualified 
domestic relations order), amounts de-
ferred under an eligible governmental 
plan are includible in the gross income 
of a participant or beneficiary for the 
taxable year in which paid to the par-
ticipant or beneficiary under the plan. 

(2) Rollovers to individual retirement ar-
rangements and other eligible retirement 
plans. A trustee-to-trustee transfer in 
accordance with section 401(a)(31) (gen-
erally referred to as a direct rollover) 
from an eligible government plan is 
not includible in gross income of a par-
ticipant or beneficiary in the year 
transferred. In addition, any payment 
made from an eligible government plan 
in the form of an eligible rollover dis-
tribution (as defined in section 
402(c)(4)) is not includible in gross in-
come in the year paid to the extent the 
payment is transferred to an eligible 
retirement plan (as defined in section 
402(c)(8)(B)) within 60 days, including 
the transfer to the eligible retirement 
plan of any property distributed from 
the eligible governmental plan. For 
this purpose, the rules of section 
402(c)(2) through (7) and (9) apply. Any 
trustee-to-trustee transfer under this 
paragraph (b)(2) from an eligible gov-
ernment plan is a distribution that is 
subject to the distribution require-
ments of § 1.457–6. 

(3) Amounts taxable under section 
72(p)(1). In accordance with section 
72(p), the amount of any loan from an 

eligible governmental plan to a partici-
pant or beneficiary (including any 
pledge or assignment treated as a loan 
under section 72(p)(1)(B)) is treated as 
having been received as a distribution 
from the plan under section 72(p)(1), ex-
cept to the extent set forth in section 
72(p)(2) (relating to loans that do not 
exceed a maximum amount and that 
are repayable in accordance with cer-
tain terms) and § 1.72(p)–1. Thus, except 
to the extent a loan satisfies section 
72(p)(2), any amount loaned from an el-
igible governmental plan to a partici-
pant or beneficiary (including any 
pledge or assignment treated as a loan 
under section 72(p)(1)(B)) is includible 
in the gross income of the participant 
or beneficiary for the taxable year in 
which the loan is made. See generally 
§ 1.72(p)–1. 

(4) Examples. The provisions of this 
paragraph (b) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. Eligible Plan G of a 
governmental entity permits distribution of 
benefits in a single sum or in installments of 
up to 20 years, with such benefits to com-
mence at any date that is after severance 
from employment (up to the later of sever-
ance from employment or the plan’s normal 
retirement age of 65). Effective for partici-
pants who have a severance from employ-
ment after December 31, 2001, Plan X allows 
an election—as to both the date on which 
payments are to begin and the form in which 
payments are to be made—to be made by the 
participant at any time that is before the 
commencement date selected. However, Plan 
X chooses to require elections to be filed at 
least 30 days before the commencement date 
selected in order for Plan X to have enough 
time to be able to effectuate the election. 

(ii) Conclusion. No amounts are included in 
gross income before actual payments begin. 
If installment payments begin (and the in-
stallment payments are payable over at least 
10 years so as not to be eligible rollover dis-
tributions), the amount included in gross in-
come for any year is equal to the amount of 
the installment payment paid during the 
year. 

Example 2. (i) Facts. Same facts as in Exam-
ple 1, except that the same rules are ex-
tended to participants who had a severance 
from employment before January 1, 2002. 

(ii) Conclusion. For all participants (that 
is, both those who have a severance from em-
ployment after December 31, 2001, and those 
who have a severance from employment be-
fore January 1, 2002, including those whose 
benefit payments have commenced before 
January 1, 2002), no amounts are included in 
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gross income before actual payments begin. 
If installment payments begin (and the in-
stallment payments are payable over at least 
10 years so as not to be eligible rollover dis-
tributions), the amount included in gross in-
come for any year is equal to the amount of 
the installment payment paid during the 
year. 

(c) Amounts included in gross income 
under an eligible plan of a tax-exempt en-
tity—(1) Amounts included in gross in-
come in year paid or made available under 
an eligible plan of a tax-exempt entity. 
Amounts deferred under an eligible 
plan of a tax-exempt entity are includ-
ible in the gross income of a partici-
pant or beneficiary for the taxable year 
in which paid or otherwise made avail-
able to the participant or beneficiary 
under the plan. Thus, amounts deferred 
under an eligible plan of a tax-exempt 
entity are includible in the gross in-
come of the participant or beneficiary 
in the year the amounts are first made 
available under the terms of the plan, 
even if the plan has not distributed the 
amounts deferred. Amounts deferred 
under an eligible plan of a tax-exempt 
entity are not considered made avail-
able to the participant or beneficiary 
solely because the participant or bene-
ficiary is permitted to choose among 
various investments under the plan. 

(2) When amounts deferred are consid-
ered to be made available under an eligi-
ble plan of a tax-exempt entity—(i) Gen-
eral rule. Except as provided in para-
graphs (c)(2)(ii) through (iv) of this sec-
tion, amounts deferred under an eligi-
ble plan of a tax-exempt entity are con-
sidered made available (and, thus, are 
includible in the gross income of the 
participant or beneficiary under this 
paragraph (c)) at the earliest date, on 
or after severance from employment, 
on which the plan allows distributions 
to commence, but in no event later 
than the date on which distributions 
must commence pursuant to section 
401(a)(9). For example, in the case of a 
plan that permits distribution to com-
mence on the date that is 60 days after 
the close of the plan year in which the 
participant has a severance from em-
ployment with the eligible employer, 
amounts deferred are considered to be 
made available on that date. However, 
distributions deferred in accordance 
with paragraphs (c)(2)(ii) through (iv) 
of this section are not considered made 

available prior to the applicable date 
under paragraphs (c)(2)(ii) through (iv) 
of this section. In addition, no portion 
of a participant or beneficiary’s ac-
count is treated as made available (and 
thus currently includible in income) 
under an eligible plan of a tax-exempt 
entity merely because the participant 
or beneficiary under the plan may elect 
to receive a distribution in any of the 
following circumstances: 

(A) A distribution in the event of an 
unforeseeable emergency to the extent 
the distribution is permitted under 
§ 1.457–6(c). 

(B) A distribution from an account 
for which the total amount deferred is 
not in excess of the dollar limit under 
section 411(a)(11)(A) to the extent the 
distribution is permitted under § 1.457– 
6(e). 

(ii) Initial election to defer commence-
ment of distributions—(A) In general. An 
eligible plan of a tax-exempt entity 
may provide a period for making an 
initial election during which the par-
ticipant or beneficiary may elect, in 
accordance with the terms of the plan, 
to defer the payment of some or all of 
the amounts deferred to a fixed or de-
terminable future time. The period for 
making this initial election must ex-
pire prior to the first time that any 
such amounts would be considered 
made available under the plan under 
paragraph (c)(2)(i) of this section. 

(B) Failure to make initial election to 
defer commencement of distributions. 
Generally, if no initial election is made 
by a participant or beneficiary under 
this paragraph (c)(2)(ii), then the 
amounts deferred under an eligible 
plan of a tax-exempt entity are consid-
ered made available and taxable to the 
participant or beneficiary in accord-
ance with paragraph (c)(2)(i) of this 
section at the earliest time, on or after 
severance from employment (but in no 
event later than the date on which dis-
tributions must commence pursuant to 
section 401(a)(9)), that distribution is 
permitted to commence under the 
terms of the plan. However, the plan 
may provide for a default payment 
schedule that applies if no election is 
made. If the plan provides for a default 
payment schedule, the amounts de-
ferred are includible in the gross in-
come of the participant or beneficiary 
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in the year the amounts deferred are 
first made available under the terms of 
the default payment schedule. 

(iii) Additional election to defer com-
mencement of distribution. An eligible 
plan of a tax-exempt entity is per-
mitted to provide that a participant or 
beneficiary who has made an initial 
election under paragraph (c)(2)(ii)(A) of 
this section may make one additional 
election to defer (but not accelerate) 
commencement of distributions under 
the plan before distributions have com-
menced in accordance with the initial 
deferral election under paragraph 
(c)(2)(ii)(A) of this section. Amounts 
payable to a participant or beneficiary 
under an eligible plan of a tax-exempt 
entity are not treated as made avail-
able merely because the plan allows 
the participant to make an additional 
election under this paragraph (c)(2)(iii). 
A participant or beneficiary is not pre-
cluded from making an additional elec-
tion to defer commencement of dis-
tributions merely because the partici-
pant or beneficiary has previously re-
ceived a distribution under § 1.457–6(c) 
because of an unforeseeable emergency, 
has received a distribution of smaller 
amounts under § 1.457–6(e), has made 
(and revoked) other deferral or method 
of payment elections within the initial 
election period, or is subject to a de-
fault payment schedule under which 
the commencement of benefits is de-
ferred (for example, until a participant 
is age 65). 

(iv) Election as to method of payment. 
An eligible plan of a tax-exempt entity 
may provide that an election as to the 
method of payment under the plan may 
be made at any time prior to the time 
the amounts are distributed in accord-
ance with the participant or bene-
ficiary’s initial or additional election 
to defer commencement of distribu-
tions under paragraph (c)(2)(ii) or (iii) 
of this section. Where no method of 
payment is elected, the entire amount 
deferred will be includible in the gross 
income of the participant or bene-
ficiary when the amounts first become 
made available in accordance with a 
participant’s initial or additional elec-
tions to defer under paragraphs 
(c)(2)(ii) and (iii) of this section, unless 
the eligible plan provides for a default 
method of payment (in which case 

amounts are considered made available 
and taxable when paid under the terms 
of the default payment schedule). A 
method of payment means a distribu-
tion or a series of periodic distribu-
tions commencing on a date deter-
mined in accordance with paragraph 
(c)(2)(ii) or (iii) of this section. 

(3) Examples. The provisions of this 
paragraph (c) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. Eligible Plan X of a 
tax-exempt entity provides that a partici-
pant’s total account balance, representing 
all amounts deferred under the plan, is pay-
able to a participant in a single sum 60 days 
after severance from employment through-
out these examples, unless, during a 30-day 
period immediately following the severance, 
the participant elects to receive the single 
sum payment at a later date (that is not 
later than the plan’s normal retirement age 
of 65) or elects to receive distribution in 10 
annual installments to begin 60 days after 
severance from employment (or at a later 
date, if so elected, that is not later than the 
plan’s normal retirement age of 65). On No-
vember 13, 2004, K, a calendar year taxpayer, 
has a severance from employment with the 
eligible employer. K does not, within the 30- 
day window period, elect to postpone dis-
tributions to a later date or to receive pay-
ment in 10 fixed annual installments. 

(ii) Conclusion. The single sum payment is 
payable to K 60 days after the date K has a 
severance from employment (January 12, 
2005), and is includible in the gross income of 
K in 2005 under section 457(a). 

Example 2. (i) Facts. The terms of eligible 
Plan X are the same as described in Example 
1. Participant L participates in eligible Plan 
X. On November 11, 2003, L has a severance 
from the employment of the eligible em-
ployer. On November 24, 2003, L makes an 
initial deferral election not to receive the 
single-sum payment payable 60 days after 
the severance, and instead elects to receive 
the amounts in 10 annual installments to 
begin 60 days after severance from employ-
ment. 

(ii) Conclusion. No portion of L’s account is 
considered made available in 2003 or 2004 be-
fore a payment is made and no amount is in-
cludible in the gross income of L until dis-
tributions commence. The annual install-
ment payable in 2004 will be includible in L’s 
gross income in 2004. 

Example 3. (i) Facts. The facts are the same 
as in Example 1, except that eligible Plan X 
also provides that those participants who are 
receiving distributions in 10 annual install-
ments may, at any time and without restric-
tion, elect to receive a cash out of all re-
maining installments. Participant M elects 
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to receive a distribution in 10 annual install-
ments commencing in 2004. 

(ii) Conclusion. M’s total account balance, 
representing the total of the amounts de-
ferred under the plan, is considered made 
available and is includible in M’s gross in-
come in 2004. 

Example 4. (i) Facts. The facts are the same 
as in Example 3, except that, instead of pro-
viding for an unrestricted cashout of remain-
ing payments, the plan provides that partici-
pants or beneficiaries who are receiving dis-
tributions in 10 annual installments may ac-
celerate the payment of the amount remain-
ing payable to the participant upon the oc-
currence of an unforeseeable emergency as 
described in § 1.457–6(c)(1) in an amount not 
exceeding that described in § 1.457–6(c)(2). 

(ii) Conclusion. No amount is considered 
made available to participant M on account 
of M’s right to accelerate payments upon the 
occurrence of an unforeseeable emergency. 

Example 5. (i) Facts. Eligible Plan Y of a 
tax-exempt entity provides that distribu-
tions will commence 60 days after a partici-
pant’s severance from employment unless 
the participant elects, within a 30-day win-
dow period following severance from employ-
ment, to defer distributions to a later date 
(but no later than the year following the cal-
endar year the participant attains age 701⁄2). 
The plan provides that a participant who has 
elected to defer distributions to a later date 
may make an election as to form of distribu-
tion at any time prior to the 30th day before 
distributions are to commence. 

(ii) Conclusion. No amount is considered 
made available prior to the date distribu-
tions are to commence by reason of a partici-
pant’s right to defer or make an election as 
to the form of distribution. 

Example 6. (i) Facts. The facts are the same 
as in Example 1, except that the plan also 
permits participants who have made an ini-
tial election to defer distribution to make 
one additional deferral election at any time 
prior to the date distributions are scheduled 
to commence. Participant N has a severance 
from employment at age 50. The next day, 
during the 30-day period provided in the 
plan, N elects to receive distribution in the 
form of 10 annual installment payments be-
ginning at age 55. Two weeks later, within 
the 30-day window period, N makes a new 
election permitted under the plan to receive 
10 annual installment payments beginning at 
age 60 (instead of age 55). When N is age 59, 
N elects under the additional deferral elec-
tion provisions, to defer distributions until 
age 65. 

(ii) Conclusion. In this example, N’s elec-
tion to defer distributions until age 65 is a 
valid election. The two elections N makes 
during the 30-day window period are not ad-
ditional deferral elections described in para-
graph (c)(2)(iii) of this section because they 
are made before the first permissible payout 

date under the plan. Therefore, the plan is 
not precluded from allowing N to make the 
additional deferral election. However, N can 
make no further election to defer distribu-
tions beyond age 65 (or accelerate distribu-
tion before age 65) because this additional 
deferral election can only be made once. 

[T.D. 9075, 68 FR 41240, July 11, 2003; 68 FR 
51447, Aug. 27, 2003] 

§ 1.457–8 Funding rules for eligible 
plans. 

(a) Eligible governmental plans—(1) In 
general. In order to be an eligible gov-
ernmental plan, all amounts deferred 
under the plan, all property and rights 
purchased with such amounts, and all 
income attributable to such amounts, 
property, or rights, must be held in 
trust for the exclusive benefit of par-
ticipants and their beneficiaries. A 
trust described in this paragraph (a) 
that also meets the requirements of 
§§ 1.457–3 through 1.457–10 is treated as 
an organization exempt from tax under 
section 501(a), and a participant’s or 
beneficiary’s interest in amounts in 
the trust is includible in the gross in-
come of the participants and bene-
ficiaries only to the extent, and at the 
time, provided for in section 457(a) and 
§§ 1.457–4 through 1.457–10. 

(2) Trust requirement. (i) A trust de-
scribed in this paragraph (a) must be 
established pursuant to a written 
agreement that constitutes a valid 
trust under State law. The terms of the 
trust must make it impossible, prior to 
the satisfaction of all liabilities with 
respect to participants and their bene-
ficiaries, for any part of the assets and 
income of the trust to be used for, or 
diverted to, purposes other than for the 
exclusive benefit of participants and 
their beneficiaries. 

(ii) Amounts deferred under an eligi-
ble governmental plan must be trans-
ferred to a trust within a period that is 
not longer than is reasonable for the 
proper administration of the partici-
pant accounts (if any). For purposes of 
this requirement, the plan may provide 
for amounts deferred for a participant 
under the plan to be transferred to the 
trust within a specified period after the 
date the amounts would otherwise have 
been paid to the participant. For exam-
ple, the plan could provide for amounts 
deferred under the plan at the election 
of the participant to be contributed to 
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the trust within 15 business days fol-
lowing the month in which these 
amounts would otherwise have been 
paid to the participant. 

(3) Custodial accounts and annuity con-
tracts treated as trusts—(i) In general. 
For purposes of the trust requirement 
of this paragraph (a), custodial ac-
counts and annuity contracts described 
in section 401(f) that satisfy the re-
quirements of this paragraph (a)(3) are 
treated as trusts under rules similar to 
the rules of section 401(f). Therefore, 
the provisions of § 1.401(f)–1(b) will gen-
erally apply to determine whether a 
custodial account or an annuity con-
tract is treated as a trust. The use of a 
custodial account or annuity contract 
as part of an eligible governmental 
plan does not preclude the use of a 
trust or another custodial account or 
annuity contract as part of the same 
plan, provided that all such vehicles 
satisfy the requirements of section 
457(g)(1) and (3) and paragraphs (a)(1) 
and (2) of this section and that all as-
sets and income of the plan are held in 
such vehicles. 

(ii) Custodial accounts—(A) In general. 
A custodial account is treated as a 
trust, for purposes of section 457(g)(1) 
and paragraphs (a)(1) and (2) of this 
section, if the custodian is a bank, as 
described in section 408(n), or a person 
who meets the nonbank trustee re-
quirements of paragraph (a)(3)(ii)(B) of 
this section, and the account meets the 
requirements of paragraphs (a)(1) and 
(2) of this section, other than the re-
quirement that it be a trust. 

(B) Nonbank trustee status. The custo-
dian of a custodial account may be a 
person other than a bank only if the 
person demonstrates to the satisfac-
tion of the Commissioner that the 
manner in which the person will ad-
minister the custodial account will be 
consistent with the requirements of 
section 457(g)(1) and (3). To do so, the 
person must demonstrate that the re-
quirements of § 1.408–2(e)(2) through (6) 
(relating to nonbank trustees) are met. 
The written application must be sent 
to the address prescribed by the Com-
missioner in the same manner as pre-
scribed under § 1.408–2(e). To the extent 
that a person has already dem-
onstrated to the satisfaction of the 
Commissioner that the person satisfies 

the requirements of § 1.408–2(e) in con-
nection with a qualified trust (or cus-
todial account or annuity contract) 
under section 401(a), that person is 
deemed to satisfy the requirements of 
this paragraph (a)(3)(ii)(B). 

(iii) Annuity contracts. An annuity 
contract is treated as a trust for pur-
poses of section 457(g)(1) and paragraph 
(a)(1) of this section if the contract is 
an annuity contract, as defined in sec-
tion 401(g), that has been issued by an 
insurance company qualified to do 
business in the State, and the contract 
meets the requirements of paragraphs 
(a)(1) and (2) of this section, other than 
the requirement that it be a trust. An 
annuity contract does not include a 
life, health or accident, property, cas-
ualty, or liability insurance contract. 

(4) Combining assets. [Reserved] 
(b) Eligible plans maintained by tax-ex-

empt entity—(1) General rule. In order to 
be an eligible plan of a tax-exempt en-
tity, the plan must be unfunded and 
plan assets must not be set aside for 
participants or their beneficiaries. 
Under section 457(b)(6) and this para-
graph (b), an eligible plan of a tax-ex-
empt entity must provide that all 
amounts deferred under the plan, all 
property and rights to property (in-
cluding rights as a beneficiary of a con-
tract providing life insurance protec-
tion) purchased with such amounts, 
and all income attributable to such 
amounts, property, or rights, must re-
main (until paid or made available to 
the participant or beneficiary) solely 
the property and rights of the eligible 
employer (without being restricted to 
the provision of benefits under the 
plan), subject only to the claims of the 
eligible employer’s general creditors. 

(2) Additional requirements. For pur-
poses of paragraph (b)(1) of this sec-
tion, the plan must be unfunded re-
gardless of whether or not the amounts 
were deferred pursuant to a salary re-
duction agreement between the eligible 
employer and the participant. Any 
funding arrangement under an eligible 
plan of a tax-exempt entity that sets 
aside assets for the exclusive benefit of 
participants violates this requirement, 
and amounts deferred are generally im-
mediately includible in the gross in-
come of plan participants and bene-
ficiaries. Nothing in this paragraph (b) 
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prohibits an eligible plan from permit-
ting participants and their bene-
ficiaries to make an election among 
different investment options available 
under the plan, such as an election af-
fecting the investment of the amounts 
described in paragraph (b)(1) of this 
section. 

[T.D. 9075, 68 FR 41240, July 11, 2003; 68 FR 
51447, Aug. 27, 2003] 

§ 1.457–9 Effect on eligible plans when 
not administered in accordance 
with eligibility requirements. 

(a) Eligible governmental plans. A plan 
of a State ceases to be an eligible gov-
ernmental plan on the first day of the 
first plan year beginning more than 180 
days after the date on which the Com-
missioner notifies the State in writing 
that the plan is being administered in 
a manner that is inconsistent with one 
or more of the requirements of §§ 1.457– 
3 through 1.457–8 or 1.447–10. However, 
the plan may correct the plan incon-
sistencies specified in the written noti-
fication before the first day of that 
plan year and continue to maintain 
plan eligibility. If a plan ceases to be 
an eligible governmental plan, 
amounts subsequently deferred by par-
ticipants will be includible in income 
when deferred, or, if later, when the 
amounts deferred cease to be subject to 
a substantial risk of forfeiture, as pro-
vided at § 1.457–11. Amounts deferred 
before the date on which the plan 
ceases to be an eligible governmental 
plan, and any earnings thereon, will be 
treated as if the plan continues to be 
an eligible governmental plan and will 
not be includible in participant’s or 
beneficiary’s gross income until paid to 
the participant or beneficiary. 

(b) Eligible plans of tax-exempt entities. 
A plan of a tax-exempt entity ceases to 
be an eligible plan on the first day that 
the plan fails to satisfy one or more of 
the requirements of §§ 1.457–3 through 
1.457–8, or § 1.457–10. See § 1.457–11 for 
rules regarding the treatment of an in-
eligible plan. 

[T.D. 9075, 68 FR 41240, July 11, 2003; 68 FR 
51447, Aug. 27, 2003] 

§ 1.457–10 Miscellaneous provisions. 
(a) Plan terminations and frozen 

plans—(1) In general. An eligible em-
ployer may amend its plan to elimi-

nate future deferrals for existing par-
ticipants or to limit participation to 
existing participants and employees. 
An eligible plan may also contain pro-
visions that permit plan termination 
and permit amounts deferred to be dis-
tributed on termination. In order for a 
plan to be considered terminated, 
amounts deferred under an eligible 
plan must be distributed to all plan 
participants and beneficiaries as soon 
as administratively practicable after 
termination of the eligible plan. The 
mere provision for, and making of, dis-
tributions to participants or bene-
ficiaries upon a plan termination will 
not cause an eligible plan to cease to 
satisfy the requirements of section 
457(b) or the regulations. 

(2) Employers that cease to be eligible 
employers—(i) Plan not terminated. An 
eligible employer that ceases to be an 
eligible employer may no longer main-
tain an eligible plan. If the employer 
was a tax-exempt entity and the plan is 
not terminated as permitted under 
paragraph (a)(2)(ii) of this section, the 
tax consequences to participants and 
beneficiaries in the previously eligible 
(unfunded) plan of an ineligible em-
ployer are determined in accordance 
with either section 451 if the employer 
becomes an entity other than a State 
or § 1.457–11 if the employer becomes a 
State. If the employer was a State and 
the plan is neither terminated as per-
mitted under paragraph (a)(2)(ii) of this 
section nor transferred to another eli-
gible plan of that State as permitted 
under paragraph (b) of this section, the 
tax consequences to participants in the 
previously eligible governmental plan 
of an ineligible employer, the assets of 
which are held in trust pursuant to 
§ 1.457–8(a), are determined in accord-
ance with section 402(b) (section 403(c) 
in the case of an annuity contract) and 
the trust is no longer to be treated as 
a trust that is exempt from tax under 
section 501(a). 

(ii) Plan termination. As an alter-
native to determining the tax con-
sequences to the plan and participants 
under paragraph (a)(2)(i) of this sec-
tion, the employer may terminate the 
plan and distribute the amounts de-
ferred (and all plan assets) to all plan 
participants as soon as administra-
tively practicable in accordance with 
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paragraph (a)(1) of this section. Such 
distribution may include eligible roll-
over distributions in the case of a plan 
that was an eligible governmental 
plan. In addition, if the employer is a 
State, another alternative to deter-
mining the tax consequences under 
paragraph (a)(2)(i) of this section is to 
transfer the assets of the eligible gov-
ernmental plan to an eligible govern-
mental plan of another eligible em-
ployer within the same State under the 
plan-to-plan transfer rules of para-
graph (b) of this section. 

(3) Examples. The provisions of this 
paragraph (a) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. Employer Y, a corpora-
tion that owns a State hospital, sponsors an 
eligible governmental plan funded through a 
trust. Employer Y is acquired by a for-profit 
hospital and Employer Y ceases to be an eli-
gible employer under section 457(e)(1) or 
§ 1.457–2(e). Employer Y terminates the plan 
and, during the next 6 months, distributes to 
participants and beneficiaries all amounts 
deferred that were under the plan. 

(ii) Conclusion. The termination and dis-
tribution does not cause the plan to fail to 
be an eligible governmental plan. Amounts 
that are distributed as eligible rollover dis-
tributions may be rolled over to an eligible 
retirement plan described in section 
402(c)(8)(B). 

Example 2. (i) Facts. The facts are the same 
as in Example 1, except that Employer Y de-
cides to continue to maintain the plan. 

(ii) Conclusion. If Employer Y continues to 
maintain the plan, the tax consequences to 
participants and beneficiaries will be deter-
mined in accordance with either section 
402(b) if the compensation deferred is funded 
through a trust, section 403(c) if the com-
pensation deferred is funded through annuity 
contracts, or § 1.457–11 if the compensation 
deferred is not funded through a trust or an-
nuity contract. In addition, if Employer Y 
continues to maintain the plan, the trust 
will no longer be treated as exempt from tax 
under section 501(a). 

Example 3. (i) Facts. Employer Z, a corpora-
tion that owns a tax-exempt hospital, spon-
sors an unfunded eligible plan. Employer Z is 
acquired by a for-profit hospital and is no 
longer an eligible employer under section 
457(e)(1) or § 1.457–2(e). Employer Z termi-
nates the plan and distributes all amounts 
deferred under the eligible plan to partici-
pants and beneficiaries within a one-year pe-
riod. 

(ii) Conclusion. Distributions under the 
plan are treated as made under an eligible 
plan of a tax-exempt entity and the distribu-
tions of the amounts deferred are includible 

in the gross income of the participant or 
beneficiary in the year distributed. 

Example 4. (i) Facts. The facts are the same 
as in Example 3, except that Employer Z de-
cides to maintain instead of terminate the 
plan. 

(ii) Conclusion. If Employer Z maintains 
the plan, the tax consequences to partici-
pants and beneficiaries in the plan will 
thereafter be determined in accordance with 
section 451. 

(b) Plan-to-plan transfers—(1) General 
rule. An eligible governmental plan 
may provide for the transfer of 
amounts deferred by a participant or 
beneficiary to another eligible govern-
mental plan if the conditions in para-
graphs (b)(2), (3), or (4) of this section 
are met. An eligible plan of a tax-ex-
empt entity may provide for transfers 
of amounts deferred by a participant to 
another eligible plan of a tax-exempt 
entity if the conditions in paragraph 
(b)(5) of this section are met. In addi-
tion, an eligible governmental plan 
may accept transfers from another eli-
gible governmental plan as described in 
the first sentence of this paragraph 
(b)(1), and an eligible plan of a tax-ex-
empt entity may accept transfers from 
another eligible plan of a tax-exempt 
entity as described in the preceding 
sentence. However, a State may not 
transfer the assets of its eligible gov-
ernmental plan to a tax-exempt enti-
ty’s eligible plan and the plan of a tax- 
exempt entity may not accept such a 
transfer. Similarly, a tax-exempt enti-
ty may not transfer the assets of its el-
igible plan to an eligible governmental 
plan and an eligible governmental plan 
may not accept such a transfer. In ad-
dition, if the conditions in paragraph 
(b)(4) of this section (relating to per-
missive past service credit and repay-
ments under section 415) are met, an el-
igible governmental plan of a State 
may provide for the transfer of 
amounts deferred by a participant or 
beneficiary to a qualified plan (under 
section 401(a)) maintained by a State. 
However, a qualified plan may not 
transfer assets to an eligible govern-
mental plan or to an eligible plan of a 
tax-exempt entity, and an eligible gov-
ernmental plan or the plan of a tax-ex-
empt entity may not accept such a 
transfer. 
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(2) Requirements for post-severance 
plan-to-plan transfers among eligible gov-
ernmental plans. A transfer under para-
graph (b)(1) of this section from an eli-
gible governmental plan to another eli-
gible governmental plan is permitted if 
the following conditions are met— 

(i) The transferor plan provides for 
transfers; 

(ii) The receiving plan provides for 
the receipt of transfers; 

(iii) The participant or beneficiary 
whose amounts deferred are being 
transferred will have an amount de-
ferred immediately after the transfer 
at least equal to the amount deferred 
with respect to that participant or ben-
eficiary immediately before the trans-
fer; and 

(iv) In the case of a transfer for a par-
ticipant, the participant has had a sev-
erance from employment with the 
transferring employer and is per-
forming services for the entity main-
taining the receiving plan. 

(3) Requirements for plan-to-plan trans-
fers of all plan assets of eligible govern-
mental plan. A transfer under paragraph 
(b)(1) of this section from an eligible 
governmental plan to another eligible 
governmental plan is permitted if the 
following conditions are met— 

(i) The transfer is from an eligible 
governmental plan to another eligible 
governmental plan within the same 
State; 

(ii) All of the assets held by the 
transferor plan are transferred; 

(iii) The transferor plan provides for 
transfers; 

(iv) The receiving plan provides for 
the receipt of transfers; 

(v) The participant or beneficiary 
whose amounts deferred are being 
transferred will have an amount de-
ferred immediately after the transfer 
at least equal to the amount deferred 
with respect to that participant or ben-
eficiary immediately before the trans-
fer; and 

(vi) The participants or beneficiaries 
whose deferred amounts are being 
transferred are not eligible for addi-
tional annual deferrals in the receiving 
plan unless they are performing serv-
ices for the entity maintaining the re-
ceiving plan. 

(4) Requirements for plan-to-plan trans-
fers among eligible governmental plans of 

the same employer. A transfer under 
paragraph (b)(1) of this section from an 
eligible governmental plan to another 
eligible governmental plan is per-
mitted if the following conditions are 
met— 

(i) The transfer is from an eligible 
governmental plan to another eligible 
governmental plan of the same em-
ployer (and, for this purpose, the em-
ployer is not treated as the same em-
ployer if the participant’s compensa-
tion is paid by a different entity); 

(ii) The transferor plan provides for 
transfers; 

(iii) The receiving plan provides for 
the receipt of transfers; 

(iv) The participant or beneficiary 
whose amounts deferred are being 
transferred will have an amount de-
ferred immediately after the transfer 
at least equal to the amount deferred 
with respect to that participant or ben-
eficiary immediately before the trans-
fer; and 

(v) The participant or beneficiary 
whose deferred amounts are being 
transferred is not eligible for addi-
tional annual deferrals in the receiving 
plan unless the participant or bene-
ficiary is performing services for the 
entity maintaining the receiving plan. 

(5) Requirements for post-severance 
plan-to-plan transfers among eligible 
plans of tax-exempt entities. A transfer 
under paragraph (b)(1) of this section 
from an eligible plan of a tax-exempt 
employer to another eligible plan of a 
tax-exempt employer is permitted if 
the following conditions are met— 

(i) The transferor plan provides for 
transfers; 

(ii) The receiving plan provides for 
the receipt of transfers; 

(iii) The participant or beneficiary 
whose amounts deferred are being 
transferred will have an amount de-
ferred immediately after the transfer 
at least equal to the amount deferred 
with respect to that participant or ben-
eficiary immediately before the trans-
fer; and 

(iv) In the case of a transfer for a par-
ticipant, the participant has had a sev-
erance from employment with the 
transferring employer and is per-
forming services for the entity main-
taining the receiving plan. 
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(6) Treatment of amount transferred fol-
lowing a plan-to-plan transfer between el-
igible plans. Following a transfer of any 
amount between eligible plans under 
paragraphs (b)(1) through (b)(5) of this 
section— 

(i) The transferred amount is subject 
to the restrictions of § 1.457–6 (relating 
to when distributions are permitted to 
be made to a participant under an eli-
gible plan) in the receiving plan in the 
same manner as if the transferred 
amount had been originally been de-
ferred under the receiving plan if the 
participant is performing services for 
the entity maintaining the receiving 
plan, and 

(ii) In the case of a transfer between 
eligible plans of tax-exempt entities, 
except as otherwise determined by the 
Commissioner, the transferred amount 
is subject to § 1.457–7(c)(2) (relating to 
when amounts are considered to be 
made available under an eligible plan 
of a tax-exempt entity) in the same 
manner as if the elections made by the 
participant or beneficiary under the 
transferor plan had been made under 
the receiving plan. 

(7) Examples. The provisions of para-
graphs (b)(1) through (6) of this section 
are illustrated by the following exam-
ples: 

Example 1. (i) Facts. Participant A, the 
president of City X’s hospital, has accepted a 
position with another hospital which is a 
tax-exempt entity. A participates in the eli-
gible governmental plan of City X. A would 
like to transfer the amounts deferred under 
City X’s eligible governmental plan to the 
eligible plan of the tax-exempt hospital. 

(ii) Conclusion. City X’s plan may not 
transfer A’s amounts deferred to the tax-ex-
empt employer’s eligible plan. In addition, 
because the amounts deferred would no 
longer be held in trust for the exclusive ben-
efit of participants and their beneficiaries, 
the transfer would violate the exclusive ben-
efit rule of section 457(g) and § 1.457–8(a). 

Example 2. (i) Facts. County M, located in 
State S, operates several health clinics and 
maintains an eligible governmental plan for 
employees of those clinics. One of the clinics 
operated by County M is being acquired by a 
hospital operated by State S, and employees 
of that clinic will become employees of State 
S. County M permits those employees to 
transfer their balances under County M’s eli-
gible governmental plan to the eligible gov-
ernmental plan of State S. 

(ii) Conclusion. If the eligible governmental 
plans of County M and State S provide for 

the transfer and acceptance of the transfer 
(and the other requirements of paragraph 
(b)(1) of this section are satisfied), then the 
requirements of paragraph (b)(2) of this sec-
tion are satisfied and, thus, the transfer will 
not cause either plan to violate the require-
ments of section 457 or these regulations. 

Example 3. (i) Facts. City Employer Z, a 
hospital, sponsors an eligible governmental 
plan. City Employer Z is located in State B. 
All of the assets of City Employer Z are 
being acquired by a tax-exempt hospital. 
City Employer Z, in accordance with the 
plan-to-plan transfer rules of paragraph (b) 
of this section, would like to transfer the 
total amount of assets deferred under City 
Employer Z’s eligible governmental plan to 
the acquiring tax-exempt entity’s eligible 
plan. 

(ii) Conclusion. City Employer Z may not 
permit participants to transfer the amounts 
to the eligible plan of the tax-exempt entity. 
In addition, because the amounts deferred 
would no longer be held in trust for the ex-
clusive benefit of participants and their 
beneficiaries, the transfer would violate the 
exclusive benefit rule of section 457(g) and 
§ 1.457–8(a). 

Example 4. (i) Facts. The facts are the same 
as in Example 3, except that City Employer 
Z, instead of transferring all of its assets to 
the eligible plan of the tax-exempt entity, 
decides to transfer all of the amounts de-
ferred under City Z’s eligible governmental 
plan to the eligible governmental plan of 
County B in which City Z is located. County 
B’s eligible plan does not cover employees of 
City Z, but is willing to allow the assets of 
City Z’s plan to be transferred to County B’s 
plan, a related state government entity, also 
located in State B. 

(ii) Conclusion. If City Employer Z’s (trans-
feror) eligible governmental plan provides 
for such transfer and the eligible govern-
mental plan of County B permits the accept-
ance of such a transfer (and the other re-
quirements of paragraph (b)(1) of this section 
are satisfied), then the requirements of para-
graph (b)(3) of this section are satisfied and, 
thus, City Employer Z may transfer the 
total amounts deferred under its eligible 
governmental plan, prior to termination of 
that plan, to the eligible governmental plan 
maintained by County B. However, the par-
ticipants of City Employer Z whose deferred 
amounts are being transferred are not eligi-
ble to participate in the eligible govern-
mental plan of County B, the receiving plan, 
unless they are performing services for Coun-
ty B. 

Example 5. (i) Facts. State C has an eligible 
governmental plan. Employees of City U in 
State C are among the eligible employees for 
State C’s plan and City U decides to adopt 
another eligible governmental plan only for 
its employees. State C decides to allow em-
ployees to elect to transfer all of the 
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amounts deferred for an employee under 
State C’s eligible governmental plan to City 
U’s eligible governmental plan. 

(ii) Conclusion. If State C’s (transferor) eli-
gible governmental plan provides for such 
transfer and the eligible governmental plan 
of City U permits the acceptance of such a 
transfer (and the other requirements of para-
graph (b)(1) of this section are satisfied), 
then the requirements of paragraph (b)(4) of 
this section are satisfied and, thus, State C 
may transfer the total amounts deferred 
under its eligible governmental plan to the 
eligible governmental plan maintained by 
City U. 

(8) Purchase of permissive service credit 
by plan-to-plan transfers from an eligible 
governmental plan to a qualified plan—(i) 
General rule. An eligible governmental 
plan of a State may provide for the 
transfer of amounts deferred by a par-
ticipant or beneficiary to a defined 
benefit governmental plan (as defined 
in section 414(d)), and no amount shall 
be includible in gross income by reason 
of the transfer, if the conditions in 
paragraph (b)(8)(ii) of this section are 
met. A transfer under this paragraph 
(b)(8) is not treated as a distribution 
for purposes of § 1.457–6. Therefore, such 
a transfer may be made before sever-
ance from employment. 

(ii) Conditions for plan-to-plan trans-
fers from an eligible governmental plan to 
a qualified plan. A transfer may be 
made under this paragraph (b)(8) only 
if the transfer is either— 

(A) For the purchase of permissive 
service credit (as defined in section 
415(n)(3)(A)) under the receiving de-
fined benefit governmental plan; or 

(B) A repayment to which section 415 
does not apply by reason of section 
415(k)(3). 

(iii) Example. The provisions of this 
paragraph (b)(8) are illustrated by the 
following example: 

Example. (i) Facts. Plan X is an eligible gov-
ernmental plan maintained by County Y for 
its employees. Plan X provides for distribu-
tions only in the event of death, an unfore-
seeable emergency, or severance from em-
ployment with County Y (including retire-
ment from County Y). Plan S is a qualified 
defined benefit plan maintained by State T 
for its employees. County Y is within State 
T. Employee A is an employee of County Y 
and is a participant in Plan X. Employee A 
previously was an employee of State T and is 
still entitled to benefits under Plan S. Plan 
S includes provisions allowing participants 
in certain plans, including Plan X, to trans-

fer assets to Plan S for the purchase of serv-
ice credit under Plan S and does not permit 
the amount transferred to exceed the 
amount necessary to fund the benefit result-
ing from the service credit. Although not re-
quired to do so, Plan X allows Employee A to 
transfer assets to Plan S to provide a service 
benefit under Plan S. 

(ii) Conclusion. The transfer is permitted 
under this paragraph (b)(8). 

(c) Qualified domestic relations orders 
under eligible plans—(1) General rule. An 
eligible plan does not become an ineli-
gible plan described in section 457(f) 
solely because its administrator or 
sponsor complies with a qualified do-
mestic relations order as defined in 
section 414(p), including an order re-
quiring the distribution of the benefits 
of a participant to an alternate payee 
in advance of the general rules for eli-
gible plan distributions under § 1.457–6. 
If a distribution or payment is made 
from an eligible plan to an alternate 
payee pursuant to a qualified domestic 
relations order, rules similar to the 
rules of section 402(e)(1)(A) shall apply 
to the distribution or payment. 

(2) Examples. The provisions of this 
paragraph (c) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. Participant C and C’s 
spouse D are divorcing. C is employed by 
State S and is a participant in an eligible 
plan maintained by State S. C has an ac-
count valued at $100,000 under the plan. Pur-
suant to the divorce, a court issues a quali-
fied domestic relations order on September 
1, 2003 that allocates 50 percent of C’s $100,000 
plan account to D and specifically provides 
for an immediate distribution to D of D’s 
share within 6 months of the order. Payment 
is made to D in January of 2004. 

(ii) Conclusion. State S’s eligible plan does 
not become an ineligible plan described in 
section 457(f) and § 1.457–11 solely because its 
administrator or sponsor complies with the 
qualified domestic relations order requiring 
the immediate distribution to D in advance 
of the general rules for eligible plan distribu-
tions under § 1.457–6. In accordance with sec-
tion 402(e)(1)(A), D (not C) must include the 
distribution in gross income. The distribu-
tion is includible in D’s gross income in 2004. 
If the qualified domestic relations order were 
to provide for distribution to D at a future 
date, amounts deferred attributable to D’s 
share will be includible in D’s gross income 
when paid to D. 

Example 2. (i) Facts. The facts are the same 
as in Example 1, except that S is a tax-ex-
empt entity, instead of a State. 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00195 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



186 

26 CFR Ch. I (4–1–13 Edition) § 1.457–10 

(ii) Conclusion. State S’s eligible plan does 
not become an ineligible plan described in 
section 457(f) and § 1.457–11 solely because its 
administrator or sponsor complies with the 
qualified domestic relations order requiring 
the immediate distribution to D in advance 
of the general rules for eligible plan distribu-
tions under § 1.457–6. In accordance with sec-
tion 402(e)(1)(A), D (not C) must include the 
distribution in gross income. The distribu-
tion is includible in D’s gross income in 2004, 
assuming that the plan did not make the dis-
tribution available to D in 2003. If the quali-
fied domestic relations order were to provide 
for distribution to D at a future date, 
amounts deferred attributable to D’s share 
would be includible in D’s gross income when 
paid or made available to D. 

(d) Death benefits and life insurance 
proceeds. A death benefit plan under 
section 457(e)(11) is not an eligible plan. 
In addition, no amount paid or made 
available under an eligible plan as 
death benefits or life insurance pro-
ceeds is excludable from gross income 
under section 101. 

(e) Rollovers to eligible governmental 
plans—(1) General rule. An eligible gov-
ernmental plan may accept contribu-
tions that are eligible rollover dis-
tributions (as defined in section 
402(c)(4)) made from another eligible 
retirement plan (as defined in section 
402(c)(8)(B)) if the conditions in para-
graph (e)(2) of this section are met. 
Amounts contributed to an eligible 
governmental plan as eligible rollover 
distributions are not taken into ac-
count for purposes of the annual limit 
on annual deferrals by a participant in 
§ 1.457–4(c) or § 1.457–5, but are otherwise 
treated in the same manner as 
amounts deferred under section 457 for 
purposes of §§ 1.457–3 through 1.457–9 
and this section. 

(2) Conditions for rollovers to an eligible 
governmental plan. An eligible govern-
mental plan that permits eligible roll-
over distributions made from another 
eligible retirement plan to be paid into 
the eligible governmental plan is re-
quired under this paragraph (e)(2) to 
provide that it will separately account 
for any eligible rollover distributions 
it receives. A plan does not fail to sat-
isfy this requirement if it separately 
accounts for particular types of eligi-
ble rollover distributions (for example, 
if it maintains a separate account for 
eligible rollover distributions attrib-
utable to annual deferrals that were 

made under other eligible govern-
mental plans and a separate account 
for amounts attributable to other eligi-
ble rollover distributions), but this re-
quirement is not satisfied if any such 
separate account includes any amount 
that is not attributable to an eligible 
rollover distribution. 

(3) Example. The provisions of this 
paragraph (e) are illustrated by the fol-
lowing example: 

Example. (i) Facts. Plan T is an eligible gov-
ernmental plan that provides that employees 
who are eligible to participate in Plan T may 
make rollover contributions to Plan T from 
amounts distributed to an employee from an 
eligible retirement plan. An eligible retire-
ment plan is defined in Plan T as another eli-
gible governmental plan, a qualified section 
401(a) or 403(a) plan, or a section 403(b) con-
tract, or an individual retirement arrange-
ment (IRA) that holds such amounts. Plan T 
requires rollover contributions to be paid by 
the eligible retirement plan directly to Plan 
T (a direct rollover) or to be paid by the par-
ticipant within 60 days after the date on 
which the participant received the amount 
from the other eligible retirement plan. Plan 
T does not take rollover contributions into 
account for purposes of the plan’s limits on 
amounts deferred that conform to § 1.457–4(c). 
Rollover contributions paid to Plan T are in-
vested in the trust in the same manner as 
amounts deferred under Plan T and rollover 
contributions (and earnings thereon) are 
available for distribution to the participant 
at the same time and in the same manner as 
amounts deferred under Plan T. In addition, 
Plan T provides that, for each participant 
who makes a rollover contribution to Plan 
T, the Plan T record-keeper is to establish a 
separate account for the participant’s roll-
over contributions. The record-keeper cal-
culates earnings and losses for investments 
held in the rollover account separately from 
earnings and losses on other amounts held 
under the plan and calculates disbursements 
from and payments made to the rollover ac-
count separately from disbursements from 
and payments made to other amounts held 
under the plan. 

(ii) Conclusion. Plan T does not lose its sta-
tus as an eligible governmental plan as a re-
sult of the receipt of rollover contributions. 
The conclusion would not be different if the 
Plan T record-keeper were to establish two 
separate accounts, one of which is for the 
participant’s rollover contributions attrib-
utable to annual deferrals that were made 
under an eligible governmental plan and the 
other of which is for other rollover contribu-
tions. 
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(f) Deemed IRAs under eligible govern-
mental plans. See regulations under sec-
tion 408(q) for guidance regarding the 
treatment of separate accounts or an-
nuities as individual retirement plans 
(IRAs). 

[T.D. 9075, 68 FR 41240, July 11, 2003; 68 FR 
51447, Aug. 27, 2003; T.D. 9319, 72 FR 16931, 
Apr. 5, 2007] 

§ 1.457–11 Tax treatment of partici-
pants if plan is not an eligible plan. 

(a) In general. Under section 457(f), if 
an eligible employer provides for a de-
ferral of compensation under any 
agreement or arrangement that is an 
ineligible plan— 

(1) Compensation deferred under the 
agreement or arrangement is includ-
ible in the gross income of the partici-
pant or beneficiary for the first taxable 
year in which there is no substantial 
risk of forfeiture (within the meaning 
of section 457(f)(3)(B)) of the rights to 
such compensation; 

(2) If the compensation deferred is 
subject to a substantial risk of for-
feiture, the amount includible in gross 
income for the first taxable year in 
which there is no substantial risk of 
forfeiture includes earnings thereon to 
the date on which there is no substan-
tial risk of forfeiture; 

(3) Earnings credited on the com-
pensation deferred under the agree-
ment or arrangement that are not in-
cludible in gross income under para-
graph (a)(2) of this section are includ-
ible in the gross income of the partici-
pant or beneficiary only when paid or 
made available to the participant or 
beneficiary, provided that the interest 
of the participant or beneficiary in any 
assets (including amounts deferred 
under the plan) of the entity spon-
soring the agreement or arrangement 
is not senior to the entity’s general 
creditors; and 

(4) Amounts paid or made available 
to a participant or beneficiary under 
the agreement or arrangement are in-
cludible in the gross income of the par-
ticipant or beneficiary under section 
72, relating to annuities. 

(b) Exceptions. Paragraph (a) of this 
section does not apply with respect 
to— 

(1) A plan described in section 401(a) 
which includes a trust exempt from tax 
under section 501(a); 

(2) An annuity plan or contract de-
scribed in section 403; 

(3) That portion of any plan which 
consists of a transfer of property de-
scribed in section 83; 

(4) That portion of any plan which 
consists of a trust to which section 
402(b) applies; or 

(5) A qualified governmental excess 
benefit arrangement described in sec-
tion 415(m). 

(c) Amount included in income. The 
amount included in gross income on 
the applicable date under paragraphs 
(a)(1) and (a)(2) of this section is equal 
to the present value of the compensa-
tion (including earnings to the extent 
provided in paragraph (a)(2) of this sec-
tion) on that date. For purposes of ap-
plying section 72 on the applicable date 
under paragraphs (a)(3) and (4) of this 
section, the participant is treated as 
having paid investment in the contract 
(or basis) to the extent that the de-
ferred compensation has been taken 
into account by the participant in ac-
cordance with paragraphs (a)(1) and 
(a)(2) of this section. 

(d) Coordination of section 457(f) with 
section 83—(1) General rules. Under para-
graph (b)(3) of this section, section 
457(f) and paragraph (a) of this section 
do not apply to that portion of any 
plan which consists of a transfer of 
property described in section 83. For 
this purpose, a transfer of property de-
scribed in section 83 means a transfer 
of property to which section 83 applies. 
Section 457(f) and paragraph (a) of this 
section do not apply if the date on 
which there is no substantial risk of 
forfeiture with respect to compensa-
tion deferred under an agreement or ar-
rangement that is not an eligible plan 
is on or after the date on which there 
is a transfer of property to which sec-
tion 83 applies. However, section 457(f) 
and paragraph (a) of this section apply 
if the date on which there is no sub-
stantial risk of forfeiture with respect 
to compensation deferred under an 
agreement or arrangement that is not 
an eligible plan precedes the date on 
which there is a transfer of property to 
which section 83 applies. If deferred 
compensation payable in property is 
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includible in gross income under sec-
tion 457(f), then, as provided in section 
72, the amount includible in gross in-
come when that property is later trans-
ferred or made available to the service 
provider is the excess of the value of 
the property at that time over the 
amount previously included in gross in-
come under section 457(f). 

(2) Examples. The provisions of this 
paragraph (d) are illustrated in the fol-
lowing examples: 

Example 1. (i) Facts. As part of an arrange-
ment for the deferral of compensation, an el-
igible employer agrees on December 1, 2002 to 
pay an individual rendering services for the 
eligible employer a specified dollar amount 
on January 15, 2005. The arrangement pro-
vides for the payment to be made in the form 
of property having a fair market value equal 
to the specified dollar amount. The individ-
ual’s rights to the payment are not subject 
to a substantial risk of forfeiture (within the 
meaning of section 457(f)(3)(B)). 

(ii) Conclusion. In this Example 1, because 
there is no substantial risk of forfeiture with 
respect to the agreement to transfer prop-
erty in 2005, the present value (as of Decem-
ber 1, 2002) of the payment is includible in 
the individual’s gross income for 2002. Under 
paragraph (a)(4) of this section, when the 
payment is made on January 15, 2005, the 
amount includible in the individual’s gross 
income is equal to the excess of the fair mar-
ket value of the property when paid, over the 
amount that was includible in gross income 
for 2002 (which is the basis allocable to that 
payment). 

Example 2. (i) Facts. As part of an arrange-
ment for the deferral of compensation, indi-
viduals A and B rendering services for a tax- 
exempt entity each receive in 2010 property 
that is subject to a substantial risk of for-
feiture (within the meaning of section 
457(f)(3)(B) and within the meaning of section 
83(c)(1)). Individual A makes an election to 
include the fair market value of the property 
in gross income under section 83(b) and indi-
vidual B does not make this election. The 
substantial risk of forfeiture for the property 
transferred to individual A lapses in 2012 and 
the substantial risk of forfeiture for the 
property transferred to individual B also 
lapses in 2012. Thus, the property transferred 
to individual A is included in A’s gross in-
come for 2010 when A makes a section 83(b) 
election and the property transferred to indi-
vidual B is included in B’s gross income for 
2012 when the substantial risk of forfeiture 
for the property lapses. 

(ii) Conclusion. In this Example 2, in each 
case, the compensation deferred is not sub-
ject to section 457(f) or this section because 
section 83 applies to the transfer of property 
on or before the date on which there is no 

substantial risk of forfeiture with respect to 
compensation deferred under the arrange-
ment. 

Example 3. (i) Facts. In 2004, Z, a tax-exempt 
entity, grants an option to acquire property 
to employee C. The option lacks a readily as-
certainable fair market value, within the 
meaning of section 83(e)(3), has a value on 
the date of grant equal to $100,000, and is not 
subject to a substantial risk of forfeiture 
(within the meaning of section 457(f)(3)(B) 
and within the meaning of section 83(c)(1)). Z 
exercises the option in 2012 by paying an ex-
ercise price of $75,000 and receives property 
that has a fair market value (for purposes of 
section 83) equal to $300,000. 

(ii) Conclusion. In this Example 3, under sec-
tion 83(e)(3), section 83 does not apply to the 
grant of the option. Accordingly, C has in-
come of $100,000 in 2004 under section 457(f). 
In 2012, C has income of $125,000, which is the 
value of the property transferred in 2012, 
minus the allocable portion of the basis that 
results from the $100,000 of income in 2004 
and the $75,000 exercise price. 

Example 4. (i) Facts. In 2010, X, a tax-ex-
empt entity, agrees to pay deferred com-
pensation to employee D. The amount pay-
able is $100,000 to be paid 10 years later in 
2020. The commitment to make the $100,000 
payment is not subject to a substantial risk 
of forfeiture. In 2010, the present value of the 
$100,000 is $50,000. In 2018, X transfers to D 
property having a fair market value (for pur-
poses of section 83) equal to $70,000. The 
transfer is in partial settlement of the com-
mitment made in 2010 and, at the time of the 
transfer in 2018, the present value of the 
commitment is $80,000. In 2020, X pays D the 
$12,500 that remains due. 

(ii) Conclusion. In this Example 4, D has in-
come of $50,000 in 2010. In 2018, D has income 
of $30,000, which is the amount transferred in 
2018, minus the allocable portion of the basis 
that results from the $50,000 of income in 
2010. (Under section 72(e)(2)(B), income is al-
located first. The income is equal to $30,000 
($80,000 minus the $50,000 basis), with the re-
sult that the allocable portion of the basis is 
equal to $40,000 ($70,000 minus the $30,000 of 
income).) In 2020, D has income of $2,500 
($12,500 minus $10,000, which is the excess of 
the original $50,000 basis over the $40,000 
basis allocated to the transfer made in 2018). 

[T.D. 9075, 68 FR 41240, July 11, 2003] 

§ 1.457–12 Effective dates. 
(a) General effective date. Except as 

otherwise provided in this section, 
§§ 1.457–1 through 1.457–11 apply for tax-
able years beginning after December 31, 
2001. 

(b) Transition period for eligible plans 
to comply with EGTRRA. For taxable 
years beginning after December 31, 
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2001, and before January 1, 2004, a plan 
does not fail to be an eligible plan as a 
result of requirements imposed by the 
Economic Growth and Tax Relief Rec-
onciliation Act of 2001 (115 Stat. 385) 
(EGTRRA) (Public Law 107–16) June 7, 
2001, if it is operated in accordance 
with a reasonable, good faith interpre-
tation of EGTRRA. 

(c) Special rule for distributions from 
rollover accounts. The last sentence of 
§ 1.457–6(a) (relating to distributions of 
amounts held in a separate account for 
eligible rollover distributions) applies 
for taxable years beginning after De-
cember 31, 2003. 

(d) Special rule for options. Section 
1.457–11(d) does not apply with respect 
to an option without a readily ascer-
tainable fair market value (within the 
meaning of section 83(e)(3)) that was 
granted on or before May 8, 2002. 

(e) Special rule for qualified domestic 
relations orders. Section 1.457–10(c) (re-
lating to qualified domestic relations 
orders) applies for transfers, distribu-
tions, and payments made after Decem-
ber 31, 2001. 

[T.D. 9075, 68 FR 41240, July 11, 2003] 

§ 1.458–1 Exclusion for certain re-
turned magazines, paperbacks, or 
records. 

(a) In general—(1) Introduction. For 
taxable years beginning after Sep-
tember 30, 1979, section 458 allows ac-
crual basis taxpayers to elect to use a 
method of accounting that excludes 
from gross income some or all of the 
income attributable to qualified sales 
during the taxable year of magazines, 
paperbacks, or records, that are re-
turned before the close of the applica-
ble merchandise return period for that 
taxable year. Any amount so excluded 
cannot be excluded or deducted from 
gross income for the taxable year in 
which the merchandise is returned to 
the taxpayer. For the taxable year in 
which the taxpayer first uses this 
method of accounting, the taxpayer is 
not allowed to exclude from gross in-
come amounts attributable to mer-
chandise returns received during the 
taxable year that would have been ex-
cluded from gross income for the prior 
taxable year had the taxpayer used this 
method of accounting for that prior 
year. (See paragraph (e) of this section 

for rules describing how this amount 
should be taken into account.) The 
election to use this method of account-
ing shall be made in accordance with 
the rules contained in section 458(c) 
and in § 1.458–2 and this section. A tax-
payer that does not elect to use this 
method of accounting can reduce in-
come for returned merchandise only for 
the taxable year in which the merchan-
dise is actually returned unsold by the 
purchaser. 

(2) Effective date. While this section is 
generally effective only for taxable 
years beginning after August 31, 1984, 
taxpayers may rely on the provisions 
of paragraphs (a) through (f) of this 
section in taxable years beginning 
after September 30, 1979. 

(b) Definitions—(1) Magazine. ‘‘Maga-
zine’’ means a publication, usually 
paper-backed and sometimes illus-
trated, that is issued at regular inter-
vals and contains stories, poems, arti-
cles, features, etc. This term includes 
periodicals, but does not include news-
papers or volumes of a single publica-
tion issued at various intervals. How-
ever, volumes of a single publication 
that are issued at least annually, are 
related by title or subject matter to a 
magazine, and would otherwise qualify 
as a magazine, will be treated as a 
magazine. 

(2) Paperback. ‘‘Paperback’’ means a 
paperback book other than a magazine. 
Unlike a hardback book, which usually 
has stiff front and back covers that en-
close pages bound to a separate spine, a 
paperback book is characterized by a 
flexible outer cover to which the pages 
of the book are directly affixed. 

(3) Record. ‘‘Record’’ means a disc, 
tape, or similar item on which music, 
spoken or other sounds are recorded. 
However, the term does not include 
blank records, tapes, etc., on which it 
is expected the ultimate purchaser will 
record. The following items, provided 
they carry pre-recorded sound, are ex-
amples of ‘‘records’’: audio and video 
cassettes, eight-track tapes, reel-to- 
reel tapes, cylinders, and flat, compact, 
and laser discs. 

(4) Qualified sale. In order for a sale 
to be considered a qualified sale, both 
of the following conditions must be 
met: 
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(i) The taxpayer must be under a 
legal obligation (as determined by ap-
plicable State law), at the time of sale, 
to adjust the sales price of the maga-
zine, paperback, or record on account 
of the purchaser’s failure to resell it; 
and 

(ii) The taxpayer must actually ad-
just the sales price of the magazine, pa-
perback, or record to reflect the pur-
chaser’s failure to resell the merchan-
dise. The following are examples of ad-
justments to the sales price of unsold 
merchandise: Cash refunds, credits to 
the account of the purchaser, and re-
purchases of the merchandise. The ad-
justment need not be equal to the full 
amount of the sales price of the item. 
However, a markdown of the sales price 
under an agreement whereby the pur-
chaser continues to hold the merchan-
dise for sale or other disposition (other 
than solely for scrap) does not con-
stitute an adjustment resulting from a 
failure to resell. 

(5) Merchandise return period—(i) In 
general. Unless the taxpayer elects a 
shorter period, the ‘‘merchandise re-
turn period’’ is the period that ends 2 
months and 15 days after the close of 
the taxable year for sales of magazines 
and 4 months and 15 days after the 
close of the taxable year for sales of pa-
perbacks and records. 

(ii) Election to use shorter period. The 
taxpayer may select a shorter mer-
chandise return period than the appli-
cable period set forth in paragraph 
(b)(5)(i) of this section. 

(iii) Change in merchandise return pe-
riod. Any change in the merchandise 
return period after its initial establish-
ment will be treated as a change in 
method of accounting. 

(c) Amount of the exclusion—(1) In gen-
eral. Except as otherwise provided in 
paragraph (g) of this section, the 
amount of the gross income exclusion 
with respect to any qualified sale is 
equal to the lesser of— 

(i) The amount covered by the legal 
obligation referred to in paragraph 
(b)(4)(i) of this section; or 

(ii) The amount of the adjustment 
agreed to by the taxpayer before the 
close of the merchandise return period. 

(2) Price adjustment in excess of legal 
obligation. The excess, if any, of the 
amount described in paragraph (c)(1)(ii) 

of this section over the amount de-
scribed in paragraph (c)(1)(i) of this 
section should be excluded in the tax-
able year in which it is properly 
accruable under section 461. 

(d) Return of the merchandise—(1) In 
general. (i) The exclusion from gross in-
come allowed by section 458 applies 
with respect to a qualified sale of mer-
chandise only if the seller receives, be-
fore the close of the merchandise re-
turn period, either— 

(A) The physical return of the mer-
chandise; or 

(B) Satisfactory evidence that the 
merchandise has not been and will not 
be resold (as defined in paragraph (d)(2) 
of this section). 

(ii) For purposes of this paragraph 
(d), evidence of a return received by an 
agent of the seller (other than the pur-
chaser who purchased the merchandise 
from the seller) will be considered to be 
received by the seller at the time the 
agent receives the merchandise or evi-
dence. 

(2) Satisfactory evidence. Evidence 
that merchandise has not been and will 
not be resold is satisfactory only if the 
seller receives— 

(i) Physical return of some portion of 
the merchandise (e.g., covers) provided 
under either the agreement between 
the seller and the purchaser or indus-
try practice (such return evidencing 
the fact that the purchaser has not and 
will not resell the merchandise); or 

(ii) A written statement from the 
purchaser specifying the quantities of 
each title not resold, provided either— 

(A) The statement contains a rep-
resentation that the items specified 
will not be resold by the purchaser; or 

(B) The past dealings, if any, between 
the parties and industry practice indi-
cate that such statement constitutes a 
promise by the purchaser not to resell 
the items. 

(3) Retention of evidence. In the case of 
a return of merchandise (described in 
paragraph (d)(1)(i)(A) of this section) or 
portion thereof (described in paragraph 
(d)(2)(i) of this section), the seller has 
no obligation to retain physical evi-
dence of the returned merchandise or 
portion thereof, provided the seller 
maintains documentary evidence that 
describes the quantity of physical 
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items returned to the seller and indi-
cates that the items were returned be-
fore the close of the merchandise re-
turn period. 

(e) Transitional adjustment—(1) In gen-
eral. An election to change from some 
other method of accounting for the re-
turn of magazines, paperbacks, or 
records to the method of accounting 
described in section 458 is a change in 
method of accounting that requires a 
transitional adjustment. Section 458 
provides special rules for transitional 
adjustments that must be taken into 
account as a result of this change. See 
paragraph (e)(2) of this section for spe-
cial rules applicable to magazines and 
paragraphs (e) (3) and (4) of this section 
for special rules applicable to paper-
backs and records. 

(2) Magazines: 5-year spread of decrease 
in taxable income. For taxpayers who 
have elected to use the method of ac-
counting described in section 458 to ac-
count for returned magazines for a tax-
able year, section 458(d) and this para-
graph (e)(2) provide a special rule for 
taking into account any decrease in 
taxable income resulting from the ad-
justment required by section 481(a)(2). 
Under these provisions, one-fifth of the 
transitional adjustment must be taken 
into account in the taxable year of the 
change and in each of the 4 succeeding 
taxable years. For example, if the ap-
plication of section 481(a)(2) would 
produce a decrease in taxable income 
of $50 for 1980, the year of change, then 
$10 (one-fifth of $50) must be taken into 
account as a decrease in taxable in-
come for 1980, 1981, 1982, 1983, and 1984. 

(3) Suspense account for paperbacks 
and records—(i) In general. For tax-
payers who have elected to use the 
method of accounting described in sec-
tion 458 to account for returned paper-
backs and records for a taxable year, 
section 458(e) provides that, in lieu of 
applying section 481, an electing tax-
payer must establish a separate sus-
pense account for its paperback busi-
ness and its record business. The initial 
opening balance of the suspense ac-
count is described in paragraph 
(e)(3)(ii)(A) of this section. An initial 
adjustment to gross income for the 
year of election is described in para-
graph (e)(3)(ii)(B) of this section. An-
nual adjustments to the suspense ac-

count are described in paragraph 
(e)(3)(iii)(A) of this section. Gross in-
come adjustments are described in 
paragraph (e)(3)(iii)(B) of this section. 
Examples are provided in paragraph 
(e)(4) of this section. The effect of the 
suspense account is to defer all, or 
some part, of the deduction of the tran-
sitional adjustment until the taxpayer 
is no longer engaged in the trade or 
business of selling paperbacks or 
records, whichever is applicable. 

(ii) Establishing a suspense account— 
(A) Initial opening balance. To compute 
the initial opening balance of the sus-
pense account for the first taxable year 
for which an election is effective, the 
taxpayer must determine the section 
458 amount (as defined in paragraph 
(e)(3)(ii)(C) of this section) for each of 
the three preceding taxable years. The 
initial opening balance of the account 
is the largest of the section 458 
amounts. 

(B) Initial year adjustment. If the ini-
tial opening balance in the suspense ac-
count exceeds the section 458 amount 
(as defined in paragraph (e)(3)(ii)(C) of 
this section) for the taxable year im-
mediately preceding the year of elec-
tion, the excess is included in the tax-
payer’s gross income for the first tax-
able year for which the election was 
made. 

(C) Section 458 amount. For purposes 
of paragraph (e)(3)(ii) of this section, 
the section 458 amount for a taxable 
year is the dollar amount of merchan-
dise returns that would have been ex-
cluded from gross income under section 
458(a) for that taxable year if the sec-
tion 458 election had been in effect for 
that taxable year. 

(iii) Annual adjustments—(A) Adjust-
ment to the suspense account. Adjust-
ments are made to the suspense ac-
count each year to account for fluctua-
tions in merchandise returns. To com-
pute the annual adjustment, the tax-
payer must determine the amount to 
be excluded under the election from 
gross income under section 458(a) for 
the taxable year. If the amount is less 
than the opening balance in the sus-
pense account for the taxable year, the 
balance in the suspense account is re-
duced by the difference. Conversely, if 
the amount is greater than the opening 
balance in the suspense account for the 
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taxable year, the account is increased 
by the difference, but not to an amount 
in excess of the initial opening balance 
described in paragraph (e)(3)(ii)(A) of 
this section. Therefore, the balance in 
the suspense account will never be 
greater than the initial opening bal-
ance in the suspense account deter-
mined in paragraph (e)(3)(ii)(A) of this 
section. However, the balance in the 
suspense account after adjustments 
may be less than this initial opening 
balance in the suspense account. 

(B) Gross income adjustments. Adjust-
ments to the suspense account for 
years subsequent to the year of elec-
tion also produce adjustments in the 
taxpayer’s gross income. Adjustments 
which reduce the balance in the sus-
pense account reduce gross income for 
the year in which the adjustment to 
the suspense account is made. Adjust-
ments which increase the balance in 
the suspense account increase gross in-
come for the year in which the adjust-
ment to the suspense account is made. 

(4) Example. The provisions of para-
graph (e)(3) of this section may be il-
lustrated by the following example: 

Example: (i) X corporation, a paperback dis-
tributor, makes a timely section 458 election 
for its taxable year ending December 31, 1980. 
If the election had been in effect for the tax-
able years ending on December 31, 1977, 1978, 
and 1979, the dollar amounts of the quali-
fying returns would have been $5, $8, and $6, 

respectively. The initial opening balance of 
X’s suspense account on January 1, 1980, is 
$8, the largest of these amounts. Since the 
initial opening balance ($8), is larger than 
the qualifying returns for 1979 ($6), the ini-
tial adjustment to gross income for 1980 is $2 
($8–$6). 

(ii) X has $5 in qualifying returns for its 
taxable year ending December 31, 1980. X 
must reduce its suspense account by $3, 
which is the excess of the opening balance 
($8) over the amount of qualifying returns 
for the 1980 taxable year ($5). X also reduces 
its gross income for 1980 by $3. Thus, the net 
amount excludable from gross income for the 
1980 taxable year after taking into account 
the qualifying returns, the gross income ad-
justment, and the initial year adjustment is 
$6 ($3+$5¥$2). 

(iii) X has qualifying returns of $7 for its 
taxable year ending December 31, 1981. X 
must increase its suspense account balance 
by $2, which is the excess of the amount of 
qualifying returns for 1981 ($7) over X’s open-
ing balance in the suspense account ($5). X 
must also increase its gross income by $2. 
Thus, the net income excludable from gross 
income for the 1981 taxable year after taking 
into account the qualifying returns and the 
gross income adjustment is $5 ($7–$2). 

(iv) X has qualifying returns of $10 for its 
taxable year ending December 31, 1982. The 
opening balance in X’s suspense account of $7 
will not be increased in excess of the initial 
opening balance ($8). X must also increase 
gross income by $1. Thus, the net amount ex-
cludable from gross income for the 1982 tax-
able year is $9 ($10–$1). 

(v) This example is summarized by the fol-
lowing table: 

Years Ending December 31 

1977 1978 1979 1980 1 1981 1982 

Facts: 
Qualifying returns during mer-

chandise return period for 
the taxable year .................. $5 $8 $6 $5 $7 $10 

Adjustment to suspense account: 
Opening balance .................... .................... .................... .................... $8 $5 $7 
Addition to account 2 ............... .................... .................... .................... .................... 2 1 
Reduction to account 3 ............ .................... .................... .................... (3) 

Opening balance for next 
year .............................. .................... .................... .................... $5 $7 $8 

Amount excludable from income: 
Initial year adjustment ............. .................... .................... .................... $(2) 
Amount excludable as quali-

fying returns in merchandise 
return period ........................ .................... .................... .................... 5 $7 $10 

Adjustment for increase in 
suspense account ............... .................... .................... .................... .................... (2) (1) 

Adjustment for decrease in 
suspense account ............... .................... .................... .................... 3 
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Years Ending December 31 

1977 1978 1979 1980 1 1981 1982 

Net amount excludable 
for the year .................. .................... .................... .................... $6 $5 $9 

1 Year of Change. 
2 Applies when qualifying returns during the merchandise return period exceed the opening balance; the addition is not to 

cause the suspense account to exceed the initial opening balance. 
3 Applies when qualifying returns during the merchandise return period are less than the opening balance. 

(f) Subchapter C transactions—(1) Gen-
eral rule. If a transfer of substantially 
all the assets of a trade or business in 
which paperbacks or records are sold is 
made to an acquiring corporation, and 
if the acquiring corporation determines 
its basis in these assets, in whole or 
part, with reference to the basis of 
these assets in the hands of the trans-
feror, then for the purposes of section 
458(e) the principles of section 381 and 
§ 1.381(c)(4)–1 will apply. The applica-
tion of this rule is not limited to the 
transactions described in section 381(a). 
Thus, the rule also applies, for exam-
ple, to transactions described in sec-
tion 351. 

(2) Special rules. If, in the case of a 
transaction described in paragraph 
(f)(1) of this section, an acquiring cor-
poration acquires assets that were used 
in a trade or business that was not sub-
ject to a section 458 election from a 
transferor that is owned or controlled 
directly (or indirectly through a chain 
of corporations) by the same interests, 
and if the acquiring corporation uses 
the acquired assets in a trade or busi-
ness for which the acquiring corpora-
tion later makes an election to use sec-
tion 458, then the acquiring corpora-
tion must establish a suspense account 
by taking into account not only its 
own experience but also the trans-
feror’s experience when the transferor 
held the assets in its trade or business. 
Furthermore, the transferor is not al-
lowed a deduction or exclusion for mer-
chandise returned after the date of the 
transfer attributable to sales made by 
the transferor before the date of the 
transfer. Such returns shall be consid-
ered to be received by the acquiring 
corporation. 

(3) Example. The provisions of para-
graph (f)(2) of this section may be illus-
trated by the following example. 

Example. Corporation S, a calendar year 
taxpayer, is a wholly owned subsidiary of 

Corporation P, a calendar year taxpayer. On 
December 31, 1982, S acquires from P sub-
stantially all of the assets used in a trade or 
business in which records are sold. P had not 
made an election under section 458 with re-
spect to the qualified sale of records made in 
connection with that trade or business. S 
makes an election to use section 458 for its 
taxable year ending December 31, 1983, for 
the trade or business in which the acquired 
assets are used. P’s qualified record returns 
within the 4 month and 15 day merchandise 
return period following the 1980 and 1981 tax-
able years were $150 and $170, respectively. 
S’s qualified record returns during the mer-
chandise return period following 1982 were 
$160. S must establish a suspense account by 
taking into account both P’s and S’s experi-
ence for the 3 immediately preceding taxable 
years. Thus, the initial opening balance of 
S’s suspense account is $170. S must also 
make an initial year adjustment of $10 
($170—$160), which S must include in income 
for S’s taxable year ending December 31, 
1983. P is not entitled to a deduction or ex-
clusion for merchandise received after the 
date of the transfer (December 31, 1982) at-
tributable to sales made by the transferor 
before the date of transfer. Thus, P is not en-
titled to a deduction or exclusion for the $160 
of merchandise received by S during the first 
4 months and 15 days of 1983. 

(g) Adjustment to inventory and cost of 
goods sold. (1) If a taxpayer makes ad-
justments to gross receipts for a tax-
able year under the method of account-
ing described in section 458, the tax-
payer, in determining excludable gross 
income, is also required to make appro-
priate correlative adjustments to pur-
chases or closing inventory and to cost 
of goods sold for the same taxable year. 
Adjustments are appropriate, for exam-
ple, where the taxpayer holds the mer-
chandise returned for resale or where 
the taxpayer is entitled to receive a 
price adjustment from the person or 
entity that sold the merchandise to the 
taxpayer. Cost of goods sold must be 
properly adjusted in accordance with 
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the provisions of § 1.61–3 which pro-
vides, in pertinent part, that gross in-
come derived from a manufacturing or 
merchandising business equals total 
sales less cost of goods sold. 

(2) The provisions of this paragraph 
(g) may be illustrated by the following 
examples. These examples do not, how-
ever, reflect any required adjustments 
under paragraph (e)(3) of this section. 

Example 1. (i) In 1986, P, a publisher, prop-
erly elects under section 458 of the Code not 
to include in its gross income in the year of 
sale, income attributable to qualified sales 
of paperback books returned within the spec-
ified statutory merchandise return period of 
4 months and 15 days. P and D, a distributor, 
agree that P shall provide D with a full re-
fund for paperback books that D purchases 
from P and is unable to resell, provided the 
merchandise is returned to P within four 
months following the original sale. The 
agreement constitutes a legal obligation. 
The agreement provides that D’s return of 
the covers of paperback books within the 
first four months following their sale con-
stitutes satisfactory evidence that D has not 
resold and will not resell the paperback 
books. During P’s 1989 taxable year, pursuant 
to the agreement, P sells D 500 paperback 
books for $1 each. In 1990, during the mer-
chandise return period, D returns covers 
from 100 unsold paperback books rep-
resenting $100 of P’s 1989 sales of paperback 
books. P’s cost attributable to the returned 
books is $25. No adjustment to cost of goods 
sold is required under paragraph (g)(1) of this 
section because P is not holding returned 
merchandise for resale. P’s proper amount 
excluded from its 1989 gross income under 
section 458 is $100. 

(ii) If D returns the paperback books, rath-
er than the covers, to P and these same 
books are then held by P for resale to other 
customers, paragraph (g)(1) of this section 
applies. Under paragraph (g)(1), P is required 
to decrease its cost of goods sold by $25, the 
amount of P’s cost attributable to the re-
turned merchandise. The proper amount ex-
cluded from P’s 1989 gross income under sec-
tion 458 is $75, resulting from adjustments to 
sales and cost of sales [(100×$1)—$25]. 

Example 2. (i) In 1986, D, a distributor, prop-
erly elects under section 458 of the Code not 
to include in its gross income in the year of 
sale, income attributable to qualified sales 
of paperback books returned within the spec-
ified statutory merchandise return period of 
four months and 15 days. D and R, a retailer, 
agree that D shall provide a full refund for 
paperback books that R purchases from it 
and is unable to resell. D and R also have 
agreed that the merchandise must be re-
turned to D within four months following 
the original sale. The agreement constitutes 

a legal obligation. D is similarly entitled to 
a full refund from P, the publisher, for the 
same paperback books. In 1990, during the 
merchandise return period, R returns paper-
back books to D representing $100 of 1989 
sales. D’s cost relating to these sales is $50. 
Under paragraph (g)(1) of this section, D 
must decrease its costs of goods sold by $50. 
D’s proper amount excluded from its 1989 
gross income under section 458 is $50 result-
ing from adjustments to sales and costs of 
sales ($100—$50). 

(ii) If D is instead only entitled to a 50 per-
cent refund from P, D is required under para-
graph (g)(1) of this section to decrease its 
costs of goods sold by $25, the amount of re-
fund from P. D’s proper amount excluded 
from its 1989 gross income under section 458 
is $75, resulting from adjustments to sales 
and cost of sales ($100—$25). 

[T.D. 8426, 57 FR 38596, Aug. 26, 1992; 57 FR 
45879, Oct. 5, 1992] 

§ 1.458–2 Manner of and time for mak-
ing election. 

(a) Scope. For taxable years begin-
ning after September 30, 1979, section 
458 provides a special method of ac-
counting for taxpayers who account for 
sales of magazines, paperbacks, or 
records using an accrual method of ac-
counting. In order to use the special 
method of accounting under section 
458, a taxpayer must make an election 
in the manner prescribed in this sec-
tion. The election does not require the 
prior consent of the Internal Revenue 
Service. The election is effective for 
the taxable year for which it is made 
and for all subsequent taxable years, 
unless the taxpayer secures the prior 
consent of the Internal Revenue Serv-
ice to revoke such election. 

(b) Separate election for each trade or 
business. An election is made with re-
spect to each trade or business of a tax-
payer in connection with which quali-
fied sales (as defined in section
458(b)(5)) of a category of merchandise 
were made. Magazines, paperbacks, and 
records are each treated as a separate 
category of merchandise. If qualified 
sales of two or more categories of mer-
chandise are made in connection with 
the same trade or business, then solely 
for purposes of section 458, each cat-
egory is treated as a separate trade or 
business. For example, if a taxpayer 
makes qualified sales of both maga-
zines and paperbacks in the same trade 
or business, then solely for purposes of 
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section 458, the qualified sales relating 
to magazines are considered one trade 
or business and the qualified sales re-
lating to paperbacks are considered a 
separate trade or business. Thus, if the 
taxpayer wishes to account under sec-
tion 458 for the qualified sales of both 
magazines and paperbacks, such tax-
payer must make a separate election 
for each category. 

(c) Manner of, and time for, making 
election. An election is made under sec-
tion 458 and this section by filing a 
statement of election containing the 
information described in paragraph (d) 
of this section with the taxpayer’s in-
come tax return for first taxable year 
for which the election is made. The 
election must be made no later than 
the time prescribed by law (including 
extensions) for filing the income tax 
return for the first taxable year for 
which the election is made. Thus, the 
election may not be filed with an 
amended income tax return after the 
prescribed date (including extensions) 
for filing the original return for such 
year. 

(d) Required information. The state-
ment of election required by paragraph 
(c) of this section must indicate that 
an election is being made under section 
458(c) and must set forth the following 
information: 

(1) The taxpayer’s name, address, and 
identification number; 

(2) A description of each trade or 
business for which an election is made; 

(3) The first taxable year for which 
an election is made for each trade or 
business; 

(4) The merchandise return period (as 
defined in section 458(b)(7)) for each 
trade or business for which an election 
is made; 

(5) With respect to an election that 
applies to magazines, the amount of 
the adjustment computed under sec-
tion 481(a) resulting from the change to 
the method of accounting described in 
section 458; and 

(6) With respect to an election that 
applies to paperbacks or records, the 
initial opening balance (computed in 
accordance with section 458(e)) in the 
suspense account for each trade or 
business for which an election is made. 
The statement of election should be 
made on a Form 3115 which need con-

tain no information other than that re-
quired by this paragraph. 

[T.D. 7628, 44 FR 33398, June 11, 1979. Redesig-
nated by T.D. 8426, 57 FR 38599, Aug. 26, 1992] 

§ 1.460–0 Outline of regulations under 
section 460. 

This section lists the paragraphs con-
tained in § 1.460–1 through § 1.460–6. 

§ 1.460–1 Long-term contracts. 

(a) Overview. 
(1) In general. 
(2) Exceptions to required use of PCM. 
(i) Exempt construction contract. 
(ii) Qualified ship or residential construc-

tion contract. 
(b) Terms. 
(1) Long-term contract. 
(2) Contract for the manufacture, building, 

installation, or construction of property. 
(i) In general. 
(ii) De minimis construction activities. 
(3) Allocable contract costs. 
(4) Related party. 
(5) Contracting year. 
(6) Completion year. 
(7) Contract commencement date. 
(8) Incurred. 
(9) Independent research and development 

expenses. 
(10) Long-term contract methods of ac-

counting. 
(c) Entering into and completing long-term 

contracts. 
(1) In general. 
(2) Date contract entered into. 
(i) In general. 
(ii) Options and change orders. 
(3) Date contract completed. 
(i) In general. 
(ii) Secondary items. 
(iii) Subcontracts. 
(iv) Final completion and acceptance. 
(A) In general. 
(B) Contingent compensation. 
(C) Assembly or installation. 
(D) Disputes. 
(d) Allocation among activities. 
(1) In general. 
(2) Non-long-term contract activity. 
(e) Severing and aggregating contracts. 
(1) In general. 
(2) Facts and circumstances. 
(i) Pricing. 
(ii) Separate delivery or acceptance. 
(iii) Reasonable businessperson. 
(3) Exceptions. 
(i) Severance for PCM. 
(ii) Options and change orders. 
(4) Statement with return. 
(f) Classifying contracts. 
(1) In general. 
(2) Hybrid contracts. 
(i) In general. 
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(ii) Elections. 
(3) Method of accounting. 
(4) Use of estimates. 
(i) Estimating length of contract. 
(ii) Estimating allocable contract costs. 
(g) Special rules for activities benefitting 

long-term contracts of a related party. 
(1) Related party use of PCM. 
(i) In general. 
(ii) Exception for components and sub-

assemblies. 
(2) Total contract price. 
(3) Completion factor. 
(h) Effective date. 
(1) In general. 
(2) Change in method of accounting. 
(i) [Reserved] 
(j) Examples. 

§ 1.460–2 Long-term manufacturing contracts. 

(a) In general. 
(b) Unique. 
(1) In general. 
(2) Safe harbors. 
(i) Short production period. 
(ii) Customized item. 
(iii) Inventoried item. 
(c) Normal time to complete. 
(1) In general. 
(2) Production by related parties. 
(d) Qualified ship contracts. 
(e) Examples. 

§ 1.460–3 Long-term construction contracts. 

(a) In general. 
(b) Exempt construction contracts. 
(1) In general. 
(2) Home construction contract. 
(i) In general. 
(ii) Townhouses and rowhouses. 
(iii) Common improvements. 
(iv) Mixed use costs. 
(3) $10,000,000 gross receipts test. 
(i) In general. 
(ii) Single employer. 
(iii) Attribution of gross receipts. 
(c) Residential construction contracts. 

§ 1.460–4 Methods of accounting for long-term 
contracts. 

(a) Overview. 
(b) Percentage-of-completion method. 
(1) In general. 
(2) Computations. 
(3) Post-completion-year income. 
(4) Total contract price. 
(i) In general. 
(A) Definition. 
(B) Contingent compensation. 
(C) Non-long-term contract activities. 
(ii) Estimating total contract price. 
(5) Completion factor. 
(i) Allocable contract costs. 
(ii) Cumulative allocable contract costs. 
(iii) Estimating total allocable contract 

costs. 

(iv) Pre-contracting-year costs. 
(v) Post-completion-year costs. 
(6) 10-percent method. 
(i) In general. 
(ii) Election. 
(7) Terminated contract. 
(i) Reversal of income. 
(ii) Adjusted basis. 
(iii) Look-back method. 
(c) Exempt contract methods. 
(1) In general. 
(2) Exempt-contract percentage-of-comple-

tion method. 
(i) In general. 
(ii) Determination of work performed. 
(d) Completed-contract method. 
(1) In general. 
(2) Post-completion-year income and costs. 
(3) Gross contract price. 
(4) Contracts with disputed claims. 
(i) In general. 
(ii) Taxpayer assured of profit or loss. 
(iii) Taxpayer unable to determine profit 

or loss. 
(iv) Dispute resolved. 
(e) Percentage-of-completion/capitalized- 

cost method. 
(f) Alternative minimum taxable income. 
(1) In general. 
(2) Election to use regular completion fac-

tors. 
(g) Method of accounting. 
(h) Examples. 
(i) [Reserved] 
(j) Consolidated groups and controlled 

groups. 
(1) Intercompany transactions. 
(i) In general. 
(ii) Definitions and nomenclature. 
(2) Example. 
(3) Effective dates. 
(i) In general. 
(ii) Prior law. 
(4) Consent to change method of account-

ing. 
(k) Mid-contract change in taxpayer. 
(1) In general. 
(2) Constructive completion transactions. 
(i) Scope. 
(ii) Old taxpayer. 
(iii) New taxpayer. 
(iv) Special rules relating to distributions 

of certain contracts by a partnership. 
(A) In general. 
(B) Old taxpayer. 
(C) New taxpayer. 
(D) Basis rules. 
(E) Section 751. 
(1) In general. 
(2) Ordering rules. 
(3) Step-in-the-shoes transactions. 
(i) Scope. 
(ii) Old taxpayer. 
(A) In general. 
(B) Gain realized on the transaction. 
(iii) New taxpayer. 
(A) Method of accounting. 
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(B) Contract price. 
(C) Contract costs. 
(iv) Special rules related to certain cor-

porate and partnership transactions. 
(A) Old taxpayer—basis adjustment. 
(1) In general. 
(2) Basis adjustment in excess of stock or 

partnership interest basis. 
(3) Subsequent dispositions of certain con-

tracts. 
(B) New taxpayer. 
(1) Contract price adjustment. 
(2) Basis in contract. 
(C) Definition of old taxpayer and new tax-

payer for certain partnership transactions. 
(D) Exceptions to step-in-the-shoes rules 

for S corporations. 
(v) Special rules relating to certain part-

nership transactions. 
(A) Section 704(c). 
(1) Contributions of contracts. 
(2) Revaluations of partnership property. 
(3) Allocation methods. 
(B) Basis adjustments under sections 743(b) 

and 734(b). 
(C) Cross reference. 
(D) Exceptions to step-in-the-shoes rules. 
(4) Anti-abuse rule. 
(5) Examples. 
(6) Effective date. 

§ 1.460–5 Cost allocation rules. 

(a) Overview. 
(b) Cost allocation method for contracts 

subject to PCM. 
(1) In general. 
(2) Special rules. 
(i) Direct material costs. 
(ii) Components and subassemblies. 
(iii) Simplified production methods. 
(iv) Costs identified under cost-plus long- 

term contracts and federal long-term con-
tracts. 

(v) Interest. 
(A) In general. 
(B) Production period. 
(C) Application of section 263A(f). 
(vi) Research and experimental expenses. 
(vii) Service costs. 
(A) Simplified service cost method. 
(1) In general. 
(2) Example. 
(B) Jobsite costs. 
(C) Limitation on other reasonable cost al-

location methods. 
(c) Simplified cost-to-cost method for con-

tracts subject to the PCM. 
(1) In general. 
(2) Election. 
(d) Cost allocation rules for exempt con-

struction contracts reported using CCM. 
(1) In general. 
(2) Indirect costs. 
(i) Indirect costs allocable to exempt con-

struction contracts. 
(ii) Indirect costs not allocable to exempt 

construction contracts. 

(3) Large homebuilders. 
(e) Cost allocation rules for contracts sub-

ject to the PCCM. 
(f) Special rules applicable to costs allo-

cated under this section. 
(1) Nondeductible costs. 
(2) Costs incurred for non-long-term con-

tract activities. 
(g) Method of accounting. 

§ 1.460–6 Look-back method. 

(a) In general. 
(1) Introduction. 
(2) Overview. 
(b) Scope of look-back method. 
(1) In general. 
(2) Exceptions from section 460. 
(3) De minimis exception. 
(4) Alternative minimum tax. 
(5) Effective date. 
(c) Operation of the look-back method. 
(1) Overview. 
(i) In general. 
(ii) Post-completion revenue and expenses. 
(A) In general. 
(B) Completion. 
(C) Discounting of contract price and con-

tract cost adjustments subsequent to com-
pletion; election not to discount. 

(1) General rule. 
(2) Election not to discount. 
(3) Year-end discounting convention. 
(D) Revenue acceleration rule. 
(2) Look-back Step One. 
(i) Hypothetical reallocation of income 

among prior tax years. 
(ii) Treatment of estimated future costs in 

year of completion. 
(iii) Interim reestimates not considered. 
(iv) Tax years in which income is affected. 
(v) Costs incurred prior to contract execu-

tion; 10-percent method. 
(A) General rule. 
(B) Example. 
(vi) Amount treated as contract price. 
(A) General rule. 
(B) Contingencies. 
(C) Change orders. 
(3) Look-back Step Two: Computation of 

hypothetical overpayment or underpayment 
of tax. 

(i) In general. 
(ii) Redetermination of tax liability. 
(iii) Hypothetical underpayment or over-

payment. 
(iv) Cumulative determination of tax li-

ability. 
(v) Years affected by look-back only. 
(vi) Definition of tax liability. 
(4) Look-back Step Three: Calculation of 

interest on underpayment or overpayment. 
(i) In general. 
(ii) Changes in the amount of a loss or 

credit carryback or carryover. 
(iii) Changes in the amount of tax liability 

that generated a subsequent refund. 
(d) Simplified marginal impact method. 
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(1) Introduction. 
(2) Operation. 
(i) In general. 
(ii) Applicable tax rate. 
(iii) Overpayment ceiling. 
(iv) Example. 
(3) Anti-abuse rule. 
(4) Application. 
(i) Required use by certain pass-through 

entities. 
(A) General rule. 
(B) Closely held. 
(C) Examples. 
(D) Domestic contracts. 
(1) General rule. 
(2) Portion of contract income sourced. 
(E) Application to foreign contracts. 
(F) Effective date. 
(ii) Elective use. 
(A) General rule. 
(B) Election requirements. 
(C) Consolidated group consistency rule. 
(e) Delayed reapplication method. 
(1) In general. 
(2) Time and manner of making election. 
(3) Examples. 
(f) Look-back reporting. 
(1) Procedure. 
(2) Treatment of interest on return. 
(i) General rule. 
(ii) Timing of look-back interest. 
(3) Statutes of limitations and 

compounding of interest on look-back inter-
est. 

(g) Mid-contract change in taxpayer. 
(1) In general. 
(2) Constructive completion transactions. 
(3) Step-in-the-shoes transactions. 
(i) General rules. 
(ii) Application of look-back method to 

pre-transaction period. 
(A) Contract price 
(B) Method. 
(C) Interest accrual period. 
(D) Information old taxpayer must provide. 
(1) In general. 
(2) Special rules for certain pass-through 

entity transactions. 
(iii) Application of look-back method to 

post-transaction years. 
(iv) S corporation elections. 
(4) Effective date. 
(h) Examples. 
(1) Overview. 
(2) Step One. 
(3) Step Two. 
(4) Post-completion adjustments. 
(5) Alternative minimum tax. 
(6) Credit carryovers. 
(7) Net operating losses. 
(8) Alternative minimum tax credit. 
(9) Period for interest. 
(i) [Reserved] 

(j) Election not to apply look-back method 
in de minimis cases. 

[T.D. 9315, 55 FR 41670, Oct. 15, 1990, as 
amended by T.D. 8597, 60 FR 36683, July 18, 
1995; T.D. 8756, 63 FR 1918, Jan. 13, 1998; T.D. 
8775, 63 FR 36181, July 2, 1998; T.D. 8929, 66 FR 
2224, Jan. 11, 2001; T.D. 8995, 67 FR 34605, May 
15, 2002; T.D. 9137, 69 FR 42553, July 16, 2004] 

§ 1.460–1 Long-term contracts. 
(a) Overview—(1) In general. This sec-

tion provides rules for determining 
whether a contract for the manufac-
ture, building, installation, or con-
struction of property is a long-term 
contract under section 460 and what ac-
tivities must be accounted for as a sin-
gle long-term contract. Specific rules 
for long-term manufacturing and con-
struction contracts are provided in 
§§ 1.460–2 and 1.460–3, respectively. A 
taxpayer generally must determine the 
income from a long-term contract 
using the percentage-of-completion 
method described in § 1.460–4(b) (PCM) 
and the cost allocation rules described 
in § 1.460–5(b) or (c). In addition, after a 
contract subject to the PCM is com-
pleted, a taxpayer generally must 
apply the look-back method described 
in § 1.460-6 to determine the amount of 
interest owed on any hypothetical un-
derpayment of tax, or earned on any 
hypothetical overpayment of tax, at-
tributable to accounting for the long- 
term contract under the PCM. 

(2) Exceptions to required use of PCM— 
(i) Exempt construction contract. The re-
quirement to use the PCM does not 
apply to any exempt construction con-
tract described in § 1.460–3(b). Thus, a 
taxpayer may determine the income 
from an exempt construction contract 
using any accounting method per-
mitted by § 1.460–4(c) and, for contracts 
accounted for using the completed-con-
tract method (CCM), any cost alloca-
tion method permitted by § 1.460–5(d). 
Exempt construction contracts that 
are not subject to the PCM or CCM are 
not subject to the cost allocation rules 
of § 1.460–5 except for the production-pe-
riod interest rules of § 1.460–5(b)(2)(v). 
Exempt construction contractors that 
are large homebuilders described in 
§ 1.460–5(d)(3) must capitalize costs 
under section 263A. All other exempt 
construction contractors must account 
for the cost of construction using the 
appropriate rules contained in other 
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sections of the Internal Revenue Code 
or regulations. 

(ii) Qualified ship or residential con-
struction contract. The requirement to 
use the PCM applies only to a portion 
of a qualified ship contract described in 
§ 1.460–2(d) or residential construction 
contract described in § 1.460–3(c). A tax-
payer generally may determine the in-
come from a qualified ship contract or 
residential construction contract using 
the percentage-of-completion/capital-
ized-cost method (PCCM) described in 
§ 1.460–4(e), but must use a cost alloca-
tion method described in § 1.460–5(b) for 
the entire contract. 

(b) Terms—(1) Long-term contract. A 
long-term contract generally is any con-
tract for the manufacture, building, in-
stallation, or construction of property 
if the contract is not completed within 
the contracting year, as defined in 
paragraph (b)(5) of this section. How-
ever, a contract for the manufacture of 
property is a long-term contract only if 
it also satisfies either the unique item 
or 12-month requirements described in 
§ 1.460–2. A contract for the manufac-
ture of personal property is a manufac-
turing contract. In contrast, a contract 
for the building, installation, or con-
struction of real property is a construc-
tion contract. 

(2) Contract for the manufacture, build-
ing, installation, or construction of prop-
erty—(i) In general. A contract is a con-
tract for the manufacture, building, in-
stallation, or construction of property if 
the manufacture, building, installa-
tion, or construction of property is 
necessary for the taxpayer’s contrac-
tual obligations to be fulfilled and if 
the manufacture, building, installa-
tion, or construction of that property 
has not been completed when the par-
ties enter into the contract. If a tax-
payer has to manufacture or construct 
an item to fulfill its obligations under 
the contract, the fact that the tax-
payer is not required to deliver that 
item to the customer is not relevant. 
Whether the customer has title to, con-
trol over, or bears the risk of loss from, 
the property manufactured or con-
structed by the taxpayer also is not 
relevant. Furthermore, how the parties 
characterize their agreement (e.g., as a 
contract for the sale of property) is not 
relevant. 

(ii) De minimis construction activities. 
Notwithstanding paragraph (b)(2)(i) of 
this section, a contract is not a con-
struction contract under section 460 if 
the contract includes the provision of 
land by the taxpayer and the estimated 
total allocable contract costs, as de-
fined in paragraph (b)(3) of this section, 
attributable to the taxpayer’s con-
struction activities are less than 10 
percent of the contract’s total contract 
price, as defined in § 1.460–4(b)(4)(i). For 
the purposes of this paragraph (b)(2)(ii), 
the allocable contract costs attrib-
utable to the taxpayer’s construction 
activities do not include the cost of the 
land provided to the customer. In addi-
tion, a contract’s estimated total allo-
cable contract costs include a propor-
tionate share of the estimated cost of 
any common improvement that bene-
fits the subject matter of the contract 
if the taxpayer is contractually obli-
gated, or required by law, to construct 
the common improvement. 

(3) Allocable contract costs. Allocable 
contract costs are costs that are allo-
cable to a long-term contract under 
§ 1.460–5. 

(4) Related party. A related party is a 
person whose relationship to a tax-
payer is described in section 707(b) or 
267(b), determined without regard to 
section 267(f)(1)(A) and determined by 
replacing ‘‘at least 80 percent’’ with 
‘‘more than 50 percent’’ for the pur-
poses of determining the ownership of 
the stock of a corporation in sections 
267(b)(2), (8), (10)(A), and (12). 

(5) Contracting year. The contracting 
year is the taxable year in which a tax-
payer enters into a contract as de-
scribed in paragraph (c)(2) of this sec-
tion. 

(6) Completion year. The completion 
year is the taxable year in which a tax-
payer completes a contract as de-
scribed in paragraph (c)(3) of this sec-
tion. 

(7) Contract commencement date. The 
contract commencement date is the date 
that a taxpayer or related party first 
incurs any allocable contract costs, 
such as design and engineering costs, 
other than expenses attributable to 
bidding and negotiating activities. 
Generally, the contract commence-
ment date is relevant in applying 
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§ 1.460–6(b)(3) (concerning the de mini-
mis exception to the look-back method 
under section 460(b)(3)(B)); § 1.460– 
5(b)(2)(v)(B)(1)(i) (concerning the pro-
duction period subject to interest allo-
cation); § 1.460–2(d) (concerning quali-
fied ship contracts); and § 1.460– 
3(b)(1)(ii) (concerning the construction 
period for exempt construction con-
tracts). 

(8) Incurred. Incurred has the meaning 
given in § 1.461–1(a)(2) (concerning the 
taxable year a liability is incurred 
under the accrual method of account-
ing), regardless of a taxpayer’s overall 
method of accounting. See § 1.461– 
4(d)(2)(ii) for economic performance 
rules concerning the PCM. 

(9) Independent research and develop-
ment expenses. Independent research and 
development expenses are any expenses 
incurred in the performance of research 
or development, except that this term 
does not include any expenses that are 
directly attributable to a particular 
long-term contract in existence when 
the expenses are incurred and this term 
does not include any expenses under an 
agreement to perform research or de-
velopment. 

(10) Long-term contract methods of ac-
counting. Long-term contract methods of 
accounting, which include the PCM, the 
CCM, the PCCM, and the exempt-con-
tract percentage-of-completion method 
(EPCM), are methods of accounting 
that may be used only for long-term 
contracts. 

(c) Entering into and completing long- 
term contracts—(1) In general. To deter-
mine when a contract is entered into 
under paragraph (c)(2) of this section 
and completed under paragraph (c)(3) 
of this section, a taxpayer must con-
sider all relevant allocable contract 
costs incurred and activities performed 
by itself, by related parties on its be-
half, and by the customer, that are in-
cident to or necessary for the long- 
term contract. In addition, to deter-
mine whether a contract is completed 
in the contracting year, the taxpayer 
may not consider when it expects to 
complete the contract. 

(2) Date contract entered into—(i) In 
general. A taxpayer enters into a con-
tract on the date that the contract 
binds both the taxpayer and the cus-
tomer under applicable law, even if the 

contract is subject to unsatisfied con-
ditions not within the taxpayer’s con-
trol (such as obtaining financing). If a 
taxpayer delays entering into a con-
tract for a principal purpose of avoid-
ing section 460, however, the taxpayer 
will be treated as having entered into a 
contract not later than the contract 
commencement date. 

(ii) Options and change orders. A tax-
payer enters into a new contract on the 
date that the customer exercises an op-
tion or similar provision in a contract 
if that option or similar provision must 
be severed from the contract under 
paragraph (e) of this section. Simi-
larly, a taxpayer enters into a new con-
tract on the date that it accepts a 
change order or other similar agree-
ment if the change order or other simi-
lar agreement must be severed from 
the contract under paragraph (e) of 
this section. 

(3) Date contract completed—(i) In gen-
eral. A taxpayer’s contract is com-
pleted upon the earlier of— 

(A) Use of the subject matter of the 
contract by the customer for its in-
tended purpose (other than for testing) 
and at least 95 percent of the total allo-
cable contract costs attributable to the 
subject matter have been incurred by 
the taxpayer; or 

(B) Final completion and acceptance 
of the subject matter of the contract. 

(ii) Secondary items. The date a con-
tract accounted for using the CCM is 
completed is determined without re-
gard to whether one or more secondary 
items have been used or finally com-
pleted and accepted. If any secondary 
items are incomplete at the end of the 
taxable year in which the primary sub-
ject matter of a contract is completed, 
the taxpayer must separate the portion 
of the gross contract price and the allo-
cable contract costs attributable to the 
incomplete secondary item(s) from the 
completed contract and account for 
them using a permissible method of ac-
counting. A permissible method of ac-
counting includes a long-term contract 
method of accounting only if a sepa-
rate contract for the secondary item(s) 
would be a long-term contract, as de-
fined in paragraph (b)(1) of this section. 

(iii) Subcontracts. In the case of a sub-
contract, a subcontractor’s customer is 
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the general contractor. Thus, the sub-
ject matter of the subcontract is the 
relevant subject matter under para-
graph (c)(3)(i) of this section. 

(iv) Final completion and acceptance— 
(A) In general. Except as otherwise pro-
vided in this paragraph (c)(3)(iv), to de-
termine whether final completion and 
acceptance of the subject matter of a 
contract have occurred, a taxpayer 
must consider all relevant facts and 
circumstances. Nevertheless, a tax-
payer may not delay the completion of 
a contract for the principal purpose of 
deferring federal income tax. 

(B) Contingent compensation. Final 
completion and acceptance is deter-
mined without regard to any contrac-
tual term that provides for additional 
compensation that is contingent on the 
successful performance of the subject 
matter of the contract. A taxpayer 
must account for all contingent com-
pensation that is not includible in 
total contract price under § 1.460– 
4(b)(4)(i), or in gross contract price 
under § 1.460–4(d)(3), using a permissible 
method of accounting. For application 
of the look-back method for contracts 
accounted for using the PCM, see 
§ 1.460–6(c)(1)(ii) and (2)(vi). 

(C) Assembly or installation. Final 
completion and acceptance is deter-
mined without regard to whether the 
taxpayer has an obligation to assist or 
supervise assembly or installation of 
the subject matter of the contract 
where the assembly or installation is 
not performed by the taxpayer or a re-
lated party. A taxpayer must account 
for the gross receipts and costs attrib-
utable to such an obligation using a 
permissible method of accounting, 
other than a long-term contract meth-
od. 

(D) Disputes. Final completion and 
acceptance is determined without re-
gard to whether a dispute exists at the 
time the taxpayer tenders the subject 
matter of the contract to the cus-
tomer. For contracts accounted for 
using the CCM, see § 1.460–4(d)(4). For 
application of the look-back method 
for contracts accounted for using the 
PCM, see § 1.460–6(c)(1)(ii) and (2)(vi). 

(d) Allocation among activities—(1) In 
general. Long-term contract methods of 
accounting apply only to the gross re-
ceipts and costs attributable to long- 

term contract activities. Gross receipts 
and costs attributable to long-term 
contract activities means amounts in-
cluded in total contract price or gross 
contract price, whichever is applicable, 
as determined under § 1.460–4, and costs 
allocable to the contract, as deter-
mined under § 1.460–5. Gross receipts 
and costs attributable to non-long- 
term contract activities (as defined in 
paragraph (d)(2) of this section) gen-
erally must be taken into account 
using a permissible method of account-
ing other than a long-term contract 
method. See section 446(c) and § 1.446– 
1(c). However, if the performance of a 
non-long-term contract activity is in-
cident to or necessary for the manufac-
ture, building, installation, or con-
struction of the subject matter of one 
or more of the taxpayer’s long-term 
contracts, the gross receipts and costs 
attributable to that activity must be 
allocated to the long-term contract(s) 
benefitted as provided in §§ 1.460– 
4(b)(4)(i) and 1.460–5(f)(2), respectively. 
Similarly, if a single long-term con-
tract requires a taxpayer to perform a 
non-long-term contract activity that is 
not incident to or necessary for the 
manufacture, building, installation, or 
construction of the subject matter of 
the long-term contract, the gross re-
ceipts and costs attributable to that 
non-long-term contract activity must 
be separated from the contract and ac-
counted for using a permissible method 
of accounting other than a long-term 
contract method. But see paragraph (g) 
of this section for related party rules. 

(2) Non-long-term contract activity. 
Non-long-term contract activity means 
the performance of an activity other 
than manufacturing, building, installa-
tion, or construction, such as the pro-
vision of architectural, design, engi-
neering, and construction management 
services, and the development or im-
plementation of computer software. In 
addition, performance under a guar-
anty, warranty, or maintenance agree-
ment is a non-long-term contract ac-
tivity that is never incident to or nec-
essary for the manufacture or con-
struction of property under a long- 
term contract. 

(e) Severing and aggregating con-
tracts—(1) In general. After application 
of the allocation rules of paragraph (d) 
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of this section, the severing and aggre-
gating rules of this paragraph (e) may 
be applied by the Commissioner or the 
taxpayer as necessary to clearly reflect 
income (e.g., to prevent the unreason-
able deferral (or acceleration) of in-
come or the premature recognition (or 
deferral) of loss). Under the severing 
and aggregating rules, one agreement 
may be treated as two or more con-
tracts, and two or more agreements 
may be treated as one contract. Except 
as provided in paragraph (e)(3)(ii) of 
this section, a taxpayer must deter-
mine whether to sever an agreement or 
to aggregate two or more agreements 
based on the facts and circumstances 
known at the end of the contracting 
year. 

(2) Facts and circumstances. Whether 
an agreement should be severed, or two 
or more agreements should be aggre-
gated, depends on the following factors: 

(i) Pricing. Independent pricing of 
items in an agreement is necessary for 
the agreement to be severed into two 
or more contracts. In the case of an 
agreement for similar items, if the 
price to be paid for the items is deter-
mined under different terms or for-
mulas (e.g., if some items are priced 
under a cost-plus incentive fee arrange-
ment and later items are to be priced 
under a fixed-price arrangement), then 
the difference in the pricing terms or 
formulas indicates that the items are 
independently priced. Similarly, inter-
dependent pricing of items in separate 
agreements is necessary for two or 
more agreements to be aggregated into 
one contract. A single price negotia-
tion for similar items ordered under 
one or more agreements indicates that 
the items are interdependently priced. 

(ii) Separate delivery or acceptance. An 
agreement may not be severed into two 
or more contracts unless it provides for 
separate delivery or separate accept-
ance of items that are the subject mat-
ter of the agreement. However, the sep-
arate delivery or separate acceptance 
of items by itself does not necessarily 
require an agreement to be severed. 

(iii) Reasonable businessperson. Two or 
more agreements to perform manufac-
turing or construction activities may 
not be aggregated into one contract 
unless a reasonable businessperson 
would not have entered into one of the 

agreements for the terms agreed upon 
without also entering into the other 
agreement(s). Similarly, an agreement 
to perform manufacturing or construc-
tion activities may not be severed into 
two or more contracts if a reasonable 
businessperson would not have entered 
into separate agreements containing 
terms allocable to each severed con-
tract. Analyzing the reasonable 
businessperson standard requires an 
analysis of all the facts and cir-
cumstances of the business arrange-
ment between the taxpayer and the 
customer. For purposes of this para-
graph (e)(2)(iii), a taxpayer’s expecta-
tion that the parties would enter into 
another agreement, when agreeing to 
the terms contained in the first agree-
ment, is not relevant. 

(3) Exceptions—(i) Severance for PCM. 
A taxpayer may not sever under this 
paragraph (e) a long-term contract 
that would be subject to the PCM with-
out obtaining the Commissioner’s prior 
written consent. 

(ii) Options and change orders. Except 
as provided in paragraph (e)(3)(i) of this 
section, a taxpayer must sever an 
agreement that increases the number 
of units to be supplied to the customer, 
such as through the exercise of an op-
tion or the acceptance of a change 
order, if the agreement provides for 
separate delivery or separate accept-
ance of the additional units. 

(4) Statement with return. If a tax-
payer severs an agreement or aggre-
gates two or more agreements under 
this paragraph (e) during the taxable 
year, the taxpayer must attach a state-
ment to its original federal income tax 
return for that year. This statement 
must contain the following informa-
tion— 

(i) The legend NOTIFICATION OF 
SEVERANCE OR AGGREGATION 
UNDER SEC. 1.460–1(e); 

(ii) The taxpayer’s name; and 
(iii) The taxpayer’s employer identi-

fication number or social security 
number. 

(f) Classifying contracts—(1) In general. 
After applying the severing and aggre-
gating rules of paragraph (e) of this 
section, a taxpayer must determine the 
classification of a contract (e.g., as a 
long-term manufacturing contract, 
long-term construction contract, non- 
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long-term contract) based on all the 
facts and circumstances known no 
later than the end of the contracting 
year. Classification is determined on a 
contract-by-contract basis. Con-
sequently, a requirement to manufac-
ture a single unique item under a long- 
term contract will subject all other 
items in that contract to section 460. 

(2) Hybrid contracts—(i) In general. A 
long-term contract that requires a tax-
payer to perform both manufacturing 
and construction activities (hybrid 
contract) generally must be classified 
as two contracts, a manufacturing con-
tract and a construction contract. A 
taxpayer may elect, on a contract-by- 
contract basis, to classify a hybrid con-
tract as a long-term construction con-
tract if at least 95 percent of the esti-
mated total allocable contract costs 
are reasonably allocable to construc-
tion activities. In addition, a taxpayer 
may elect, on a contract-by-contract 
basis, to classify a hybrid contract as a 
long-term manufacturing contract sub-
ject to the PCM. 

(ii) Elections. A taxpayer makes an 
election under this paragraph (f)(2) by 
using its method of accounting for 
similar construction contracts or for 
manufacturing contracts, whichever is 
applicable, to account for a hybrid con-
tract entered into during the taxable 
year of the election on its original fed-
eral income tax return for the election 
year. If an electing taxpayer’s method 
is the PCM, the taxpayer also must use 
the PCM to apply the look-back meth-
od under § 1.460–6 and to determine al-
ternative minimum taxable income 
under § 1.460–4(f). 

(3) Method of accounting. Except as 
provided in paragraph (f)(2)(ii) of this 
section, a taxpayer’s method of 
classifying contracts is a method of ac-
counting under section 446 and, thus, 
may not be changed without the Com-
missioner’s consent. If a taxpayer’s 
method of classifying contracts is un-
reasonable, that classification method 
is an impermissible accounting meth-
od. 

(4) Use of estimates—(i) Estimating 
length of contract. A taxpayer must use 
a reasonable estimate of the time re-
quired to complete a contract when 
necessary to classify the contract (e.g., 
to determine whether the five-year 

completion rule for qualified ship con-
tracts under § 1.460–2(d), or the two- 
year completion rule for exempt con-
struction contracts under § 1.460–3(b), is 
satisfied, but not to determine whether 
a contract is completed within the con-
tracting year under paragraph (b)(1) of 
this section). To be considered reason-
able, an estimate of the time required 
to complete the contract must include 
anticipated time for delay, rework, 
change orders, technology or design 
problems, or other problems that rea-
sonably can be anticipated considering 
the nature of the contract and prior ex-
perience. A contract term that speci-
fies an expected completion or delivery 
date may be considered evidence that 
the taxpayer reasonably expects to 
complete or deliver the subject matter 
of the contract on or about the date 
specified, especially if the contract 
provides bona fide penalties for failing 
to meet the specified date. If a tax-
payer classifies a contract based on a 
reasonable estimate of completion 
time, the contract will not be reclassi-
fied based on the actual (or another 
reasonable estimate of) completion 
time. A taxpayer’s estimate of comple-
tion time will not be considered unrea-
sonable if a contract is not completed 
within the estimated time primarily 
because of unforeseeable factors not 
within the taxpayer’s control, such as 
third-party litigation, extreme weather 
conditions, strikes, or delays in secur-
ing permits or licenses. 

(ii) Estimating allocable contract costs. 
A taxpayer must use a reasonable esti-
mate of total allocable contract costs 
when necessary to classify the contract 
(e.g., to determine whether a contract 
is a home construction contract under 
§ 1.460–(3)(b)(2)). If a taxpayer classifies 
a contract based on a reasonable esti-
mate of total allocable contract costs, 
the contract will not be reclassified 
based on the actual (or another reason-
able estimate of) total allocable con-
tract costs. 

(g) Special rules for activities benefit-
ting long-term contracts of a related 
party—(1) Related party use of PCM—(i) 
In general. Except as provided in para-
graph (g)(1)(ii) of this section, if a re-
lated party and its customer enter into 
a long-term contract subject to the 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00213 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



204 

26 CFR Ch. I (4–1–13 Edition) § 1.460–1 

PCM, and a taxpayer performs any ac-
tivity that is incident to or necessary 
for the related party’s long-term con-
tract, the taxpayer must account for 
the gross receipts and costs attrib-
utable to this activity using the PCM, 
even if this activity is not otherwise 
subject to section 460(a). This type of 
activity may include, for example, the 
performance of engineering and design 
services, and the production of compo-
nents and subassemblies that are rea-
sonably expected to be used in the pro-
duction of the subject matter of the re-
lated party’s contract. 

(ii) Exception for components and sub-
assemblies. A taxpayer is not required 
to use the PCM under this paragraph 
(g) to account for a component or sub-
assembly that benefits a related par-
ty’s long-term contract if more than 50 
percent of the average annual gross re-
ceipts attributable to the sale of this 
item for the 3-taxable-year-period end-
ing with the contracting year comes 
from unrelated parties. 

(2) Total contract price. If a taxpayer 
is required to use the PCM under para-
graph (g)(1)(i) of this section, the total 
contract price (as defined in § 1.460– 
4(b)(4)(i)) is the fair market value of 
the taxpayer’s activity that is incident 
to or necessary for the performance of 
the related party’s long-term contract. 
The related party also must use the 
fair market value of the taxpayer’s ac-
tivity as the cost it incurs for the ac-
tivity. The fair market value of the 
taxpayer’s activity may or may not be 
the same as the amount the related 
party pays the taxpayer for that activ-
ity. 

(3) Completion factor. To compute a 
contract’s completion factor (as de-
scribed in § 1.460–4(b)(5)), the related 
party must take into account the fair 
market value of the taxpayer’s activity 
that is incident to or necessary for the 
performance of the related party’s 
long-term contract when the related 
party incurs the liability to the tax-
payer for the activity, rather than 
when the taxpayer incurs the costs to 
perform the activity. 

(h) Effective date—(1) In general. Ex-
cept as otherwise provided, this section 
and §§ 1.460–2 through 1.460–5 are appli-
cable for contracts entered into on or 
after January 11, 2001. 

(2) Change in method of accounting. 
Any change in a taxpayer’s method of 
accounting necessary to comply with 
this section and §§ 1.460–2 through 1.460– 
5 is a change in method of accounting 
to which the provisions of section 446 
and the regulations thereunder apply. 
For the first taxable year that includes 
January 11, 2001, a taxpayer is granted 
the consent of the Commissioner to 
change its method of accounting to 
comply with the provisions of this sec-
tion and §§ 1.460–2 through 1.460–5 for 
long-term contracts entered into on or 
after January 11, 2001. A taxpayer that 
wants to change its method of account-
ing under this paragraph (h)(2) must 
follow the automatic consent proce-
dures in Rev. Proc. 99–49 (1999–52 I.R.B. 
725) (see § 601.601(d)(2) of this chapter), 
except that the scope limitations in 
section 4.02 of Rev. Proc. 99–49 do not 
apply. Because a change under this 
paragraph (h)(2) is made on a cut-off 
basis, a section 481(a) adjustment is not 
permitted or required. Moreover, the 
taxpayer does not receive audit protec-
tion under section 7 of Rev. Proc. 99–49 
for a change in method of accounting 
under this paragraph (h)(2). A taxpayer 
that wants to change its exempt-con-
tract method of accounting is not 
granted the consent of the Commis-
sioner under this paragraph (h)(2) and 
must file a Form 3115, ‘‘Application for 
Change in Accounting Method,’’ to ob-
tain consent. See Rev. Proc. 97–27 (1997– 
1 C.B. 680) (see § 601.601(d)(2) of this 
chapter). 

(i) [Reserved] 
(j) Examples. The following examples 

illustrate the rules of this section: 

Example 1. Contract for manufacture of prop-
erty. B notifies C, an aircraft manufacturer, 
that it wants to purchase an aircraft of a 
particular type. At the time C receives the 
order, C has on hand several partially com-
pleted aircraft of this type; however, C does 
not have any completed aircraft of this type 
on hand. C and B agree that B will purchase 
one of these aircraft after it has been com-
pleted. C retains title to and risk of loss with 
respect to the aircraft until the sale takes 
place. The agreement between C and B is a 
contract for the manufacture of property 
under paragraph (b)(2)(i) of this section, even 
if labeled as a contract for the sale of prop-
erty, because the manufacture of the aircraft 
is necessary for C’s obligations under the 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00214 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



205 

Internal Revenue Service, Treasury § 1.460–1 

agreement to be fulfilled and the manufac-
turing was not complete when B and C en-
tered into the agreement. 

Example 2. De minimis construction activity. 
C, a master developer whose taxable year 
ends December 31, owns 5,000 acres of unde-
veloped land with a cost basis of $5,000,000 
and a fair market value of $50,000,000. To ob-
tain permission from the local county gov-
ernment to improve this land, a service road 
must be constructed on this land to benefit 
all 5,000 acres. In 2001, C enters into a con-
tract to sell a 1,000-acre parcel of undevel-
oped land to B, a residential developer, for 
its fair market value, $10,000,000. In this con-
tract, C agrees to construct a service road 
running through the land that C is selling to 
B and through the 4,000 adjacent acres of un-
developed land that C has sold or will sell to 
other residential developers for its fair mar-
ket value, $40,000,000. C reasonably estimates 
that it will incur allocable contract costs of 
$50,000 (excluding the cost of the land) to 
construct this service road, which will be 
owned and maintained by the county. C must 
reasonably allocate the cost of the service 
road among the benefitted parcels. The por-
tion of the estimated total allocable con-
tract costs that C allocates to the 1,000-acre 
parcel being sold to B (based upon its fair 
market value) is $10,000 
($50,000×($10,000,000÷$50,000,000)). Construction 
of the service road is finished in 2002. Be-
cause the estimated total allocable contract 
costs attributable to C’s construction activi-
ties, $10,000, are less than 10 percent of the 
contract’s total contract price, $10,000,000, 
C’s contract with B is not a construction 
contract under paragraph (b)(2)(ii) of this 
section. Thus, C’s contract with B is not a 
long-term contract under paragraph (b)(2)(i) 
of this section, notwithstanding that con-
struction of the service road is not com-
pleted in 2001. 

Example 3. Completion—customer use. In 2002, 
C, whose taxable year ends December 31, en-
ters into a contract to construct a building 
for B. In November of 2003, the building is 
completed in every respect necessary for its 
intended use, and B occupies the building. In 
early December of 2003, B notifies C of some 
minor deficiencies that need to be corrected, 
and C agrees to correct them in January 
2004. C reasonably estimates that the cost of 
correcting these deficiencies will be less 
than five percent of the total allocable con-
tract costs. C’s contract is complete under 
paragraph (c)(3)(i)(A) of this section in 2003 
because in that year, B used the building and 
C had incurred at least 95 percent of the 
total allocable contract costs attributable to 
the building. C must use a permissible meth-
od of accounting for any deficiency-related 
costs incurred after 2003. 

Example 4. Completion—customer use. In 2001, 
C, whose taxable year ends December 31, 
agrees to construct a shopping center, which 

includes an adjoining parking lot, for B. By 
October 2002, C has finished constructing the 
retail portion of the shopping center. By De-
cember 2002, C has graded the entire parking 
lot, but has paved only one-fourth of it be-
cause inclement weather conditions pre-
vented C from laying asphalt on the remain-
ing three-fourths. In December 2002, B opens 
the retail portion of the shopping center and 
the paved portion of the parking lot to the 
general public. C reasonably estimates that 
the cost of paving the remaining three- 
fourths of the parking lot when weather per-
mits will exceed five percent of C’s total al-
locable contract costs. Even though B is 
using the subject matter of the contract, C’s 
contract is not completed in December 2002 
under paragraph (c)(3)(i)(A) of this section 
because C has not incurred at least 95 per-
cent of the total allocable contract costs at-
tributable to the subject matter. 

Example 5. Completion—customer use. In 2001, 
C, whose taxable year ends December 31, 
agrees to manufacture 100 machines for B. 
By December 31, 2002, C has delivered 99 of 
the machines to B. C reasonably estimates 
that the cost of finishing the related work on 
the contract will be less than five percent of 
the total allocable contract costs. C’s con-
tract is not complete under paragraph 
(c)(3)(i)(A) of this section in 2002 because in 
that year, B is not using the subject matter 
of the contract (all 100 machines) for its in-
tended purpose. 

Example 6. Non-long-term contract activity. 
On January 1, 2001, C, whose taxable year 
ends December 31, enters into a single long- 
term contract to design and manufacture a 
satellite and to develop computer software 
enabling B to operate the satellite. At the 
end of 2001, C has not finished manufacturing 
the satellite. Designing the satellite and de-
veloping the computer software are non- 
long-term contract activities that are inci-
dent to and necessary for the taxpayer’s 
manufacturing of the subject matter of a 
long-term contract because the satellite 
could not be manufactured without the de-
sign and would not operate without the soft-
ware. Thus, under paragraph (d)(1) of this 
section, C must allocate these non-long-term 
contract activities to the long-term contract 
and account for the gross receipts and costs 
attributable to designing the satellite and 
developing computer software using the 
PCM. 

Example 7. Non-long-term contract activity. C 
agrees to manufacture equipment for B 
under a long-term contract. In a separate 
contract, C agrees to design the equipment 
being manufactured for B under the long- 
term contract. Under paragraph (d)(1) of this 
section, C must allocate the gross receipts 
and costs related to the design to the long- 
term contract because designing the equip-
ment is a non-long-term contract activity 
that is incident to and necessary for the 
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manufacture of the subject matter of the 
long-term contract. 

Example 8. Severance. On January 1, 2001, C, 
a construction contractor, and B, a real es-
tate investor, enter into an agreement re-
quiring C to build two office buildings in dif-
ferent areas of a large city. The agreement 
provides that the two office buildings will be 
completed by C and accepted by B in 2002 and 
2003, respectively, and that C will be paid 
$1,000,000 and $1,500,000 for the two office 
buildings, respectively. The agreement will 
provide C with a reasonable profit from the 
construction of each building. Unless C is re-
quired to use the PCM to account for the 
contract, C is required to sever this contract 
under paragraph (e)(2) of this section because 
the buildings are independently priced, the 
agreement provides for separate delivery and 
acceptance of the buildings, and, as each 
building will generate a reasonable profit, a 
reasonable businessperson would have en-
tered into separate agreements for the terms 
agreed upon for each building. 

Example 9. Severance. C, a large construc-
tion contractor whose taxable year ends De-
cember 31, accounts for its construction con-
tracts using the PCM and has elected to use 
the 10-percent method described in § 1.460– 
4(b)(6). In September 2001, C enters into an 
agreement to construct four buildings in 
four different cities. The buildings are inde-
pendently priced and the contract provides a 
reasonable profit for each of the buildings. In 
addition, the agreement requires C to com-
plete one building per year in 2002, 2003, 2004, 
and 2005. As of December 31, 2001, C has in-
curred 25 percent of the estimated total allo-
cable contract costs attributable to one of 
the buildings, but only five percent of the es-
timated total allocable contract costs attrib-
utable to all four buildings included in the 
agreement. C does not request the Commis-
sioner’s consent to sever this contract. Using 
the 10-percent method, C does not take into 
account any portion of the total contract 
price or any incurred allocable contract 
costs attributable to this agreement in 2001. 
Upon examination of C’s 2001 tax return, the 
Commissioner determines that C entered 
into one agreement for four buildings rather 
than four separate agreements each for one 
building solely to take advantage of the de-
ferral obtained under the 10-percent method. 
Consequently, to clearly reflect the tax-
payer’s income, the Commissioner may re-
quire C to sever the agreement into four sep-
arate contracts under paragraph (e)(2) of this 
section because the buildings are independ-
ently priced, the agreement provides for sep-
arate delivery and acceptance of the build-
ings, and a reasonable businessperson would 
have entered into separate agreements for 
these buildings. 

Example 10. Aggregation. In 2001, C, a ship-
builder, enters into two agreements with the 
Department of the Navy as the result of a 

single negotiation. Each agreement obligates 
C to manufacture a submarine. Because the 
submarines are of the same class, their speci-
fications are similar. Because C has never 
manufactured submarines of this class, how-
ever, C anticipates that it will incur substan-
tially higher costs to manufacture the first 
submarine, to be delivered in 2007, than to 
manufacture the second submarine, to be de-
livered in 2010. If the agreements are treated 
as separate contracts, the first contract 
probably will produce a substantial loss, 
while the second contract probably will 
produce substantial profit. Based upon these 
facts, aggregation is required under para-
graph (e)(2) of this section because the sub-
marines are interdependently priced and a 
reasonable businessperson would not have 
entered the first agreement without also en-
tering into the second. 

Example 11. Aggregation. In 2001, C, a manu-
facturer of aircraft and related equipment, 
agrees to manufacture 10 military aircraft 
for foreign government B and to deliver the 
aircraft by the end of 2003. When entering 
into the agreement, C anticipates that it 
might receive production orders from B over 
the next 20 years for as many as 300 more of 
these aircraft. The negotiated contract price 
reflects C’s and B’s consideration of the ex-
pected total cost of manufacturing the 10 
aircraft, the risks and opportunities associ-
ated with the agreement, and the additional 
factors the parties considered relevant. The 
negotiated price provides a profit on the sale 
of the 10 aircraft even if C does not receive 
any additional production orders from B. It 
is unlikely, however, that C actually would 
have wanted to manufacture the 10 aircraft 
but for the expectation that it would receive 
additional production orders from B. In 2003, 
B accepts delivery of the 10 aircraft. At that 
time, B orders an additional 20 aircraft of 
the same type for delivery in 2007. When ne-
gotiating the price for the additional 20 air-
craft, C and B consider the fact that the ex-
pected unit cost for this production run of 20 
aircraft will be lower than the unit cost of 
the 10 aircraft completed and accepted in 
2003, but substantially higher than the ex-
pected unit cost of future production runs. 
Based upon these facts, aggregation is not 
permitted under paragraph (e)(2) of this sec-
tion. Because the parties negotiated the 
prices of both agreements considering only 
the expected production costs and risks for 
each agreement standing alone, the terms 
and conditions agreed upon for the first 
agreement are independent of the terms and 
conditions agreed upon for the second agree-
ment. The fact that the agreement to manu-
facture 10 aircraft provides a profit for C in-
dicates that a reasonable businessperson 
would have entered into that agreement 
without entering into the agreement to man-
ufacture the additional 20 aircraft. 
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Example 12. Classification and completion. In 
2001, C, whose taxable year ends December 
31, agrees to manufacture and install an in-
dustrial machine for B. C elects under para-
graph (f) of this section to classify the agree-
ment as a long-term manufacturing contract 
and to account for it using the PCM. The 
agreement requires C to deliver the machine 
in August 2003 and to install and test the ma-
chine in B’s factory. In addition, the agree-
ment requires B to accept the machine when 
the tests prove that the machine’s perform-
ance will satisfy the environmental stand-
ards set by the Environmental Protection 
Agency (EPA), even if B has not obtained the 
required operating permit. Because of tech-
nical difficulties, C cannot deliver the ma-
chine until December 2003, when B condi-
tionally accepts delivery. C installs the ma-
chine in December 2003 and then tests it 
through February 2004. B accepts the ma-
chine in February 2004, but does not obtain 
the operating permit from the EPA until 
January 2005. Under paragraph (c)(3)(i)(B) of 
this section, C’s contract is finally com-
pleted and accepted in February 2004, even 
though B does not obtain the operating per-
mit until January 2005, because C completed 
all its obligations under the contract and B 
accepted the machine in February 2004. 

[T.D. 8929, 66 FR 2225, Jan. 11, 2001; 66 FR 
18357, Apr. 6, 2001] 

§ 1.460–2 Long-term manufacturing 
contracts. 

(a) In general. Section 460 generally 
requires a taxpayer to determine the 
income from a long-term manufac-
turing contract using the percentage- 
of-completion method described in 
§ 1.460–4(b) (PCM). A contract not com-
pleted in the contracting year is a 
long-term manufacturing contract if it 
involves the manufacture of personal 
property that is— 

(1) A unique item of a type that is 
not normally carried in the finished 
goods inventory of the taxpayer; or 

(2) An item that normally requires 
more than 12 calendar months to com-
plete (regardless of the duration of the 
contract or the time to complete a de-
liverable quantity of the item). 

(b) Unique—(1) In general. Unique 
means designed for the needs of a spe-
cific customer. To determine whether 
an item is designed for the needs of a 
specific customer, a taxpayer must 
consider the extent to which research, 
development, design, engineering, re-
tooling, and similar activities (custom-
izing activities) are required to manu-

facture the item and whether the item 
could be sold to other customers with 
little or no modification. A contract 
may require the taxpayer to manufac-
ture more than one unit of a unique 
item. If a contract requires a taxpayer 
to manufacture more than one unit of 
the same item, the taxpayer must de-
termine whether that item is unique by 
considering the customizing activities 
that would be needed to produce only 
the first unit. For the purposes of this 
paragraph (b), a taxpayer must con-
sider the activities performed on its be-
half by a subcontractor. 

(2) Safe harbors. Notwithstanding 
paragraph (b)(1) of this section, an item 
is not unique if it satisfies one or more 
of the safe harbors in this paragraph 
(b)(2). If an item does not satisfy one or 
more safe harbors, the determination 
of uniqueness will depend on the facts 
and circumstances. The safe harbors 
are: 

(i) Short production period. An item is 
not unique if it normally requires 90 
days or less to complete. In the case of 
a contract for multiple units of an 
item, the item is not unique only if it 
normally requires 90 days or less to 
complete each unit of the item in the 
contract. 

(ii) Customized item. An item is not 
unique if the total allocable contract 
costs attributable to customizing ac-
tivities that are incident to or nec-
essary for the manufacture of the item 
do not exceed 10 percent of the esti-
mated total allocable contract costs al-
locable to the item. In the case of a 
contract for multiple units of an item, 
this comparison must be performed on 
the first unit of the item, and the total 
allocable contract costs attributable to 
customizing activities that are inci-
dent to or necessary for the manufac-
ture of the first unit of the item must 
be allocated to that first unit. 

(iii) Inventoried item. A unique item 
ceases to be unique no later than when 
the taxpayer normally includes similar 
items in its finished goods inventory. 

(c) Normal time to complete—(1) In gen-
eral. The amount of time normally re-
quired to complete an item is the 
item’s reasonably expected production 
period, as described in § 1.263A–12, deter-
mined at the end of the contracting 
year. Thus, in general, the expected 
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production period for an item begins 
when a taxpayer incurs at least five 
percent of the costs that would be allo-
cable to the item under § 1.460–5 and 
ends when the item is ready to be held 
for sale and all reasonably expected 
production activities are complete. In 
the case of components that are assem-
bled or reassembled into an item or 
unit at the customer’s facility by the 
taxpayer’s employees or agents, the 
production period ends when the com-
ponents are assembled or reassembled 
into an operable item or unit. To the 
extent that several distinct activities 
related to the production of the item 
are expected to occur simultaneously, 
the period during which these distinct 
activities occur is not counted more 
than once. Furthermore, when deter-
mining the normal time to complete an 
item, a taxpayer is not required to con-
sider activities performed or costs in-
curred that would not be allocable con-
tract costs under section 460 (e.g., inde-
pendent research and development ex-
penses (as defined in § 1.460–1(b)(9)) and 
marketing expenses). Moreover, the 
time normally required to design and 
manufacture the first unit of an item 
for which the taxpayer intends to 
produce multiple units generally does 
not indicate the normal time to com-
plete the item. 

(2) Production by related parties. To de-
termine the time normally required to 
complete an item, a taxpayer must 
consider all relevant production activi-
ties performed and costs incurred by 
itself and by related parties, as defined 
in § 1.460–1(b)(4). For example, if a tax-
payer’s item requires a component or 
subassembly manufactured by a related 
party, the taxpayer must consider the 
time the related party takes to com-
plete the component or subassembly 
and, for purposes of determining the 
beginning of an item’s production pe-
riod, the costs incurred by the related 
party that are allocable to the compo-
nent or subassembly. However, if both 
requirements of the exception for com-
ponents and subassemblies under 
§ 1.460–1(g)(1)(ii) are satisfied, a tax-
payer does not consider the activities 
performed or the costs incurred by a 
related party when determining the 
normal time to complete an item. 

(d) Qualified ship contracts. A tax-
payer may determine the income from 
a long-term manufacturing contract 
that is a qualified ship contract using 
either the PCM or the percentage-of- 
completion/capitalized-cost method 
(PCCM) of accounting described in 
§ 1.460–4(e). A qualified ship contract is 
any contract entered into after Feb-
ruary 28, 1986, to manufacture in the 
United States not more than 5 seagoing 
vessels if the vessels will not be manu-
factured directly or indirectly for the 
United States Government and if the 
taxpayer reasonably expects to com-
plete the contract within 5 years of the 
contract commencement date. Under 
§ 1.460–1(e)(3)(i), a contract to produce 
more than 5 vessels for which the PCM 
would be required cannot be severed in 
order to be classified as a qualified ship 
contract. 

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

Example 1. Unique item and classification. In 
December 2001, C enters into a contract with 
B to design and manufacture a new type of 
industrial equipment. C reasonably expects 
the normal production period for this type of 
equipment to be eight months. Because the 
new type of industrial equipment requires a 
substantial amount of research, design, and 
engineering to produce, C determines that 
the equipment is a unique item and its con-
tract with B is a long-term contract. After 
delivering the equipment to B in September 
2002, C contracts with B to produce five addi-
tional units of that industrial equipment 
with certain different specifications. These 
additional units, which also are expected to 
take eight months to produce, will be deliv-
ered to B in 2003. C determines that the re-
search, design, engineering, retooling, and 
similar customizing costs necessary to 
produce the five additional units of equip-
ment does not exceed 10 percent of the first 
unit’s share of estimated total allocable con-
tract costs. Consequently, the additional 
units of equipment satisfy the safe harbor in 
paragraph (b)(2)(ii) of this section and are 
not unique items. Although C’s contract 
with B to produce the five additional units is 
not completed within the contracting year, 
the contract is not a long-term contract 
since the additional units of equipment are 
not unique items and do not normally re-
quire more than 12 months to produce. C 
must classify its second contract with B as a 
non-long term contract, notwithstanding 
that it classified the previous contract with 
B for a similar item as a long-term contract, 
because the determination of whether a con-
tract is a long-term contract is made on a 
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contract-by-contract basis. A change in clas-
sification is not a change in method of ac-
counting because the change in classifica-
tion results from a change in underlying 
facts. 

Example 2. 12-month rule—related party. C 
manufactures cranes. C purchases one of the 
crane’s components from R, a related party 
under § 1.460–1(b)(4). Less than 50 percent of 
R’s gross receipts attributable to the sale of 
this component comes from sales to unre-
lated parties; thus, the exception for compo-
nents and subassemblies under § 1.460– 
1(g)(1)(ii) is not satisfied. Consequently, C 
must consider the activities of R as R incurs 
costs and performs the activities rather than 
as C incurs a liability to R. The normal time 
period between the time that both C and R 
incur five percent of the costs allocable to 
the crane and the time that R completes the 
component is five months. C normally re-
quires an additional eight months to com-
plete production of the crane after receiving 
the integral component from R. C’s crane is 
an item of a type that normally requires 
more than 12 months to complete under 
paragraph (c) of this section because the pro-
duction period from the time that both C and 
R incur five percent of the costs allocable to 
the crane until the time that production of 
the crane is complete is normally 13 months. 

Example 3. 12-month rule—duration of con-
tract. The facts are the same as in Example 2, 
except that C enters into a sales contract 
with B on December 31, 2001 (the last day of 
C’s taxable year), and delivers a completed 
crane to B on February 1, 2002. C’s contract 
with B is a long-term contract under para-
graph (a)(2) of this section because the con-
tract is not completed in the contracting 
year, 2001, and the crane is an item that nor-
mally requires more than 12 calendar months 
to complete (regardless of the duration of 
the contract). 

Example 4. 12-month rule—normal time to 
complete. The facts are the same as in Exam-
ple 2, except that C (and R) actually com-
plete B’s crane in only 10 calendar months. 
The contract is a long-term contract because 
the normal time to complete a crane, not the 
actual time to complete a crane, is the rel-
evant criterion for determining whether an 
item is subject to paragraph (a)(2) of this 
section. 

Example 5. Normal time to complete. C enters 
into a multi-unit contract to produce four 
units of an item. C does not anticipate pro-
ducing any additional units of the item. C 
expects to perform the research, design, and 
development that are directly allocable to 
the particular item and to produce the first 
unit in the first 24 months. C reasonably ex-
pects the production period for each of the 
three remaining units will be 3 months. This 
contract is not a contract that involves the 
manufacture of an item that normally re-
quires more than 12 months to complete be-

cause the normal time to complete the item 
is 3 months. However, the contract does not 
satisfy the 90-day safe harbor for unique 
items because the normal time to complete 
the first unit of this item exceeds 90 days. 
Thus, the contract might involve the manu-
facture of a unique item depending on the 
facts and circumstances. 

[T.D. 8929, 66 FR 2230, Jan. 11, 2001; 66 FR 
18191, Apr. 6, 2001] 

§ 1.460–3 Long-term construction con-
tracts. 

(a) In general. Section 460 generally 
requires a taxpayer to determine the 
income from a long-term construction 
contract using the percentage-of-com-
pletion method described in § 1.460–4(b) 
(PCM). A contract not completed in the 
contracting year is a long-term con-
struction contract if it involves the 
building, construction, reconstruction, 
or rehabilitation of real property; the 
installation of an integral component 
to real property; or the improvement of 
real property (collectively referred to 
as construction). Real property means 
land, buildings, and inherently perma-
nent structures, as defined in § 1.263A– 
8(c)(3), such as roadways, dams, and 
bridges. Real property does not include 
vessels, offshore drilling platforms, or 
unsevered natural products of land. An 
integral component to real property in-
cludes property not produced at the 
site of the real property but intended 
to be permanently affixed to the real 
property, such as elevators and central 
heating and cooling systems. Thus, for 
example, a contract to install an eleva-
tor in a building is a construction con-
tract because a building is real prop-
erty, but a contract to install an eleva-
tor in a ship is not a construction con-
tract because a ship is not real prop-
erty. 

(b) Exempt construction contracts—(1) 
In general. The general requirement to 
use the PCM and the cost allocation 
rules described in § 1.460–5(b) or (c) does 
not apply to any long-term construc-
tion contract described in this para-
graph (b) (exempt construction con-
tract). Exempt construction contract 
means any— 

(i) Home construction contract; and 
(ii) Other construction contract that 

a taxpayer estimates (when entering 
into the contract) will be completed 
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within 2 years of the contract com-
mencement date, provided the tax-
payer satisfies the $10,000,000 gross re-
ceipts test described in paragraph (b)(3) 
of this section. 

(2) Home construction contract—(i) In 
general. A long-term construction con-
tract is a home construction contract if a 
taxpayer (including a subcontractor 
working for a general contractor) rea-
sonably expects to attribute 80 percent 
or more of the estimated total allo-
cable contract costs (including the cost 
of land, materials, and services), deter-
mined as of the close of the contracting 
year, to the construction of— 

(A) Dwelling units, as defined in sec-
tion 168(e)(2)(A)(ii)(I), contained in 
buildings containing 4 or fewer dwell-
ing units (including buildings with 4 or 
fewer dwelling units that also have 
commercial units); and 

(B) Improvements to real property di-
rectly related to, and located at the 
site of, the dwelling units. 

(ii) Townhouses and rowhouses. Each 
townhouse or rowhouse is a separate 
building. 

(iii) Common improvements. A tax-
payer includes in the cost of the dwell-
ing units their allocable share of the 
cost that the taxpayer reasonably ex-
pects to incur for any common im-
provements (e.g., sewers, roads, club-
houses) that benefit the dwelling units 
and that the taxpayer is contractually 
obligated, or required by law, to con-
struct within the tract or tracts of land 
that contain the dwelling units. 

(iv) Mixed use costs. If a contract in-
volves the construction of both com-
mercial units and dwelling units within 
the same building, a taxpayer must al-
locate the costs among the commercial 
units and dwelling units using a rea-
sonable method or combination of rea-
sonable methods, such as specific iden-
tification, square footage, or fair mar-
ket value. 

(3) $10,000,000 gross receipts test—(i) In 
general. Except as otherwise provided 
in paragraphs (b)(3)(ii) and (iii) of this 
section, the $10,000,000 gross receipts 
test is satisfied if a taxpayer’s (or pred-
ecessor’s) average annual gross receipts 
for the 3 taxable years preceding the 
contracting year do not exceed 
$10,000,000, as determined using the 

principles of the gross receipts test for 
small resellers under § 1.263A–3(b). 

(ii) Single employer. To apply the 
gross receipts test, a taxpayer is not 
required to aggregate the gross re-
ceipts of persons treated as a single 
employer solely under section 414(m) 
and any regulations prescribed under 
section 414. 

(iii) Attribution of gross receipts. A tax-
payer must aggregate a proportionate 
share of the construction-related gross 
receipts of any person that has a five 
percent or greater interest in the tax-
payer. In addition, a taxpayer must ag-
gregate a proportionate share of the 
construction-related gross receipts of 
any person in which the taxpayer has a 
five percent or greater interest. For 
this purpose, a taxpayer must deter-
mine ownership interests as of the first 
day of the taxpayer’s contracting year 
and must include indirect interests in 
any corporation, partnership, estate, 
trust, or sole proprietorship according 
to principles similar to the construc-
tive ownership rules under sections 
1563(e), (f)(2), and (f)(3)(A). However, a 
taxpayer is not required to aggregate 
under this paragraph (b)(3)(iii) any con-
struction-related gross receipts re-
quired to be aggregated under para-
graph (b)(3)(i) of this section. 

(c) Residential construction contracts. 
A taxpayer may determine the income 
from a long-term construction contract 
that is a residential construction con-
tract using either the PCM or the per-
centage-of-completion/capitalized-cost 
method (PCCM) of accounting de-
scribed in § 1.460–4(e). A residential con-
struction contract is a home construc-
tion contract, as defined in paragraph 
(b)(2) of this section, except that the 
building or buildings being constructed 
contain more than 4 dwelling units. 

[T.D. 8929, 66 FR 2231, Jan. 11, 2001] 

§ 1.460–4 Methods of accounting for 
long-term contracts. 

(a) Overview. This section prescribes 
permissible methods of accounting for 
long-term contracts. Paragraph (b) of 
this section describes the percentage- 
of-completion method under section 
460(b) (PCM) that a taxpayer generally 
must use to determine the income from 
a long-term contract. Paragraph (c) of 
this section lists permissible methods 
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of accounting for exempt construction 
contracts described in § 1.460–3(b)(1) and 
describes the exempt-contract percent-
age-of-completion method (EPCM). 
Paragraph (d) of this section describes 
the completed-contract method (CCM), 
which is one of the permissible meth-
ods of accounting for exempt construc-
tion contracts. Paragraph (e) of this 
section describes the percentage-of- 
completion/capitalized-cost method 
(PCCM), which is a permissible method 
of accounting for qualified ship con-
tracts described in § 1.460–2(d) and resi-
dential construction contracts de-
scribed in § 1.460–3(c). Paragraph (f) of 
this section provides rules for deter-
mining the alternative minimum tax-
able income (AMTI) from long-term 
contracts that are not exempted under 
section 56. Paragraph (g) of this section 
provides rules concerning consistency 
in methods of accounting for long-term 
contracts. Paragraph (h) of this section 
provides examples illustrating the 
principles of this section. Paragraph (j) 
of this section provides rules for tax-
payers that file consolidated tax re-
turns. Finally, paragraph (k) of this 
section provides rules relating to a 
mid-contract change in taxpayer of a 
contract accounted for using a long- 
term contract method of accounting. 

(b) Percentage-of-completion method— 
(1) In general. Under the PCM, a tax-
payer generally must include in in-
come the portion of the total contract 
price, as defined in paragraph (b)(4)(i) of 
this section, that corresponds to the 
percentage of the entire contract that 
the taxpayer has completed during the 
taxable year. The percentage of com-
pletion must be determined by com-
paring allocable contract costs in-
curred with estimated total allocable 
contract costs. Thus, the taxpayer in-
cludes a portion of the total contract 
price in gross income as the taxpayer 
incurs allocable contract costs. 

(2) Computations. To determine the 
income from a long-term contract, a 
taxpayer— 

(i) Computes the completion factor for 
the contract, which is the ratio of the 
cumulative allocable contract costs 
that the taxpayer has incurred through 
the end of the taxable year to the esti-
mated total allocable contract costs 

that the taxpayer reasonably expects 
to incur under the contract; 

(ii) Computes the amount of cumu-
lative gross receipts from the contract by 
multiplying the completion factor by 
the total contract price; 

(iii) Computes the amount of current- 
year gross receipts, which is the dif-
ference between the amount of cumu-
lative gross receipts for the current 
taxable year and the amount of cumu-
lative gross receipts for the imme-
diately preceding taxable year (the dif-
ference can be a positive or negative 
number); and 

(iv) Takes both the current-year 
gross receipts and the allocable con-
tract costs incurred during the current 
year into account in computing taxable 
income. 

(3) Post-completion-year income. If a 
taxpayer has not included the total 
contract price in gross income by the 
completion year, as defined in § 1.460– 
1(b)(6), the taxpayer must include the 
remaining portion of the total contract 
price in gross income for the taxable 
year following the completion year. 
For the treatment of post-completion- 
year costs, see paragraph (b)(5)(v) of 
this section. See § 1.460–6(c)(1)(ii) for 
application of the look-back method as 
a result of adjustments to total con-
tract price. 

(4) Total contract price—(i) In general— 
(A) Definition. Total contract price 
means the amount that a taxpayer rea-
sonably expects to receive under a 
long-term contract, including 
holdbacks, retainages, and cost reim-
bursements. See § 1.460–6(c)(1)(ii) and 
(2)(vi) for application of the look-back 
method as a result of changes in total 
contract price. 

(B) Contingent compensation. Any 
amount related to a contingent right 
under a contract, such as a bonus, 
award, incentive payment, and amount 
in dispute, is included in total contract 
price as soon as the taxpayer can rea-
sonably predict that the amount will 
be earned, even if the all events test 
has not yet been met. For example, if a 
bonus is payable to a taxpayer for 
meeting an early completion date, the 
bonus is includible in total contract 
price at the time and to the extent 
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that the taxpayer can reasonably pre-
dict the achievement of the cor-
responding objective. Similarly, a por-
tion of the contract price that is in dis-
pute is includible in total contract 
price at the time and to the extent 
that the taxpayer can reasonably pre-
dict that the dispute will be resolved in 
the taxpayer’s favor (regardless of 
when the taxpayer actually receives 
payment or when the dispute is finally 
resolved). Total contract price does not 
include compensation that might be 
earned under any other agreement that 
the taxpayer expects to obtain from 
the same customer (e.g., exercised op-
tion or follow-on contract) if that 
other agreement is not aggregated 
under § 1.460–1(e). For the purposes of 
this paragraph (b)(4)(i)(B), a taxpayer 
can reasonably predict that an amount 
of contingent income will be earned 
not later than when the taxpayer in-
cludes that amount in income for fi-
nancial reporting purposes under gen-
erally accepted accounting principles. 
If a taxpayer has not included an 
amount of contingent compensation in 
total contract price under this para-
graph (b)(4)(i) by the taxable year fol-
lowing the completion year, the tax-
payer must account for that amount of 
contingent compensation using a per-
missible method of accounting. If it is 
determined after the taxable year fol-
lowing the completion year that an 
amount included in total contract 
price will not be earned, the taxpayer 
should deduct that amount in the year 
of the determination. 

(C) Non-long-term contract activities. 
Total contract price includes an allo-
cable share of the gross receipts attrib-
utable to a non-long-term contract ac-
tivity, as defined in § 1.460–1(d)(2), if the 
activity is incident to or necessary for 
the manufacture, building, installa-
tion, or construction of the subject 
matter of the long-term contract. 
Total contract price also includes 
amounts reimbursed for independent 
research and development expenses (as 
defined in § 1.460–1(b)(9)), or for bidding 
and proposal costs, under a federal or 
cost-plus long-term contract (as de-
fined in section 460(d)), regardless of 
whether the research and development, 
or bidding and proposal, activities are 

incident to or necessary for the per-
formance of that long-term contract. 

(ii) Estimating total contract price. A 
taxpayer must estimate the total con-
tract price based upon all the facts and 
circumstances known as of the last day 
of the taxable year. For this purpose, 
an event that occurs after the end of 
the taxable year must be taken into ac-
count if its occurrence was reasonably 
predictable and its income was subject 
to reasonable estimation as of the last 
day of that taxable year. 

(5) Completion factor—(i) Allocable con-
tract costs. A taxpayer must use a cost 
allocation method permitted under ei-
ther § 1.460–5(b) or (c) to determine the 
amount of cumulative allocable con-
tract costs and estimated total allo-
cable contract costs that are used to 
determine a contract’s completion fac-
tor. Allocable contract costs include a 
reimbursable cost that is allocable to 
the contract. 

(ii) Cumulative allocable contract costs. 
To determine a contract’s completion 
factor for a taxable year, a taxpayer 
must take into account the cumulative 
allocable contract costs that have been 
incurred, as defined in § 1.460–1(b)(8), 
through the end of the taxable year. 

(iii) Estimating total allocable contract 
costs. A taxpayer must estimate total 
allocable contract costs for each long- 
term contract based upon all the facts 
and circumstances known as of the last 
day of the taxable year. For this pur-
pose, an event that occurs after the end 
of the taxable year must be taken into 
account if its occurrence was reason-
ably predictable and its cost was sub-
ject to reasonable estimation as of the 
last day of that taxable year. To be 
considered reasonable, an estimate of 
total allocable contract costs must in-
clude costs attributable to delay, re-
work, change orders, technology or de-
sign problems, or other problems that 
reasonably can be predicted consid-
ering the nature of the contract and 
prior experience. However, estimated 
total allocable contract costs do not 
include any contingency allowance for 
costs that, as of the end of the taxable 
year, are not reasonably predicted to 
be incurred in the performance of the 
contract. For example, estimated total 
allocable contract costs do not include 
any costs attributable to factors not 
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reasonably predictable at the end of 
the taxable year, such as third-party 
litigation, extreme weather conditions, 
strikes, and delays in securing required 
permits and licenses. In addition, the 
estimated costs of performing other 
agreements that are not aggregated 
with the contract under § 1.460–1(e) that 
the taxpayer expects to incur with the 
same customer (e.g., follow-on con-
tracts) are not included in estimated 
total allocable contract costs for the 
initial contract. 

(iv) Pre-contracting-year costs. If a 
taxpayer reasonably expects to enter 
into a long-term contract in a future 
taxable year, the taxpayer must cap-
italize all costs incurred prior to enter-
ing into the contract that will be allo-
cable to that contract (e.g., bidding and 
proposal costs). A taxpayer is not re-
quired to compute a completion factor, 
or to include in gross income any 
amount, related to allocable contract 
costs for any taxable year ending be-
fore the contracting year or, if applica-
ble, the 10-percent year defined in para-
graph (b)(6)(i) of this section. In that 
year, the taxpayer is required to com-
pute a completion factor that includes 
all allocable contract costs that have 
been incurred as of the end of that tax-
able year (whether previously capital-
ized or deducted) and to take into ac-
count in computing taxable income the 
related gross receipts and the pre-
viously capitalized allocable contract 
costs. If, however, a taxpayer deter-
mines in a subsequent year that it will 
not enter into the long-term contract, 
the taxpayer must account for these 
pre-contracting-year costs in that year 
(e.g., as a deduction or an inventoriable 
cost) using the appropriate rules con-
tained in other sections of the Code or 
regulations. 

(v) Post-completion-year costs. If a tax-
payer incurs an allocable contract cost 
after the completion year, the taxpayer 
must account for that cost using a per-
missible method of accounting. See 
§ 1.460–6(c)(1)(ii) for application of the 
look-back method as a result of adjust-
ments to allocable contract costs. 

(6) 10-percent method—(i) In general. 
Instead of determining the income 
from a long-term contract beginning 
with the contracting year, a taxpayer 
may elect to use the 10-percent method 

under section 460(b)(5). Under the 10- 
percent method, a taxpayer does not 
include in gross income any amount re-
lated to allocable contract costs until 
the taxable year in which the taxpayer 
has incurred at least 10 percent of the 
estimated total allocable contract 
costs (10-percent year). A taxpayer 
must treat costs incurred before the 10- 
percent year as pre-contracting-year 
costs described in paragraph (b)(5)(iv) 
of this section. 

(ii) Election. A taxpayer makes an 
election under this paragraph (b)(6) by 
using the 10-percent method for all 
long-term contracts entered into dur-
ing the taxable year of the election on 
its original federal income tax return 
for the election year. This election is a 
method of accounting and, thus, ap-
plies to all long-term contracts entered 
into during and after the taxable year 
of the election. An electing taxpayer 
must use the 10-percent method to 
apply the look-back method under 
§ 1.460–6 and to determine alternative 
minimum taxable income under para-
graph (f) of this section. This election 
is not available if a taxpayer uses the 
simplified cost-to-cost method de-
scribed in § 1.460-5(c) to compute the 
completion factor of a long-term con-
tract. 

(7) Terminated contract—(i) Reversal of 
income. If a long-term contract is ter-
minated before completion and, as a re-
sult, the taxpayer retains ownership of 
the property that is the subject matter 
of that contract, the taxpayer must re-
verse the transaction in the taxable 
year of termination. To reverse the 
transaction, the taxpayer reports a loss 
(or gain) equal to the cumulative allo-
cable contract costs reported under the 
contract in all prior taxable years less 
the cumulative gross receipts reported 
under the contract in all prior taxable 
years. 

(ii) Adjusted basis. As a result of re-
versing the transaction under para-
graph (b)(7)(i) of this section, a tax-
payer will have an adjusted basis in the 
retained property equal to the cumu-
lative allocable contract costs reported 
under the contract in all prior taxable 
years. However, if the taxpayer re-
ceived and retains any consideration or 
compensation from the customer, the 
taxpayer must reduce the adjusted 
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basis in the retained property (but not 
below zero) by the fair market value of 
that consideration or compensation. To 
the extent that the amount of the con-
sideration or compensation described 
in the preceding sentence exceeds the 
adjusted basis in the retained property, 
the taxpayer must include the excess 
in gross income for the taxable year of 
termination. 

(iii) Look-back method. The look-back 
method does not apply to a terminated 
contract that is subject to this para-
graph (b)(7). 

(c) Exempt contract methods—(1) In 
general. An exempt contract method 
means the method of accounting that a 
taxpayer must use to account for all 
its long-term contracts (and any por-
tion of a long-term contract) that are 
exempt from the requirements of sec-
tion 460(a). Thus, an exempt contract 
method applies to exempt construction 
contracts, as defined in § 1.460–3(b); the 
non-PCM portion of a qualified ship 
contract, as defined in § 1.460–2(d); and 
the non-PCM portion of a residential 
construction contract, as defined in 
§ 1.460–3(c). Permissible exempt con-
tract methods include the PCM, the 
EPCM described in paragraph (c)(2) of 
this section, the CCM described in 
paragraph (d) of this section, or any 
other permissible method. See section 
446. 

(2) Exempt-contract percentage-of-com-
pletion method—(i) In general. Similar 
to the PCM described in paragraph (b) 
of this section, a taxpayer using the 
EPCM generally must include in in-
come the portion of the total contract 
price, as described in paragraph (b)(4) 
of this section, that corresponds to the 
percentage of the entire contract that 
the taxpayer has completed during the 
taxable year. However, under the 
EPCM, the percentage of completion 
may be determined as of the end of the 
taxable year by using any method of 
cost comparison (such as comparing di-
rect labor costs incurred to date to es-
timated total direct labor costs) or by 
comparing the work performed on the 
contract with the estimated total work 
to be performed, rather than by using 
the cost-to-cost comparison required 
by paragraphs (b)(2)(i) and (5) of this 
section, provided such method is used 
consistently and clearly reflects in-

come. In addition, paragraph (b)(3) of 
this section (regarding post-comple-
tion-year income), paragraph (b)(6) of 
this section (regarding the 10-percent 
method) and § 1.460–6 (regarding the 
look-back method) do not apply to the 
EPCM. 

(ii) Determination of work performed. 
For purposes of the EPCM, the criteria 
used to compare the work performed on 
a contract as of the end of the taxable 
year with the estimated total work to 
be performed must clearly reflect the 
earning of income with respect to the 
contract. For example, in the case of a 
roadbuilder, a standard of completion 
solely based on miles of roadway com-
pleted in a case where the terrain is 
substantially different may not clearly 
reflect the earning of income with re-
spect to the contract. 

(d) Completed-contract method—(1) In 
general. Except as otherwise provided 
in paragraph (d)(4) of this section, a 
taxpayer using the CCM to account for 
a long-term contract must take into 
account in the contract’s completion 
year, as defined in § 1.460–1(b)(6), the 
gross contract price and all allocable 
contract costs incurred by the comple-
tion year. A taxpayer may not treat 
the cost of any materials and supplies 
that are allocated to a contract, but 
actually remain on hand when the con-
tract is completed, as an allocable con-
tract cost. 

(2) Post-completion-year income and 
costs. If a taxpayer has not included an 
item of contingent compensation (i.e., 
amounts for which the all events test 
has not been satisfied) in gross con-
tract price under paragraph (d)(3) of 
this section by the completion year, 
the taxpayer must account for this 
item of contingent compensation using 
a permissible method of accounting. If 
a taxpayer incurs an allocable contract 
cost after the completion year, the tax-
payer must account for that cost using 
a permissible method of accounting. 

(3) Gross contract price. Gross contract 
price includes all amounts (including 
holdbacks, retainages, and reimburse-
ments) that a taxpayer is entitled by 
law or contract to receive, whether or 
not the amounts are due or have been 
paid. In addition, gross contract price 
includes all bonuses, awards, and in-
centive payments, such as a bonus for 
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meeting an early completion date, to 
the extent the all events test is satis-
fied. If a taxpayer performs a non-long- 
term contract activity, as defined in 
§ 1.460–1(d)(2), that is incident to or nec-
essary for the manufacture, building, 
installation, or construction of the 
subject matter of one or more of the 
taxpayer’s long-term contracts, the 
taxpayer must include an allocable 
share of the gross receipts attributable 
to that activity in the gross contract 
price of the contract(s) benefitted by 
that activity. Gross contract price also 
includes amounts reimbursed for inde-
pendent research and development ex-
penses (as defined in § 1.460–1(b)(9)), or 
bidding and proposal costs, under a fed-
eral or cost-plus long-term contract (as 
defined in section 460(d)), regardless of 
whether the research and development, 
or bidding and proposal, activities are 
incident to or necessary for the per-
formance of that long-term contract. 

(4) Contracts with disputed claims—(i) 
In general. The special rules in this 
paragraph (d)(4) apply to a long-term 
contract accounted for using the CCM 
with a dispute caused by a customer’s 
requesting a reduction of the gross con-
tract price or the performance of addi-
tional work under the contract or by a 
taxpayer’s requesting an increase in 
gross contract price, or both, on or 
after the date a taxpayer has tendered 
the subject matter of the contract to 
the customer. 

(ii) Taxpayer assured of profit or loss. 
If the disputed amount relates to a cus-
tomer’s claim for either a reduction in 
price or additional work and the tax-
payer is assured of either a profit or a 
loss on a long-term contract regardless 
of the outcome of the dispute, the gross 
contract price, reduced (but not below 
zero) by the amount reasonably in dis-
pute, must be taken into account in 
the completion year. If the disputed 
amount relates to a taxpayer’s claim 
for an increase in price and the tax-
payer is assured of either a profit or a 
loss on a long-term contract regardless 
of the outcome of the dispute, the gross 
contract price must be taken into ac-
count in the completion year. If the 
taxpayer is assured a profit on the con-
tract, all allocable contract costs in-
curred by the end of the completion 
year are taken into account in that 

year. If the taxpayer is assured a loss 
on the contract, all allocable contract 
costs incurred by the end of the com-
pletion year, reduced by the amount 
reasonably in dispute, are taken into 
account in the completion year. 

(iii) Taxpayer unable to determine prof-
it or loss. If the amount reasonably in 
dispute affects so much of the gross 
contract price or allocable contract 
costs that a taxpayer cannot determine 
whether a profit or loss ultimately will 
be realized from a long-term contract, 
the taxpayer may not take any of the 
gross contract price or allocable con-
tract costs into account in the comple-
tion year. 

(iv) Dispute resolved. Any part of the 
gross contract price and any allocable 
contract costs that have not been 
taken into account because of the prin-
ciples described in paragraph (d)(4)(i), 
(ii), or (iii) of this section must be 
taken into account in the taxable year 
in which the dispute is resolved. If a 
taxpayer performs additional work 
under the contract because of the dis-
pute, the term taxable year in which the 
dispute is resolved means the taxable 
year the additional work is completed, 
rather than the taxable year in which 
the outcome of the dispute is deter-
mined by agreement, decision, or oth-
erwise. 

(e) Percentage-of-completion/capital-
ized-cost method. Under the PCCM, a 
taxpayer must determine the income 
from a long-term contract using the 
PCM for the applicable percentage of 
the contract and its exempt contract 
method, as defined in paragraph (c) of 
this section, for the remaining percent-
age of the contract. For residential 
construction contracts described in 
§ 1.460–3(c), the applicable percentage is 
70 percent, and the remaining percent-
age is 30 percent. For qualified ship 
contracts described in § 1.460–2(d), the 
applicable percentage is 40 percent, and 
the remaining percentage is 60 percent. 

(f) Alternative minimum taxable in-
come—(1) In general. Under section 
56(a)(3), a taxpayer (not exempt from 
the AMT under section 55(e)) must use 
the PCM to determine its AMTI from 
any long-term contract entered into on 
or after March 1, 1986, that is not a 
home construction contract, as defined 
in § 1.460–3(b)(2). For AMTI purposes, 
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the PCM must include any election 
under paragraph (b)(6) of this section 
(concerning the 10-percent method) or 
under § 1.460–5(c) (concerning the sim-
plified cost-to-cost method) that the 
taxpayer has made for regular tax pur-
poses. For exempt construction con-
tracts described in § 1.460–3(b)(1)(ii), a 
taxpayer must use the simplified cost- 
to-cost method to determine the com-
pletion factor for AMTI purposes. Ex-
cept as provided in paragraph (f)(2) of 
this section, a taxpayer must use AMTI 
costs and AMTI methods, such as the 
depreciation method described in sec-
tion 56(a)(1), to determine the comple-
tion factor of a long-term contract (ex-
cept a home construction contract) for 
AMTI purposes. 

(2) Election to use regular completion 
factors. Under this paragraph (f)(2), a 
taxpayer may elect for AMTI purposes 
to determine the completion factors of 
all of its long-term contracts using the 
methods of accounting and allocable 
contract costs used for regular federal 
income tax purposes. A taxpayer 
makes this election by using regular 
methods and regular costs to compute 
the completion factors of all long-term 
contracts entered into during the tax-
able year of the election for AMTI pur-
poses on its original federal income tax 
return for the election year. This elec-
tion is a method of accounting and, 
thus, applies to all long-term contracts 
entered into during and after the tax-
able year of the election. Although a 
taxpayer may elect to compute the 
completion factor of its long-term con-
tracts using regular methods and reg-
ular costs, an election under this para-
graph (f)(2) does not eliminate a tax-
payer’s obligation to comply with the 
requirements of section 55 when com-
puting AMTI. For example, although a 
taxpayer may elect to use the deprecia-
tion methods used for regular tax pur-
poses to compute the completion factor 
of its long-term contracts for AMTI 
purposes, the taxpayer must use the 
depreciation methods permitted by sec-
tion 56 to compute AMTI. 

(g) Method of accounting. A taxpayer 
that uses the PCM, EPCM, CCM, or 
PCCM, or elects the 10-percent method 
or special AMTI method (or changes to 
another method of accounting with the 
Commissioner’s consent) must apply 

the method(s) consistently for all simi-
larly classified long-term contracts, 
until the taxpayer obtains the Commis-
sioner’s consent under section 446(e) to 
change to another method of account-
ing. A taxpayer-initiated change in 
method of accounting will be permitted 
only on a cut-off basis (i.e., for con-
tracts entered into on or after the year 
of change), and thus, a section 481(a) 
adjustment will not be permitted or re-
quired. 

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

Example 1. PCM—estimating total contract 
price. C, whose taxable year ends December 
31, determines the income from long-term 
contracts using the PCM. On January 1, 2001, 
C enters into a contract to design and manu-
facture a satellite (a unique item). The con-
tract provides that C will be paid $10,000,000 
for delivering the completed satellite by De-
cember 1, 2002. The contract also provides 
that C will receive a $3,000,000 bonus for de-
livering the satellite by July 1, 2002, and an 
additional $4,000,000 bonus if the satellite 
successfully performs its mission for five 
years. C is unable to reasonably predict if 
the satellite will successfully perform its 
mission for five years. If on December 31, 
2001, C should reasonably expect to deliver 
the satellite by July 1, 2002, the estimated 
total contract price is $13,000,000 ($10,000,000 
unit price + $3,000,000 production-related 
bonus). Otherwise, the estimated total con-
tract price is $10,000,000. In either event, the 
$4,000,000 bonus is not includible in the esti-
mated total contract price as of December 
31, 2001, because C is unable to reasonably 
predict that the satellite will successfully 
perform its mission for five years. 

Example 2. PCM—computing income. (i) C, 
whose taxable year ends December 31, deter-
mines the income from long-term contracts 
using the PCM. During 2001, C agrees to man-
ufacture for the customer, B, a unique item 
for a total contract price of $1,000,000. Under 
C’s contract, B is entitled to retain 10 per-
cent of the total contract price until it ac-
cepts the item. By the end of 2001, C has in-
curred $200,000 of allocable contract costs 
and estimates that the total allocable con-
tract costs will be $800,000. By the end of 
2002, C has incurred $600,000 of allocable con-
tract costs and estimates that the total allo-
cable contract costs will be $900,000. In 2003, 
after completing the contract, C determines 
that the actual cost to manufacture the item 
was $750,000. 

(ii) For each of the taxable years, C’s in-
come from the contract is computed as fol-
lows: 
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Taxable Year 

2001 2002 2003 

(A) Cumulative incurred costs ................................................................................. $200,000 $600,000 $750,000 
(B) Estimated total costs ......................................................................................... 800,000 900,000 750,000 

(C) Completion factor: (A) ÷ (B) .............................................................................. 25.00% 66.67% 100.00% 

(D) Total contract price ........................................................................................... 1,000,000 1,000,000 1,000,000 

(E) Cumulative gross receipts: (C)×(D) ................................................................... 250,000 666,667 1,000,000 
(F) Cumulative gross receipts (prior year) .............................................................. (0 ) (250,000 ) (666,667 ) 

(G) Current-year gross receipts .............................................................................. 250,000 416,667 333,333 

(H) Cumulative incurred costs ................................................................................. 200,000 600,000 750,000 
(I) Cumulative incurred costs (prior year) ............................................................... (0 ) (200,000 ) (600,000 ) 

(J) Current-year costs ............................................................................................. 200,000 400,000 150,000 

(K) Gross income: (G) ¥ (J) ................................................................................... $50,000 $16,667 $183,333 

Example 3. PCM—computing income with cost 
sharing. (i) C, whose taxable year ends De-
cember 31, determines the income from long- 
term contracts using the PCM. During 2001, 
C enters into a contract to manufacture a 
unique item. The contract specifies a target 
price of $1,000,000, a target cost of $600,000, 
and a target profit of $400,000. C and B will 
share the savings of any cost underrun (ac-
tual total incurred cost is less than target 
cost) and the additional cost of any cost 
overrun (actual total incurred cost is greater 
than target cost) as follows: 30 percent to C 
and 70 percent to B. By the end of 2001, C has 
incurred $200,000 of allocable contract costs 

and estimates that the total allocable con-
tract costs will be $600,000. By the end of 
2002, C has incurred $300,000 of allocable con-
tract costs and estimates that the total allo-
cable contract costs will be $400,000. In 2003, 
after completing the contract, C determines 
that the actual cost to manufacture the item 
was $700,000. 

(ii) For each of the taxable years, C’s in-
come from the contract is computed as fol-
lows (note that the sharing of any cost 
underrun or cost overrun is reflected as an 
adjustment to C’s target price under para-
graph (b)(4)(i) of this section): 

Taxable Year 

2001 2002 2003 

(A) Cumulative incurred costs ................................................................................. $200,000 $300,000 $700,000 
(B) Estimated total costs ......................................................................................... 600,000 400,000 700,000 

(C) Completion factor: (A) ÷ (B) .............................................................................. 33.33% 75.00% 100.00% 

(D) Target price ....................................................................................................... $1,000,000 $1,000,000 $1,000,000 

(E) Estimated total costs ......................................................................................... 600,000 400,000 700,000 
(F) Target costs ....................................................................................................... 600,000 600,000 600,000 

(G) Cost (underrun)/overrun: (E) ¥ (F) .................................................................. 0 (200,000 ) 100,000 
(H) Adjustment rate ................................................................................................. 70% 70% 70% 

(I) Target price adjustment ...................................................................................... 0 (140,000 ) 70,000 

(J) Total contract price: (D) + (I) ............................................................................. $1,000,000 $860,000 $1,070,000 

(K) Cumulative gross receipts: (C)×(J) ................................................................... $333,333 $645,000 $1,070,000 
(L) Cumulative gross receipts (prior year): ............................................................. (0 ) (333,333 ) (645,000 ) 

(M) Current-year gross receipts .............................................................................. 333,333 311,667 425,000 

(N) Cumulative incurred costs ................................................................................. 200,000 300,000 700,000 
(O) Cumulative incurred costs (prior year): ............................................................ (0 ) (200,000 ) (300,000 ) 

(P) Current-year costs ............................................................................................. 200,000 100,000 400,000 

(Q) Gross income: (M) ¥ (P) ................................................................................. $133,333 $211,667 $25,000 
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Example 4. PCM—10 percent method. (i) C, 
whose taxable year ends December 31, deter-
mines the income from long-term contracts 
using the PCM. In November 2001, C agrees 
to manufacture a unique item for $1,000,000. 
C reasonably estimates that the total allo-
cable contract costs will be $600,000. By De-
cember 31, 2001, C has received $50,000 in 
progress payments and incurred $40,000 of 
costs. C elects to use the 10 percent method 

effective for 2001 and all subsequent taxable 
years. During 2002, C receives $500,000 in 
progress payments and incurs $260,000 of 
costs. In 2003, C incurs an additional $300,000 
of costs, C finishes manufacturing the item, 
and receives the final $450,000 payment. 

(ii) For each of the taxable years, C’s in-
come from the contract is computed as fol-
lows: 

Taxable Year 

2001 2002 2003 

(A) Cumulative incurred costs ................................................................................. $40,000 $300,000 $600,000 
(B) Estimated total costs ......................................................................................... 600,000 600,000 600,000 

(C) Completion factor (A) ÷ (B) ............................................................................... 6.67% 50.00% 100.00% 

(D) Total contract price ........................................................................................... 1,000,000 1,000,000 1,000,000 

(E) Cumulative gross receipts: (C)×(D)* ................................................................. 0 500,000 1,000,000 
(F) Cumulative gross receipts (prior year): ............................................................. (0 ) (0 ) (500,000 ) 

(G) Current-year gross receipts .............................................................................. 0 500,000 500,000 

(H) Cumulative incurred costs ................................................................................. 0 300,000 600,000 
(I) Cumulative incurred costs (prior year): .............................................................. (0 ) (0 ) (300,000 ) 

(J) Current-year costs ............................................................................................. 0 300,000 300,000 

(K) Gross income: (G) ¥ (J) ................................................................................... $0 $200,000 $200,000 

*Unless (C) <10 percent. 

Example 5. PCM—contract terminated. C, 
whose taxable year ends December 31, deter-
mines the income from long-term contracts 
using the PCM. During 2001, C buys land and 
begins constructing a building that will con-
tain 50 condominium units on that land. C 
enters into a contract to sell one unit in this 
condominium to B for $240,000. B gives C a 
$5,000 deposit toward the purchase price. By 
the end of 2001, C has incurred $50,000 of allo-
cable contract costs on B’s unit and esti-
mates that the total allocable contract costs 
on B’s unit will be $150,000. Thus, for 2001, C 
reports gross receipts of $80,000 
($50,000÷$150,000×$240,000), current-year costs 
of $50,000, and gross income of $30,000 ($80,000 
¥ $50,000). In 2002, after C has incurred an ad-
ditional $25,000 of allocable contract costs on 
B’s unit, B files for bankruptcy protection 
and defaults on the contract with C, who is 
permitted to keep B’s $5,000 deposit as liq-
uidated damages. In 2002, C reverses the 
transaction with B under paragraph (b)(7) of 
this section and reports a loss of $30,000 
($50,000¥$80,000). In addition, C obtains an 
adjusted basis in the unit sold to B of $70,000 
($50,000 (current-year costs deducted in 
2001)¥ $5,000 (B’s forfeited deposit) + $25,000 
(current-year costs incurred in 2002). C may 
not apply the look-back method to this con-
tract in 2002. 

Example 6. CCM—contracts with disputes 
from customer claims. In 2001, C, whose taxable 

year ends December 31, uses the CCM to ac-
count for exempt construction contracts. C 
enters into a contract to construct a bridge 
for B. The terms of the contract provide for 
a $1,000,000 gross contract price. C finishes 
the bridge in 2002 at a cost of $950,000. When 
B examines the bridge, B insists that C ei-
ther repaint several girders or reduce the 
contract price. The amount reasonably in 
dispute is $10,000. In 2003, C and B resolve 
their dispute, C repaints the girders at a cost 
of $6,000, and C and B agree that the contract 
price is not to be reduced. Because C is as-
sured a profit of $40,000 ($1,000,000 ¥ $10,000 ¥ 

$950,000) in 2002 even if the dispute is resolved 
in B’s favor, C must take this $40,000 into ac-
count in 2002. In 2003, C will earn an addi-
tional $4,000 profit ($1,000,000 ¥ $956,000 ¥ 

$40,000) from the contract with B. Thus, C 
must take into account an additional $10,000 
of gross contract price and $6,000 of addi-
tional contract costs in 2003. 

Example 7. CCM—contracts with disputes 
from taxpayer claims. In 2003, C, whose taxable 
year ends December 31, uses the CCM to ac-
count for exempt construction contracts. C 
enters into a contract to construct a build-
ing for B. The terms of the contract provide 
for a $1,000,000 gross contract price. C fin-
ishes the building in 2004 at a cost of 
$1,005,000. B examines the building in 2004 
and agrees that it meets the contract’s speci-
fications; however, at the end of 2004, C and 
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B are unable to agree on the merits of C’s 
claim for an additional $10,000 for items that 
C alleges are changes in contract specifica-
tions and B alleges are within the scope of 
the contract’s original specifications. In 2005, 
B agrees to pay C an additional $2,000 to sat-
isfy C’s claims under the contract. Because 
the amount in dispute affects so much of the 
gross contract price that C cannot determine 
in 2004 whether a profit or loss will ulti-
mately be realized, C may not taken any of 
the gross contract price or allocable contract 
costs into account in 2004. C must take into 
account $1,002,000 of gross contract price and 
$1,005,000 of allocable contract costs in 2005. 

Example 8. CCM—contracts with disputes 
from taxpayer and customer claims. C, whose 
taxable year ends December 31, uses the CCM 
to account for exempt construction con-
tracts. C constructs a factory for B pursuant 
to a long-term contract. Under the terms of 
the contract, B agrees to pay C a total of 
$1,000,000 for construction of the factory. C 
finishes construction of the factory in 2002 at 
a cost of $1,020,000. When B takes possession 
of the factory and begins operations in De-
cember 2002, B is dissatisfied with the loca-
tion and workmanship of certain heating 
ducts. As of the end of 2002, C contends that 
the heating ducts are constructed in accord-
ance with contract specifications. The 
amount of the gross contract price reason-
ably in dispute with respect to the heating 
ducts is $6,000. As of this time, C is claiming 
$14,000 in addition to the original contract 
price for certain changes in contract speci-
fications which C alleges have increased his 
costs. B denies that these changes have in-
creased C’s costs. In 2003, the disputes be-
tween C and B are resolved by performance 
of additional work by C at a cost of $1,000 
and by an agreement that the contract price 
would be revised downward to $996,000. Under 
these circumstances, C must include in his 
gross income for 2002, $994,000 (the gross con-
tract price less the amount reasonably in 
dispute because of B’s claim, or $1,000,000 ¥ 

$6,000). In 2002, C must also take into account 
$1,000,000 of allocable contract costs (costs 
incurred less the amounts in dispute attrib-
utable to both B’s and C’s claims, or 
$1,020,000 ¥ $6,000 ¥ $14,000). In 2003, C must 
take into account an additional $2,000 of 
gross contract price ($996,000 ¥ $994,000) and 
$21,000 of allocable contract costs ($1,021,000 
¥ $1,000,000). 

(i) [Reserved] 
(j) Consolidated groups and controlled 

groups—(1) Intercompany transactions— 
(i) In general. Section 1.1502–13 does not 
apply to the income, gain, deduction, 
or loss from an intercompany trans-
action between members of a consoli-
dated group, and section 267(f) does not 
apply to these items from an intercom-

pany sale between members of a con-
trolled group, to the extent— 

(A) The transaction or sale directly 
or indirectly benefits, or is intended to 
benefit, another member’s long-term 
contract with a nonmember; 

(B) The selling member is required 
under section 460 to determine any part 
of its gross income from the trans-
action or sale under the percentage-of- 
completion method (PCM); and 

(C) The member with the long-term 
contract is required under section 460 
to determine any part of its gross in-
come from the long-term contract 
under the PCM. 

(ii) Definitions and nomenclature. The 
definitions and nomenclature under 
§ 1.1502–13 and § 1.267(f)–1 apply for pur-
poses of this paragraph (j). 

(2) Example. The following example il-
lustrates the principles of paragraph 
(j)(1) of this section. 

Example. Corporations P, S, and B file con-
solidated returns on a calendar-year basis. In 
1996, B enters into a long-term contract with 
X, a nonmember, to manufacture 5 airplanes 
for $500 million, with delivery scheduled for 
1999. Section 460 requires B to determine the 
gross income from its contract with X under 
the PCM. S enters into a contract with B to 
manufacture for $50 million the engines that 
B will install on X’s airplanes. Section 460 
requires S to determine the gross income 
from its contract with B under the PCM. S 
estimates that it will incur $40 million of 
total contract costs during 1997 and 1998 to 
manufacture the engines. S incurs $10 mil-
lion of contract costs in 1997 and $30 million 
in 1998. Under paragraph (j) of this section, S 
determines its gross income from the long- 
term contract under the PCM rather than 
taking its income or loss into account under 
section 267(f) or § 1.1502–13. Thus, S includes 
$12.5 million of gross receipts and $10 million 
of contract costs in gross income in 1997 and 
includes $37.5 million of gross receipts and 
$30 million of contract costs in gross income 
in 1998. 

(3) Effective dates—(i) In general. This 
paragraph (j) applies with respect to 
transactions and sales occurring pursu-
ant to contracts entered into in years 
beginning on or after July 12, 1995. 

(ii) Prior law. For transactions and 
sales occurring pursuant to contracts 
entered into in years beginning before 
July 12, 1995, see the applicable regula-
tions issued under sections 267(f) and 
1502, including §§ 1.267(f)–1T, 1.267(f)–2T, 
and 1.1502–13(n) (as contained in the 26 
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CFR part 1 edition revised as of April 1, 
1995). 

(4) Consent to change method of ac-
counting. For transactions and sales to 
which this paragraph (j) applies, the 
Commissioner’s consent under section 
446(e) is hereby granted to the extent 
any changes in method of accounting 
are necessary solely to comply with 
this section, provided the changes are 
made in the first taxable year of the 
taxpayer to which the rules of this 
paragraph (j) apply. Changes in method 
of accounting for these transactions 
are to be effected on a cut-off basis. 

(k) Mid-contract change in taxpayer— 
(1) In general. The rules in this para-
graph (k) apply if prior to the comple-
tion of a long-term contract accounted 
for using a long-term contract method 
by a taxpayer (old taxpayer), there is a 
transaction that makes another tax-
payer (new taxpayer) responsible for 
accounting for income from the same 
contract. For purposes of this para-
graph (k) and § 1.460–6(g), an old tax-
payer also includes any old taxpayer(s) 
(e.g., predecessors) of the old taxpayer. 
In addition, a change in status from 
taxable to tax exempt or from domes-
tic to foreign, or vice versa, will be 
considered a change in taxpayer. Fi-
nally, a contract will be treated as the 
same contract if the terms of the con-
tract are not substantially changed in 
connection with the transaction, 
whether or not the customer agrees to 
release the old taxpayer from any or 
all of its obligations under the con-
tract. The rules governing constructive 
completion transactions are provided 
in paragraph (k)(2) of this section, 
while the rules governing step-in-the- 
shoes transactions are provided in 
paragraph (k)(3) of this section. Special 
rules relating to the treatment of cer-
tain partnership transactions are pro-
vided in paragraphs (k)(2)(iv) and 
(k)(3)(v) of this section. For application 
of the look-back method to mid-con-
tract changes in taxpayers for con-
tracts accounted for using the PCM, 
see § 1.460–6(g). 

(2) Constructive completion trans-
actions—(i) Scope. The constructive 
completion rules in this paragraph 
(k)(2) apply to transactions (construc-
tive completion transactions) that re-
sult in a change in the taxpayer re-

sponsible for reporting income from a 
contract and that are not described in 
paragraph (k)(3)(i) of this section. Con-
structive completion transactions gen-
erally include, for example, taxable 
sales under section 1001 and deemed 
asset sales under section 338. 

(ii) Old taxpayer. The old taxpayer is 
treated as completing the contract on 
the date of the transaction. The total 
contract price (or, gross contract price 
in the case of a long-term contract ac-
counted for under the CCM) for the old 
taxpayer is the sum of any amounts re-
alized from the transaction that are al-
locable to the contract and any 
amounts the old taxpayer has received 
or reasonably expects to receive under 
the contract. Total contract price (or 
gross contract price) is reduced by any 
amount paid by the old taxpayer to the 
new taxpayer, and by any transaction 
costs, that are allocable to the con-
tract. Thus, the old taxpayer’s allo-
cable contract costs determined under 
paragraph (b)(5) of this section do not 
include any consideration paid, or 
costs incurred, as a result of the trans-
action that are allocable to the con-
tract. In the case of a transaction sub-
ject to section 338 or 1060, the amount 
realized from the transaction allocable 
to the contract is determined by using 
the residual method under §§ 1.338–6 and 
1.338–7. 

(iii) New taxpayer. The new taxpayer 
is treated as entering into a new con-
tract on the date of the transaction. 
The new taxpayer must evaluate 
whether the new contract should be 
classified as a long-term contract with-
in the meaning of § 1.460–1(b) and ac-
count for the contract under a permis-
sible method of accounting. For a new 
taxpayer who accounts for a contract 
using the PCM, the total contract price 
is any amount the new taxpayer rea-
sonably expects to receive under the 
contract consistent with paragraph 
(b)(4) of this section. Total contract 
price is reduced by the amount of any 
consideration paid by the new taxpayer 
as a result of the transaction, and by 
any transaction costs, that are allo-
cable to the contract and is increased 
by the amount of any consideration re-
ceived by the new taxpayer as a result 
of the transaction that is allocable to 
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the contract. Similarly, the gross con-
tract price for a contract accounted for 
using the CCM is all amounts the new 
taxpayer is entitled by law or contract 
to receive consistent with paragraph 
(d)(3) of this section, adjusted for any 
consideration paid (or received) by the 
new taxpayer as a result of the trans-
action, and for any transaction costs, 
that are allocable to the contract. 
Thus, the new taxpayer’s allocable con-
tract costs determined under para-
graph (b)(5) of this section do not in-
clude any consideration paid, or costs 
incurred, as a result of the transaction 
that are allocable to the contract. In 
the case of a transaction subject to sec-
tions 338 or 1060, the amount of consid-
eration paid that is allocable to the 
contract is determined by using the re-
sidual method under §§ 1.338–6 and 1.338– 
7. 

(iv) Special rules relating to distribu-
tions of certain contracts by a partner-
ship—(A) In general. The constructive 
completion rules of paragraph (k)(2) of 
this section apply both to the distribu-
tion of a contract accounted for under 
a long-term contract method of ac-
counting by a partnership to a partner 
and to the distribution of an interest in 
a partnership (lower-tier partnership) 
holding (either directly or through 
other partnerships) one or more con-
tracts accounted for under a long-term 
contract method of accounting by an-
other partnership (upper-tier partner-
ship). Notwithstanding the previous 
sentence, the constructive completion 
rules of paragraph (k)(2) of this section 
do not apply to a transfer by a partner-
ship (transferor partnership) of all of 
its assets and liabilities to a second 
partnership (transferee partnership) in 
an exchange described in section 721, 
followed by a distribution of the inter-
est in the transferee partnership in liq-
uidation of the transferor partnership, 
under § 1.708–1(b)(4) (relating to termi-
nations under section 708(b)(1)(B)) or 
§ 1.708–1(c)(3)(i) (relating to certain 
partnership mergers). If a partnership 
that holds a contract accounted for 
under a long-term contract method of 
accounting terminates under section 
708(b)(1)(A) because the number of its 
owners is reduced to one, the entire 
contract will be treated as being dis-
tributed from the partnership for pur-

poses of the constructive completion 
rules, and the partnership must apply 
paragraph (k)(2) of this section imme-
diately prior to the transaction or 
transactions resulting in the termi-
nation of the partnership. 

(B) Old taxpayer. The partnership 
that distributes the contract is treated 
as the old taxpayer for purposes of 
paragraph (k)(2)(ii) of this section. For 
purposes of determining the total con-
tract price (or gross contract price) 
under paragraph (k)(2)(ii) of this sec-
tion, the fair market value of the con-
tract is treated as the amount realized 
from the transaction. For purposes of 
determining each partner’s distributive 
share of partnership items, any income 
or loss resulting from the constructive 
completion must be allocated among 
the partners of the old taxpayer as 
though the partnership closed its books 
on the date of the distribution. 

(C) New taxpayer. The partner receiv-
ing the distributed contract is treated 
as the new taxpayer for purposes of 
paragraph (k)(2)(iii) of this section. For 
purposes of determining the total con-
tract price (or gross contract price) 
under paragraph (k)(2)(iii) of this sec-
tion, the new taxpayer’s basis in the 
contract (including the uncompleted 
property, if applicable) after the dis-
tribution (as determined under section 
732) is treated as consideration paid by 
the new taxpayer that is allocable to 
the contract. Thus, the total contract 
price (or gross contract price) of the 
new contract is reduced by the part-
ner’s basis in the contract (including 
the uncompleted property, if applica-
ble) immediately after the distribu-
tion. 

(D) Basis rules. For purposes of deter-
mining the new taxpayer’s basis in the 
contract (including the uncompleted 
property, if applicable) under section 
732, and the amount of any basis ad-
justment under section 734(b), the part-
nership’s basis in the contract (includ-
ing the uncompleted property, if appli-
cable) immediately prior to the dis-
tribution is equal to— 

(1) The partnership’s allocable con-
tract costs (including transaction 
costs); 

(2) Increased (or decreased) by the 
amount of cumulative taxable income 
(or loss) recognized by the partnership 
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on the contract through the date of the 
distribution (including amounts recog-
nized as a result of the constructive 
completion); and 

(3) Decreased by the amounts that 
the partnership has received or reason-
ably expects to receive under the con-
tract. 

(E) Section 751—(1) In general. Con-
tracts accounted for under a long-term 
contract method of accounting are un-
realized receivables within the mean-
ing of section 751(c). For purposes of 
section 751, the amount of ordinary in-
come or loss attributable to a contract 
accounted for under a long-term con-
tract method of accounting is the 
amount of income or loss that the part-
nership would take into account under 
the constructive completion rules of 
paragraph (k)(2) of this section if the 
contract were disposed of for its fair 
market value in a constructive comple-
tion transaction, adjusted to account 
for any income or loss from the con-
tract that is allocated under section 
706 to that portion of the taxable year 
of the partnership ending on the date 
of the distribution, sale, or exchange. 

(2) Ordering rules. Because the dis-
tribution of a contract accounted for 
under a long-term contract method of 
accounting is the distribution of an un-
realized receivable, section 751(b) may 
apply to the distribution. A partner-
ship that distributes a contract ac-
counted for under a long-term contract 
method of accounting must apply para-
graph (k)(2)(ii) of this section before 
applying the rules of section 751(b) to 
the distribution. 

(3) Step-in-the-shoes transactions—(i) 
Scope. Except as otherwise provided in 
paragraph (k)(3)(v)(D) of this section, 
the step-in-the-shoes rules in this para-
graph (k)(3) apply to the following 
transactions that result in a change in 
the taxpayer responsible for reporting 
income from a contract accounted for 
using a long-term contract method of 
accounting (step-in-the-shoes trans-
actions)— 

(A) Transfers to which section 361 ap-
plies if the transfer is in connection 
with a reorganization described in sec-
tion 368(a)(1)(A), (C) or (F); 

(B) Transfers to which section 361 ap-
plies if the transfer is in connection 
with a reorganization described in sec-

tion 368(a)(1)(D) or (G), provided the re-
quirements of section 354(b)(1)(A) and 
(B) are met; 

(C) Distributions to which section 332 
applies, provided the contract is trans-
ferred to an 80-percent distributee; 

(D) Transfers described in section 351; 
(E) Transfers to which section 361 ap-

plies if the transfer is in connection 
with a reorganization described in sec-
tion 368(a)(1)(D) with respect to which 
the requirements of section 355 (or so 
much of section 356 as relates to sec-
tion 355) are met; 

(F) Transfers (e.g., sales) of S cor-
poration stock; 

(G) Conversion to or from an S cor-
poration; 

(H) Members joining or leaving a con-
solidated group; 

(I) Contributions of contracts ac-
counted for under a long-term contract 
method of accounting to which section 
721(a) applies; 

(J) Contributions of property (other 
than contracts accounted for under a 
long-term contract method of account-
ing) to a partnership that holds a con-
tract accounted for under a long-term 
contract method of accounting; 

(K) Transfers of partnership interests 
(other than transfers which cause the 
partnership to terminate under section 
708(b)(1)(A)); 

(L) Distributions to which section 731 
applies (other than the distribution of 
the contract); and 

(M) Any other transaction designated 
in the Internal Revenue Bulletin by the 
Internal Revenue Service. See 
§ 601.601(d)(2)(ii) of this chapter. 

(ii) Old taxpayer—(A) In general. The 
new taxpayer will ‘‘step into the 
shoes’’ of the old taxpayer with respect 
to the contract. Thus, the old tax-
payer’s obligation to account for the 
contract terminates on the date of the 
transaction and is assumed by the new 
taxpayer, as set forth in paragraph 
(k)(3)(iii) of this section. As a result, an 
old taxpayer using the PCM is required 
to recognize income from the contract 
based on the cumulative allocable con-
tract costs incurred as of the date of 
the transaction. Similarly, an old tax-
payer using the CCM is not required to 
recognize any revenue and may not de-
duct allocable contract costs incurred 
with respect to the contract. 
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(B) Gain realized on the transaction. 
The amount of gain the old taxpayer 
realizes on the transfer of a contract in 
a step-in-the-shoes transaction must be 
determined after application of para-
graph (k)(3)(ii)(A) of this section using 
the rules of paragraph (k)(2) of this sec-
tion that apply to constructive comple-
tion transactions. (The amount of gain 
realized on a transfer of a contract is 
relevant, for example, in determining 
the amount of gain recognized with re-
spect to the contract in a section 351 
transaction in which the old taxpayer 
receives from the new taxpayer money 
or property other than stock of the 
transferee.) 

(iii) New taxpayer—(A) Method of ac-
counting. Beginning on the date of the 
transaction, the new taxpayer must ac-
count for the long-term contract by 
using the same method of accounting 
used by the old taxpayer prior to the 
transaction. The same method of ac-
counting must be used for such con-
tract regardless of whether the old tax-
payer’s method is the new taxpayer’s 
principal method of accounting under 
§ 1.381(c)(4)–1(b)(3) or whether the new 
taxpayer is otherwise eligible to use 
the old taxpayer’s method. Thus, if the 
old taxpayer uses the PCM to account 
for the contract, the new taxpayer 
steps into the shoes of the old taxpayer 
with respect to its completion factor 
and percentage of completion methods 
(such as the 10-percent method), even if 
the new taxpayer has not elected such 
methods for similarly classified con-
tracts. Similarly, if the old taxpayer 
uses the CCM, the new taxpayer steps 
into the shoes of the old taxpayer with 
respect to the CCM, even if the new 
taxpayer is not otherwise eligible to 
use the CCM. However, the new tax-
payer is not necessarily bound by the 
old taxpayer’s method for similarly 
classified contracts entered into by the 
new taxpayer subsequent to the trans-
action and must apply general tax 
principles, including section 381, to de-
termine the appropriate method to ac-
count for these subsequent contracts. 
To the extent that general tax prin-
ciples allow the taxpayer to account 
for similarly classified contracts using 
a method other than the old taxpayer’s 
method, the taxpayer is not required to 
obtain the consent of the Commis-

sioner to begin using such other meth-
od. 

(B) Contract price. In the case of a 
long-term contract that has been ac-
counted for under PCM, the total con-
tract price for the new taxpayer is the 
sum of any amounts the old taxpayer 
or the new taxpayer has received or 
reasonably expects to receive under the 
contract consistent with paragraph 
(b)(4) of this section. Similarly, the 
gross contract price in the case of a 
long-term contract accounted for under 
the CCM includes all amounts the old 
taxpayer or the new taxpayer is enti-
tled by law or by contract to receive 
consistent with paragraph (d)(3) of this 
section. 

(C) Contract costs. Total allocable 
contract costs for the new taxpayer are 
the allocable contract costs as defined 
under paragraph (b)(5) of this section 
incurred by either the old taxpayer 
prior to, or the new taxpayer after, the 
transaction. Thus, any payments be-
tween the old taxpayer and the new 
taxpayer with respect to the contract 
in connection with the transaction are 
not treated as allocable contract costs. 

(iv) Special rules related to certain cor-
porate and partnership transactions—(A) 
Old taxpayer—basis adjustment—(1) In 
general. Except as provided in para-
graph (k)(3)(iv)(A)(2) of this section, in 
the case of a transaction described in 
paragraph (k)(3)(i)(D), (E), or (I) of this 
section, the old taxpayer must adjust 
its basis in the stock or partnership in-
terest of the new taxpayer by— 

(i) Increasing such basis by the 
amount of gross receipts the old tax-
payer has recognized under the con-
tract; and 

(ii) Reducing such basis by the 
amount of gross receipts the old tax-
payer has received or reasonably ex-
pects to receive under the contract (ex-
cept to the extent such gross receipts 
give rise to a liability other than a li-
ability described in section 357(c)(3)). 

(2) Basis adjustment in excess of stock 
or partnership interest basis. If the old 
and new taxpayer do not join in the fil-
ing of a consolidated Federal income 
tax return, the old taxpayer may not 
adjust its basis in the stock or partner-
ship interest of the new taxpayer under 
paragraph (k)(3)(iv)(A)(1) of this sec-
tion below zero and the old taxpayer 
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must recognize ordinary income to the 
extent the basis in the stock or part-
nership interest of the new taxpayer 
otherwise would be adjusted below 
zero. If the old and new taxpayer join 
in the filing of a consolidated Federal 
income tax return, the old taxpayer 
must create an (or increase an exist-
ing) excess loss account to the extent 
the basis in the stock of the new tax-
payer otherwise would be adjusted 
below zero under paragraph 
(k)(3)(iv)(A)(1) of this section. See 
§ 1.1502–19 and 1.1502–32(a)(3)(ii). 

(3) Subsequent dispositions of certain 
contracts. If the old taxpayer disposes 
of a contract in a transaction described 
in paragraph (k)(3)(i)(D), (E), or (I) of 
this section that the old taxpayer ac-
quired in a transaction described in 
paragraph (k)(3)(i)(D), (E), or (I) of this 
section, the basis adjustment rule of 
this paragraph (k)(3)(iv)(A) is applied 
by treating the old taxpayer as having 
recognized the amount of gross receipts 
recognized by the previous old tax-
payer under the contract and any 
amount recognized by the previous old 
taxpayer with respect to the contract 
in connection with the transaction in 
which the old taxpayer acquired the 
contract. In addition, the old taxpayer 
is treated as having received or as rea-
sonably expecting to receive under the 
contract any amount the previous old 
taxpayer received or reasonably ex-
pects to receive under the contract. 
Similar principles will apply in the 
case of multiple successive transfers 
described in paragraph (k)(3)(i)(D), (E), 
or (I) of this section involving the con-
tract. 

(B) New taxpayer—(1) Contract price 
adjustment. Generally, payments be-
tween the old taxpayer and the new 
taxpayer with respect to the contract 
in connection with the transaction do 
not affect the contract price. Notwith-
standing the preceding sentence and 
paragraph (k)(3)(iii)(B) of this section, 
however, in the case of transactions de-
scribed in paragraph (k)(3)(i)(B), (D), 
(E), or (I) of this section, the total con-
tract price (or gross contract price) 
must be reduced to the extent of any 
amount recognized by the old taxpayer 
with respect to the contract in connec-
tion with the transaction (e.g., any 
amount recognized under section 351(b) 

or section 357 that is attributable to 
the contract and any income recog-
nized by the old taxpayer pursuant to 
the basis adjustment rule of paragraph 
(k)(3)(iv)(A) of this section). 

(2) Basis in contract. The new tax-
payer’s basis in a contract (including 
the uncompleted property, if applica-
ble) acquired in a transaction described 
in paragraphs (k)(3)(i)(A) through (E) 
or paragraph (k)(3)(i)(I) of this section 
will be computed under section 362, sec-
tion 334, or section 723, as applicable. 
Upon a new taxpayer’s completion (ac-
tual or constructive) of a CCM or a 
PCM contract acquired in a trans-
action described in paragraphs 
(k)(3)(i)(A) through (E) or paragraph 
(k)(3)(i)(I) of this section, the new tax-
payer’s basis in the contract (including 
the uncompleted property, if applica-
ble) is reduced to zero. The new tax-
payer is not entitled to a deduction or 
loss in connection with any basis re-
duction pursuant to this paragraph 
(k)(3)(iv)(B)(2). 

(C) Definition of old taxpayer and new 
taxpayer for certain partnership trans-
actions. For purposes of paragraphs 
(k)(3)(ii), (iii) and (iv) of this section, in 
the case of a transaction described in 
paragraph (k)(3)(i)(I) of this section, 
the partner contributing the contract 
to the partnership is treated as the old 
taxpayer, and the partnership receiving 
the contract from the partner is treat-
ed as the new taxpayer. 

(D) Exceptions to step-in-the-shoes rules 
for S corporations. Upon a transfer de-
scribed in paragraph (k)(3)(i)(F) of this 
section or a conversion described in 
paragraph (k)(3)(i)(G) of this section, 
paragraphs (k)(3)(ii) and (iii) of this 
section apply to a contract accounted 
for under a long-term contract method 
of accounting only if the S corpora-
tion’s books are closed under section 
1362(e)(3), section 1362(e)(6)(C), section 
1362(e)(6)(D), section 1377(a)(2), or 
§ 1.1502–76 on the date of the transfer or 
conversion. In these cases, the corpora-
tion is treated as both the old taxpayer 
and the new taxpayer for purposes of 
paragraphs (k)(3)(ii) and (iii) of this 
section. In all other cases involving 
these transfers, the corporation shall 
compute its income or loss from each 
contract accounted for under a long- 
term contract method of accounting 
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for the period that includes the date of 
the transaction as though no change in 
taxpayer had occurred with respect to 
the contract, and must allocate the in-
come or loss from the contract for that 
period in accordance with the rules 
generally applicable to transfers of S 
corporation stock and conversions to 
or from S corporation status. This 
paragraph (k)(3)(iv)(D) is applicable for 
transactions on or after July 16, 2004. 
In addition, this paragraph (k)(3)(iv)(D) 
may be relied upon for transactions on 
or after May 15, 2002. 

(v) Special rules relating to certain 
partnership transactions—(A) Section 
704(c)—(1) Contributions of contracts. 
The principles of section 704(c)(1)(A), 
section 737, and the regulations there-
under apply to income or loss with re-
spect to a contract accounted for under 
a long-term contract method of ac-
counting that is contributed to a part-
nership. The amount of built-in income 
or built-in loss attributable to a con-
tributed contract that is subject to sec-
tion 704(c)(1)(A) is determined as fol-
lows. First, the contributing partner 
must take into account any income or 
loss required under paragraph 
(k)(3)(ii)(A) of this section for the pe-
riod ending on the date of the contribu-
tion. Second, the partnership must de-
termine the amount of income or loss 
that the contributing partner would 
take into account if the contract were 
disposed of for its fair market value in 
a constructive completion transaction. 
This calculation is treated as occurring 
immediately after the partner has ap-
plied paragraph (k)(3)(ii)(A) of this sec-
tion, but before the contribution to the 
partnership. Finally, this amount is re-
duced by the amount of income, if any, 
that the contributing partner is re-
quired to recognize as a result of the 
contribution. 

(2) Revaluations of partnership prop-
erty. The principles of section 704(c) 
and § 1.704–3 apply to allocations of in-
come or loss with respect to a long- 
term contract that is revalued by a 
partnership under § 1.704–1(b)(2)(iv)(f). 
The amount of built-in income or 
built-in loss attributable to such a con-
tract is equal to the amount of income 
or loss that would be taken into ac-
count if, at the time of the revaluation, 
the contract were disposed of for its 

fair market value in a constructive 
completion transaction. 

(3) Allocation methods. In the case of a 
contract accounted for under the CCM, 
any built-in income or loss under sec-
tion 704(c) is taken into account in the 
year the contract is completed. In the 
case of a contract accounted for under 
a long-term contract method of ac-
counting other than the CCM, any 
built-in income or loss under section 
704(c) must be taken into account in a 
manner that reasonably accounts for 
the section 704(c) income or loss over 
the remaining term of the contract. 

(B) Basis adjustments under sections 
743(b) and 734(b). For purposes of 
§§ 1.743–1(d), 1.755–1(b), and 1.755–1(c), 
the amount of ordinary income or loss 
attributable to a contract accounted 
for under a long-term contract method 
of accounting is the amount of income 
or loss that the partnership would take 
into account under the constructive 
completion rules of paragraph (k)(2) of 
this section if, at the time of the sale 
of a partnership interest or the dis-
tribution to a partner, the partnership 
disposed of the contract for its fair 
market value in a constructive comple-
tion transaction. If all or part of the 
transferee’s basis adjustment under 
section 743(b) or the partnership’s basis 
adjustment under section 734(b) is allo-
cated to a contract accounted for under 
a long-term contract method of ac-
counting, the basis adjustment shall 
reduce or increase, as the case may be, 
the affected party’s income or loss 
from the contract. In the case of a con-
tract accounted for under the CCM, the 
basis adjustment is taken into account 
in the year in which the contract is 
completed. In the case of a contract ac-
counted for under a long-term contract 
method of accounting other than the 
CCM, the portion of that basis adjust-
ment that is recovered in each taxable 
year of the partnership must be deter-
mined by the partnership in a manner 
that reasonably accounts for the ad-
justment over the remaining term of 
the contract. 

(C) Cross reference. See paragraph 
(k)(2)(iv)(E) of this section for rules re-
lating to the application of section 751 
to the transfer of an interest in a part-
nership holding a contract accounted 
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for under a long-term contract method 
of accounting. 

(D) Exceptions to step-in-the-shoes 
rules. Upon a contribution described in 
paragraph (k)(3)(i)(J) of this section, a 
transfer described in paragraph 
(k)(3)(i)(K) of this section, or a dis-
tribution described in paragraph 
(k)(3)(i)(L) of this section, paragraphs 
(k)(3)(ii) and (iii) of this section apply 
to a contract accounted for under a 
long-term contract method of account-
ing only if the partnership’s books are 
properly closed with respect to that 
contract under section 706. In these 
cases, the partnership is treated as 
both the old taxpayer and the new tax-
payer for purposes of paragraphs 
(k)(3)(ii) and (iii) of this section. In all 
other cases involving these trans-
actions, the partnership shall compute 
its income or loss from each contract 
accounted for under a long-term con-
tract method of accounting for the pe-
riod that includes the date of the 
transaction as though no change in 
taxpayer had occurred with respect to 
the contract, and must allocate the in-
come or loss from the contract for that 
period under a reasonable method com-
plying with section 706. 

(4) Anti-abuse rule. Notwithstanding 
this paragraph (k), in the case of a 
transaction entered into with a prin-
cipal purpose of shifting the tax con-
sequences associated with a long-term 
contract in a manner that substan-
tially reduces the aggregate U.S. Fed-
eral income tax liability of the parties 
with respect to that contract, the Com-
missioner may allocate to the old (or 
new) taxpayer the income from that 
contract properly allocable to the old 
(or new) taxpayer. For example, the 
Commissioner may reallocate income 
from a long-term contract in a trans-
action in which a contract accounted 
for using the CCM, or using the PCM 
where the old taxpayer has received ad-
vance payments in excess of its con-
tribution to the contract, is trans-
ferred to a tax indifferent party (e.g., a 
foreign person not subject to U.S. Fed-
eral income tax). 

(5) Examples. The following examples 
illustrate the rules of this paragraph 
(k). For purposes of these examples, it 
is assumed that the contract is a long- 
term construction contract accounted 

for using the PCM prior to the trans-
action unless stated otherwise and the 
contract is not transferred with a prin-
cipal purpose of shifting the tax con-
sequences associated with a long-term 
contract in a manner that substan-
tially reduces the aggregate U.S. Fed-
eral income tax liability of the parties 
with respect to that contract. The ex-
amples are as follows: 

Example 1. Constructive completion—PCM. (i) 
Facts. In Year 1, X enters into a contract. 
The total contract price is $1,000,000 and the 
estimated total allocable contract costs are 
$800,000. In Year 1, X incurs costs of $200,000. 
In Year 2, X incurs additional costs of 
$400,000 before selling the contract as part of 
a taxable sale of its business in Year 2 to Y, 
an unrelated party. At the time of sale, X 
has received $650,000 in progress payments 
under the contract. The consideration allo-
cable to the contract under section 1060 is 
$150,000. Pursuant to the sale, the new tax-
payer Y immediately assumes X’s contract 
obligations and rights. Y is required to ac-
count for the contract using the PCM. In 
Year 2, Y incurs additional allocable con-
tract costs of $50,000. Y correctly estimates 
at the end of Year 2 that it will have to incur 
an additional $75,000 of allocable contract 
costs in Year 3 to complete the contract. 

(ii) Old taxpayer. For Year 1, X reports re-
ceipts of $250,000 (the completion factor mul-
tiplied by total contract price ($200,000/ 
$800,000×$1,000,000)) and costs of $200,000, for a 
profit of $50,000. X is treated as completing 
the contract in Year 2 because it sold the 
contract. For purposes of applying the PCM 
in Year 2, the total contract price is $800,000 
(the sum of the amounts received under the 
contract and the amount realized in the sale 
($650,000 + $150,000)) and the total allocable 
contract costs are $600,000 (the sum of the 
costs incurred in Year 1 and Year 2 ($200,000 
+ $400,000)). Thus, in Year 2, X reports re-
ceipts of $550,000 (total contract price minus 
receipts already reported ($800,000 ¥ 

$250,000)) and costs incurred in year 2 of 
$400,000, for a profit of $150,000. 

(iii) New taxpayer. Y is treated as entering 
into a new contract in Year 2. The total con-
tract price is $200,000 (the amount remaining 
to be paid under the terms of the contract 
less the consideration paid allocable to the 
contract ($1,000,000 ¥ $650,000 ¥ $150,000)). 
The estimated total allocable contract costs 
at the end of Year 2 are $125,000 (the allo-
cable contract costs that Y reasonably ex-
pects to incur to complete the contract 
($50,000 + $75,000)). In Year 2, Y reports re-
ceipts of $80,000 (the completion factor mul-
tiplied by the total contract price [($50,000/ 
$125,000)×$200,000] and costs of $50,000 (the 
costs incurred after the purchase), for a prof-
it of $30,000. For Year 3, Y reports receipts of 
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$120,000 (total contract price minus receipts 
already reported ($200,000 ¥ $80,000)) and 
costs of $75,000, for a profit of $45,000. 

Example 2. Constructive completion—CCM. (i) 
Facts. The facts are the same as in Example 
1, except that X and Y properly account for 
the contract under the CCM. 

(ii) Old taxpayer. X does not report any in-
come or costs from the contract in Year 1. In 
Year 2, the contract is deemed complete for 
X, and X reports its gross contract price of 
$800,000 (the sum of the amounts received 
under the contract and the amount realized 
in the sale ($650,000 + $150,000)) and its total 
allocable contract costs of $600,000 (the sum 
of the costs incurred in Year 1 and Year 2 
($200,000 + $400,000)) in that year, for a profit 
of $200,000. 

(iii) New taxpayer. Y is treated as entering 
into a new contract in Year 2. Under the 
CCM, Y reports no gross receipts or costs in 
Year 2. Y reports its gross contract price of 
$200,000 (the amount remaining to be paid 
under the terms of the contract less the con-
sideration paid allocable to the contract 
($1,000,000 ¥ $650,000 ¥ $150,000)) and its total 
allocable contract costs of $125,000 (the allo-
cable contract costs that Y incurred to com-
plete the contract ($50,000 + $75,000)) in Year 
3, the completion year, for a profit of $75,000. 

Example 3. Step-in-the-shoes—PCM. (i) Facts. 
The facts are the same as in Example 1, ex-
cept that X transfers the contract (including 
the uncompleted property) to Y in exchange 
for stock of Y in a transaction that qualifies 
as a statutory merger described in section 
368(a)(1)(A) and does not result in gain or 
loss to X under section 361(a). 

(ii) Old taxpayer. For Year 1, X reports re-
ceipts of $250,000 (the completion factor mul-
tiplied by total contract price ($200,000/ 
$800,000×$1,000,000)) and costs of $200,000, for a 
profit of $50,000. Because the mid-contract 
change in taxpayer results from a trans-
action described in paragraph (k)(3)(i) of this 
section, X is not treated as completing the 
contract in Year 2. In Year 2, X reports re-
ceipts of $500,000 (the completion factor mul-
tiplied by the total contract price and minus 
the Year 1 gross receipts [($600,000/ 
$800,000×$1,000,000)–$250,000]) and costs of 
$400,000, for a profit of $100,000. 

(iii) New taxpayer. Because the mid-con-
tract change in taxpayer results from a step- 
in-the-shoes transaction, Y must account for 
the contract using the same methods of ac-
counting used by X prior to the transaction. 
Total contract price is the sum of any 
amounts that X and Y have received or rea-
sonably expect to receive under the contract, 
and total allocable contract costs are the al-
locable contract costs of X and Y. Thus, the 
estimated total allocable contract costs at 
the end of Year 2 are $725,000 (the cumulative 
allocable contract costs of X and the esti-
mated total allocable contract costs of Y 
($200,000 + $400,000 + $50,000 + $75,000)). In 

Year 2, Y reports receipts of $146,552 (the 
completion factor multiplied by the total 
contract price minus receipts reported by 
the old taxpayer ([($650,000/ 
$725,000)×$1,000,000]–$750,000) and costs of 
$50,000, for a profit of $96,552. For Year 3, Y 
reports receipts of $103,448 (the total con-
tract price minus prior year receipts 
($1,000,000–$896,552)) and costs of $75,000, for a 
profit of $28,448. 

Example 4. Step-in-the-shoes—CCM (i) Facts. 
The facts are the same as in Example 3, ex-
cept that X properly accounts for the con-
tract under the CCM. 

(ii) Old taxpayer. X reports no income or 
costs from the contract in Years 1, 2 or 3. 

(iii) New taxpayer. Because the mid-con-
tract change in taxpayer results from a step- 
in-the-shoes transaction, Y must account for 
the contract using the same method of ac-
counting used by X prior to the transaction. 
Thus, in Year 3, the completion year, Y re-
ports receipts of $1,000,000 and total contract 
costs of $725,000, for a profit of $275,000. 

Example 5. Step in the shoes—PCM—basis ad-
justment. The facts are the same as in Exam-
ple 3, except that X transfers the contract 
(including the uncompleted property) with a 
basis of $0 and $125,000 of cash to a new cor-
poration, Z, in exchange for all of the stock 
of Z in a section 351 transaction. Thus, under 
section 358(a), X’s basis in the Z stock is 
$125,000. Pursuant to paragraph 
(k)(3)(iv)(A)(1) of this section, X must in-
crease its basis in the Z stock by the amount 
of gross receipts X recognized under the con-
tract, $750,000 ($250,000 receipts in Year 1 + 
$500,000 receipts in Year 2), and reduce its 
basis by the amount of gross receipts X re-
ceived under the contract, the $650,000 in 
progress payments. Accordingly, X’s basis in 
the Z stock is $225,000. All other results are 
the same. 

Example 6. Step in the shoes—CCM—basis ad-
justment. (i) Facts. The facts are the same as 
in Example 4, except that X receives progress 
payments of $800,000 (rather than $650,000) 
and transfers the contract (including the 
uncompleted property) with a basis of 
$600,000 and $125,000 of cash to a new corpora-
tion, Z, in exchange for all of the stock of Z 
in a section 351 transaction. X and Z do not 
join in filing a consolidated Federal income 
tax return. 

(ii) Old taxpayer. X reports no income or 
costs under the contract in Years 1, 2, or 3. 
Under section 358(a), X’s basis in Z is $725,000. 
Pursuant to paragraph (k)(3)(iv)(A)(1), X 
must reduce its basis in the stock of Z by 
$800,000, the progress payments received by 
X. However, X may not reduce its basis in 
the Z stock below zero pursuant paragraph 
(k)(3)(iv)(A)(2) of this section. Accordingly, 
X’s basis in the Z stock is reduced by $725,000 
to zero and X must recognize ordinary in-
come of $75,000. 
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(iii) New taxpayer. Upon completion of the 
contract in Year 3, Z reports gross receipts 
of $925,000 ($1,000,000 original contract price— 
$75,000 income recognized by the old tax-
payer pursuant to the basis adjustment rule 
of paragraph (k)(3)(iv)(A)) and total contract 
costs of $725,000, for a profit of $200,000. 

Example 7. Step in the shoes—PCM—gain rec-
ognized in transaction. (i) Facts. The facts are 
the same as in Example 3, except that X 
transfers the contract (including the 
uncompleted property) with a basis of $0 and 
an unrelated capital asset with a value of 
$100,000 and a basis of $0 to a new corpora-
tion, Z, in exchange for stock of Z with a 
value of $200,000 and $50,000 of cash in a sec-
tion 351 transaction. 

(ii) Old taxpayer. For year 1, X reports re-
ceipts of $250,000 ($200,000/$800,000×$1,000,000) 
and costs of $200,000, for a profit of $50,000. X 
is not treated as completing the contract in 
Year 2. In Year 2, X reports receipts of 
$500,000 (($600,000/$800,000×$1,000,000 = $750,000 
cumulative gross receipts)—$250,000 prior 
year cumulative gross receipts) and costs of 
$400,000, for a profit of $100,000. Under para-
graph (k)(3)(ii)(B) of this section, X deter-
mines that the gain realized on the transfer 
of the contract to Z under the constructive 
completion rules of paragraph (k)(2)(ii) of 
this section is $50,000 (total contract price of 
$800,000 ($150,000 value allocable to the con-
tract + $650,000 progress payments)—$750,000 
previously recognized cumulative gross re-
ceipts—$0 costs incurred but not recognized). 
The gain realized on the transfer of the unre-
lated capital asset to Z is $100,000. The 
amount of gain X must recognize due to the 
receipt of $50,000 cash in the exchange is 
$50,000, of which $30,000 is allocated to the 
contract ($150,000 value of contract/$250,000 
total value of property transferred to Z × 
$50,000) and is treated as ordinary income, 
and $20,000 is allocated to the unrelated cap-
ital asset ($100,000 value of capital asset/ 
$250,000 total value of property transferred to 
Z × $50,000). Under section 358(a), X’s basis in 
the Z stock is $0. However, pursuant to para-
graph (k)(3)(iv)(A)(1) of this section, X must 
increase its basis in the Z stock by $750,000, 
the amount of gross receipts recognized 
under the contract, and must reduce its basis 
in the Z stock by $650,000, the amount of 
gross receipts X received under the contract. 
Therefore, X’s basis in the Z stock is $100,000. 

(iii) New taxpayer. Z must account for the 
contract using the same PCM method used 
by X prior to the transaction. Pursuant to 
paragraph (k)(3)(iv)(B)(1) of this section, the 
total contract price is $970,000 ($1,000,000 
amount X and Z have received or reasonably 
expect to receive under the contract—$30,000 
income recognized by X with respect to the 
contract as a result of the receipt of $50,000 
cash in the transaction). In Year 2, Z reports 
gross receipts of $119,655 ($650,000/ 
$725,000×$970,000 = $869,655 current year cumu-

lative gross receipts—$750,000 cumulative 
gross receipts reported by the old taxpayer) 
and costs of $50,000, for a profit of $69,655. In 
Year 3, Z reports gross receipts of $100,345 
($970,000–$869,655) and costs of $75,000, for a 
profit of $25,345. 

Example 8. Step in the shoes—CCM—gain rec-
ognized in transaction. (i) Facts. The facts are 
the same as in Example 4, except that X 
transfers the contract (including the 
uncompleted property) with a basis of 
$600,000 and an unrelated capital asset with a 
value of $125,000 and a basis of $0 to a new 
corporation, Z, in exchange for all the stock 
of Z with a value of $175,000 and $100,000 of 
cash in a section 351 transaction. X and Z do 
not join in filing a consolidated Federal in-
come tax return. 

(ii) Old taxpayer. X reports no income or 
costs under the contract in Years 1, 2, or 3. 
Under paragraph (k)(3)(ii)(B), X determines 
that the gain realized on the transfer of the 
contract to Z under the constructive comple-
tion rules of paragraph (k)(2)(ii) of this sec-
tion is $200,000 ($800,000 total contract price 
($150,000 value allocable to the contract + 
$650,000 progress payments)—$600,000 costs 
incurred but not recognized). The gain real-
ized on the transfer of the unrelated capital 
asset to Z is $125,000. The amount of gain X 
must recognize due to the receipt of $100,000 
of cash in the exchange is $100,000, of which 
$54,545 is allocated to the contract ($150,000 
value of the contract/$275,000 total value of 
property transferred to Z×$100,000) and is 
treated as ordinary income, and $45,455 is al-
located to the unrelated capital asset 
($125,000 value of capital asset/$275,000 total 
value of property transferred to Z×$100,000). 
Under section 358(a), X’s basis in the Z stock 
is $600,000 ($600,000 basis in the contract and 
unrelated capital asset transferred—$100,000 
cash received + $100,000 gain recognized). 
Pursuant to paragraph (k)(3)(iv)(A)(1) of this 
section, X must reduce its basis in the stock 
of Z by $650,000, the progress payments re-
ceived under the contract. However, X may 
not reduce its basis in the Z stock below zero 
pursuant to paragraph (k)(3)(iv)(A)(2) of this 
section. Accordingly, X’s basis in the Z stock 
is reduced by $600,000 to zero and X must rec-
ognize income of $50,000. 

(iii) New taxpayer. Z must account for the 
contract using the same CCM used by X prior 
to the transaction. Pursuant to paragraph 
(k)(3)(iv)(B)(1) of this section, the total con-
tract price is $895,455 ($1,000,000 original con-
tract price—$54,545 income recognized by old 
taxpayer with respect to the contract as a 
result of the receipt of cash in the trans-
action—$50,000 income recognized by the old 
taxpayer pursuant to the basis adjustment 
rule of paragraph (k)(3)(iv)(A)). Accordingly, 
upon completion of the contract in Year 3, Z 
reports gross receipts of $895,455 and total 
contract costs of $725,000, for a profit of 
$170,455. 
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Example 9. Constructive completion—PCM— 
distribution of contract by partnership. (i) 
Facts. In Year 1, W, X, Y, and Z each con-
tribute $100,000 to form equal partnership 
PRS. In Year 1, PRS enters into a contract. 
The total contract price is $1,000,000 and the 
estimated total allocable contract costs are 
$800,000. In Year 1, PRS incurs costs of 
$600,000 and receives $650,000 in progress pay-
ments under the contract. Under the con-
tract, PRS performed all of the services re-
quired in order to be entitled to receive the 
progress payments, and there was no obliga-
tion to return the payments or perform any 
additional services in order to retain the 
payments. PRS properly accounts for the 
contract under the PCM. In Year 2, PRS dis-
tributes the contract to X in liquidation of 
X’s interest. PRS incurs no costs and re-
ceives no progress payments in Year 2 prior 
to the distribution. At the time of the dis-
tribution, PRS’s only asset other than the 
long-term contract and the partially con-
structed property is $450,000 cash ($400,000 
initially contributed and $50,000 in excess 
progress payments). The fair market value of 
the contract is $150,000. Pursuant to the dis-
tribution, X assumes PRS’s contract obliga-
tions and rights. In Year 2, X incurs addi-
tional allocable contract costs of $50,000. X 
correctly estimates at the end of Year 2 that 
X will have to incur an additional $75,000 of 
allocable contract costs in Year 3 to com-
plete the contract (rather than $150,000 as 
originally estimated by PRS). Assume that 
X properly accounts for the contract under 
the PCM, that PRS has no income or loss 
other than income or loss from the contract, 
and that PRS has an election under section 
754 in effect in Year 2. 

(ii) Tax consequences to PRS. For Year 1, 
PRS reports receipts of $750,000 (the comple-
tion factor multiplied by total contract price 
($600,000/$800,000 × $1,000,000)) and costs of 
$600,000, for a profit of $150,000, which is allo-
cated equally among W, X, Y, and Z ($37,500 
each). Immediately prior to the distribution 
of the contract to X in Year 2, the contract 
is deemed completed. Under paragraph 
(k)(2)(iv)(B) of this section, the fair market 
value of the contract ($150,000) is treated as 
the amount realized from the transaction. 
For purposes of applying the PCM in Year 2, 
the total contract price is $800,000 (the sum 
of the amounts received under the contract 
and the amount treated as realized from the 
transaction ($650,000 + $150,000)) and the total 
allocable contract costs are $600,000. Thus, in 
Year 2 PRS reports receipts of $50,000 (total 
contract price minus receipts already re-
ported ($800,000 ¥ $750,000)), and costs in-
curred in Year 2 of $0, for a profit of $50,000. 
Under paragraph (k)(2)(iv)(B) of this section, 
this profit must be allocated among W, X, Y, 
and Z as though the partnership closed its 
books on the date of the distribution. Ac-

cordingly, each partner’s distributive share 
of this income is $12,500. 

(iii) Tax consequences to X. X’s basis in its 
interest in PRS immediately prior to the dis-
tribution is $150,000 (X’s $100,000 initial con-
tribution, increased by $37,500, X’s distribu-
tive share of Year 1 income, and $12,500, X’s 
distributive share of Year 2 income). Under 
paragraph (k)(2)(iv)(D) of this section, PRS’s 
basis in the contract (including the 
uncompleted property, if applicable) imme-
diately prior to the distribution is equal to 
$150,000 (the partnership’s allocable contract 
costs, $600,000, increased by the amount of in-
come recognized by PRS on the contract 
through the date of the distribution (includ-
ing amounts recognized as a result of the 
constructive completion), $200,000, decreased 
by the amounts that the partnership has re-
ceived or reasonably expects to receive under 
the contract, $650,000). Under section 732, X’s 
basis in the contract (including the 
uncompleted property) after the distribution 
is $150,000. Under paragraph (k)(2)(iv)(C) of 
this section, X’s basis in the contract (in-
cluding the uncompleted property) is treated 
as consideration paid by X that is allocable 
to the contract. X’s total contract price is 
$200,000 (the amount remaining to be paid 
under the terms of the contract less the con-
sideration allocable to the contract ($350,000– 
$150,000)). For Year 2, X reports receipts of 
$80,000 (the completion factor multiplied by 
the total contract price [($50,000/ 
$125,000)×$200,000]) and costs of $50,000 (the 
costs incurred after the distribution of the 
contract), for a profit of $30,000. For Year 3, 
X reports receipts of $120,000 (the total con-
tract price minus receipts already reported 
($200,000 ¥ $80,000)) and costs of $75,000, for a 
profit of $45,000. 

(iv) Section 734(b). Because X’s basis in the 
contract (including the uncompleted prop-
erty) immediately after the distribution, 
$150,000, is equal to PRS’s basis in the con-
tract (including the uncompleted property) 
immediately prior to the distribution, there 
is no basis adjustment under section 734(b). 

Example 10. Constructive completion—CCM— 
distribution of contract by partnership. (i) 
Facts. The facts are the same as in Example 
9, except that PRS and X properly account 
for the contract under the CCM. 

(ii) Tax consequences to PRS. PRS reports 
no income or costs from the contract in Year 
1. Immediately prior to the distribution of 
the contract to X in Year 2, the contract is 
deemed completed. Under paragraph 
(k)(2)(iv)(B) of this section, the fair market 
value of the contract ($150,000) is treated as 
the amount realized from the transaction. 
For purposes of applying the CCM in Year 2, 
the gross contract price is $800,000 (the sum 
of the amounts received under the contract 
and the amount treated as realized from the 
transaction ($650,000 + $150,000)) and the total 
allocable contract costs are $600,000. Thus, in 
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Year 2 PRS reports profits of $200,000 
($800,000 ¥ $600,000). This profit must be allo-
cated among W, X, Y, and Z as though the 
partnership closed its books on the date of 
the distribution. Accordingly, each partner’s 
distributive share of this income is $50,000. 

(iii) Tax consequences to X. X’s basis in its 
interest in PRS immediately prior to the dis-
tribution is $150,000 ($100,000 initial contribu-
tion, increased by $50,000, X’s distributive 
share of Year 2 income). Under paragraph 
(k)(2)(iv)(D) of this section, PRS’s basis in 
the contract (including the uncompleted 
property, if applicable) immediately prior to 
the distribution is equal to $150,000 (the part-
nership’s allocable contract costs, $600,000, 
increased by the amount of cumulative tax-
able income recognized by PRS on the con-
tract through the date of the distribution 
(including amounts recognized as a result of 
the constructive completion), $200,000, de-
creased by the amounts that the partnership 
has received or reasonably expects to receive 
under the contract, $650,000). Under section 
732, X’s basis in the contract (including the 
uncompleted property) after the distribution 
is $150,000. Under paragraph (k)(2)(iv)(C) of 
this section, X’s basis in the contract is 
treated as consideration paid by X that is al-
locable to the contract. Under the CCM, X 
reports no gross receipts or costs in Year 2. 
For Year 3, the completion year, X reports 
its gross contract price of $200,000 (the 
amount remaining to be paid under the 
terms of the contract less the consideration 
allocable to the contract ($350,000 ¥ $150,000)) 
and its total allocable contract costs of 
$125,000 (the allocable contract costs that X 
incurred to complete the contract ($50,000 + 
$75,000)), for a profit of $75,000. 

(iv) Section 734(b). The results under section 
734(b) are the same as in Example 9. 

Example 11. Step-in-the-shoes—PCM—con-
tribution of contract to partnership. (i) Facts. 
In Year 1, X enters into a contract that X 
properly accounts for under the PCM. The 
total contract price is $1,000,000 and the esti-
mated total allocable contract costs are 
$800,000. In Year 1, X incurs costs of $600,000 
and receives $650,000 in progress payments 
under the contract. Under the contract, X 
performed all of the services required in 
order to be entitled to receive the progress 
payments, and there was no obligation to re-
turn the payments or perform any additional 
services in order to retain the payments. In 
Year 2, X contributes the contract (including 
the uncompleted property) with a basis of $0 
and $125,000 of cash to partnership PRS in ex-
change for a one-fourth partnership interest. 
X incurs costs of $10,000, and receives no 
progress payments in Year 2 prior to the con-
tribution of the contract. X and the other 
three partners of PRS share equally in its 
capital, profits, and losses. The parties deter-
mine that, at the time of the contribution, 
the fair market value of the contract is 

$160,000. Following the contribution in Year 
2, PRS incurs additional allocable contract 
costs of $40,000. PRS correctly estimates at 
the end of Year 2 that it will have to incur 
an additional $75,000 of allocable contract 
costs in Year 3 to complete the contract 
(rather than $150,000 as originally estimated 
by PRS). 

(ii) Tax consequences to X. For Year 1, X re-
ports receipts of $750,000 (the completion fac-
tor multiplied by the total contract price 
($600,000/$800,000 × $1,000,000)) and costs of 
$600,000, for a profit of $150,000. Because the 
mid-contract change in taxpayer results 
from a transaction described in paragraph 
(k)(3)(i)(I) of this section, X is not treated as 
completing the contract in Year 2. Under 
paragraph (k)(3)(ii)(A) of this section, for 
Year 2, X reports receipts of $12,500 (the com-
pletion factor multiplied by the total con-
tract price ($610,000/$800,000 × $1,000,000, or 
$762,500), decreased by receipts already re-
ported, $750,000) and costs of $10,000, for a 
profit of $2,500. Under section 722, X’s initial 
basis in its interest in PRS is $125,000. Pursu-
ant to paragraph (k)(3)(iv)(A)(1) of this sec-
tion, X must increase its basis in its interest 
in PRS by the amount of gross receipts X 
recognized under the contract, $762,500, and 
reduce its basis by the amount of gross re-
ceipts X received under the contract, the 
$650,000 in progress payments. Accordingly, 
X’s basis in its interest in PRS is $237,500. 

(iii) Tax consequences to PRS. Because the 
mid-contract change in taxpayer results 
from a step-in-the-shoes transaction, PRS 
must account for the contract using the 
same methods of accounting used by X prior 
to the transaction. The total contract price 
is the sum of any amounts that X and PRS 
have received or reasonably expect to receive 
under the contract, and total allocable con-
tract costs are the allocable contract costs 
of X and PRS. For Year 2, PRS reports re-
ceipts of $134,052 (the completion factor mul-
tiplied by the total contract price [($650,000/ 
$725,000) ¥ $1,000,000], $896,552, decreased by 
receipts reported by X, $762,500) and costs of 
$40,000, for a profit of $94,052. For Year 3, 
PRS reports receipts of $103,448 (the total 
contract price minus prior year receipts 
($1,000,000 × $896,552)) and costs of $75,000, for 
a profit of $28,448. 

(iv) Section 704(c). The principles of section 
704(c) and § 1.704–3 apply to allocations of in-
come or loss with respect to the contract 
contributed by X. In this case, the amount of 
built-in income that is subject to section 
704(c) is the amount of income or loss that 
the contributing partner would take into ac-
count if the contract were disposed of for its 
fair market value in a constructive comple-
tion transaction. This calculation is treated 
as occurring immediately after the partner 
has applied paragraph (k)(3)(ii)(A) of this 
section, but before the contribution to the 
partnership. In a constructive completion 
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transaction, the total contract price would 
be $810,000 (the sum of the amounts received 
under the contract and the amount realized 
in the deemed sale ($650,000 + $160,000)). X 
would report receipts of $47,500 (total con-
tract price minus receipts already reported 
($810,000 ¥ $762,500)) and costs of $0, for a 
profit of $47,500. Thus, the amount of built-in 
income that is subject to section 704(c) is 
$47,500. The partnership must apply section 
704(c) to this income in a manner that rea-
sonably accounts for the income over the re-
maining term of the contract. For example, 
in Year 2, PRS could allocate $26,810 to X 
under section 704(c) (the amount of built-in 
income, $47,500, multiplied by a fraction, the 
numerator of which is the completion factor 
for the year, $650,000/725,000, less the comple-
tion factor for the prior year, $610,000/ 
$800,000, and the denominator of which is 100 
percent reduced by the completion factor for 
the taxable year preceding the event cre-
ating the section 704(c) income or loss, 
$610,000/$800,000). The remaining $67,242 would 
be allocated equally among all of the part-
ners. In Year 3, the completion year, PRS 
could allocate $20,690 to X under section 
704(c) ($47,500 × [($725,000/$725,000 ¥$650,000/ 
$725,000) / (100 percent ¥ $610,000/$800,000)]). 
The remaining $7,758 would be allocated 
equally among all the partners. 

Example 12. Step-in-the-shoes—CCM—con-
tribution of contract to partnership. (i) Facts. 
The facts are the same as in Example 11, ex-
cept that X and PRS properly account for 
the contract under the CCM, and X has a 
basis of $610,000 in the contract (including 
the uncompleted property). 

(ii) Tax consequences to X. X reports no in-
come or costs from the contract in Years 1 or 
2. X is not treated as completing the con-
tract in Year 2. Under section 722, X’s initial 
basis in its interest in PRS is $735,000 (the 
sum of $125,000 cash and X’s basis of $610,000 
in the contract (including the uncompleted 
property)). Pursuant to paragraph 
(k)(3)(iv)(A)(1)(ii) of this section, X must re-
duce its basis in its interest in PRS by the 
amount of gross receipts X received under 
the contract, or $650,000. Accordingly, X’s 
basis in its interest in PRS is $85,000. 

(iii) Tax consequences to PRS. PRS must ac-
count for the contract using the same meth-
ods of accounting used by X prior to the 
transaction. Under the CCM, PRS reports no 
gross receipts or costs in Year 2. For Year 3, 
the completion year, PRS reports its gross 
contract price of $1,000,000 (the sum of any 
amounts that X and PRS have received or 
reasonably expect to receive under the con-
tract), and total allocable contract costs of 
$725,000 (the allocable contract costs of X and 
PRS), for a profit of $275,000. 

(iv) Section 704(c). In this case, the amount 
of built-in income that is subject to section 
704(c) is the amount of income or loss that 
the contributing partner would take into ac-

count if the contract were disposed of for its 
fair market value in a constructive comple-
tion transaction. This calculation is treated 
as occurring immediately after the partner 
has applied paragraph (k)(3)(ii)(A) of this 
section, but before the contribution to the 
partnership. In a constructive completion 
transaction, X would report its gross con-
tract price of $810,000 (the sum of the 
amounts received under the contract and the 
amount realized in the deemed sale ($650,000 
+ $160,000)) and its total allocable contract 
costs of $610,000, for a profit of $200,000. Thus, 
the amount of built-in income that is subject 
to section 704(c) is $200,000. Out of PRS’s in-
come of $275,000, in Year 3, $200,000 must be 
allocated to X under section 704(c), and the 
remaining $75,000 is allocated equally among 
all of the partners. 

Example 13. Step-in-the-shoes—PCM—trans-
fer of a partnership interest. (i) Facts. In Year 
1, W, X, Y, and Z each contribute $100,000 to 
form equal partnership PRS. In Year 1, PRS 
enters into a contract. The total contract 
price is $1,000,000 and the estimated total al-
locable contract costs are $800,000. In Year 1, 
PRS incurs costs of $600,000 and receives 
$650,000 in progress payments under the con-
tract. Under the contract, PRS performed all 
of the services required in order to be enti-
tled to receive the progress payments, and 
there was no obligation to return the pay-
ment or perform any additional services in 
order to retain the payments. PRS properly 
accounts for the contract under the PCM. In 
Year 2, W transfers W’s interest in PRS to T 
for $150,000. Assume that $10,000 of PRS’s 
Year 2 costs are incurred prior to the trans-
fer, $40,000 are incurred after the transfer; 
and that PRS receives no progress payments 
in Year 2. Also assume that the fair market 
value of the contract on the date of the 
transfer is $160,000, that PRS closes its books 
with respect to the contract under section 
706 on the date of the transfer, and that PRS 
correctly estimates at the end of Year 2 that 
it will have to incur an additional $75,000 of 
allocable contract costs in Year 3 to com-
plete the contract (rather than $150,000 as 
originally estimated by PRS). 

(ii) Income reporting for period ending on 
date of transfer. For Year 1, PRS reports re-
ceipts of $750,000 (the completion factor mul-
tiplied by total contract price ($600,000/ 
$800,000 × $1,000,000)) and costs of $600,000, for 
a profit of $150,000. This profit is allocated 
equally among W, X, Y, and Z ($37,500 each). 
Under paragraph (k)(3)(ii)(A) of this section, 
for the part of Year 2 ending on the date of 
the transfer of W’s interest, PRS reports re-
ceipts of $12,500 (the completion factor mul-
tiplied by the total contract price ($610,000/ 
$800,000 × $1,000,000) minus receipts already 
reported ($750,000)) and costs of $10,000 for a 
profit of $2,500. This profit is allocated equal-
ly among W, X, Y, and Z ($625 each). 
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(iii) Income reporting for period after trans-
fer. PRS must continue to use the PCM. For 
the part of Year 2 beginning on the day after 
the transfer, PRS reports receipts of $134,052 
(the completion factor multiplied by the 
total contract price decreased by receipts re-
ported by PRS for the period ending on the 
date of the transfer [($650,000/$725,000 × 
$1,000,000)—$762,500]) and costs of $40,000, for 
a profit of $94,052. This profit is shared equal-
ly among T, X, Y, and Z ($23,513 each). For 
Year 3, PRS reports receipts of $103,448 (the 
total contract price minus prior year re-
ceipts ($1,000,000 ¥ $896,552)) and costs of 
$75,000, for a profit of $28,448. The profit for 
Year 3 is shared equally among T, X, Y, and 
Z ($7,112 each). 

(iv) Tax Consequences to W. W’s amount re-
alized is $150,000. W’s adjusted basis in its in-
terest in PRS is $138,125 ($100,000 originally 
contributed, plus $37,500, W’s distributive 
share of PRS’s Year 1 income, and $625, W’s 
distributive share of PRS’s Year 2 income 
prior to the transfer). Accordingly, W’s in-
come from the sale of W’s interest in PRS is 
$11,875. Under paragraph (k)(2)(iv)(E) of this 
section, for purposes of section 751(a), the 
amount of ordinary income attributable to 
the contract is determined as follows. First, 
the partnership must determine the amount 
of income or loss from the contract that is 
allocated under section 706 to the period end-
ing on the date of the sale ($625). Second, the 
partnership must determine the amount of 
income or loss that the partnership would 
take into account under the constructive 
completion rules of paragraph (k)(2) of this 
section if the contract were disposed of for 
its fair market value in a constructive com-
pletion transaction. Because PRS closed its 
books under section 706 with respect to the 
contract on the date of the sale, this calcula-
tion is treated as occurring immediately 
after the partnership has applied paragraph 
(k)(3)(ii)(A) of this section on the date of the 
sale. In a constructive completion trans-
action, the total contract price would be 
$810,000 (the sum of the amounts received 
under the contract and the amount realized 
in the deemed sale ($650,000 + $160,000)). PRS 
would report receipts of $47,500 (total con-
tract price minus receipts already reported 
($810,000 ¥ $762,500)) and costs of $0, for a 
profit of $47,500. Thus, the amount of ordi-
nary income attributable to the contract is 
$47,500, and W’s share of that income is 
$11,875. Thus, under § 1.751–1(a), all of W’s 
$11,875 of income from the sale of W’s inter-
est in PRS is ordinary income. 

(v) Tax Consequences to T. T’s adjusted 
basis for its interest in PRS is $150,000. Under 
§ 1.743–1(d)(2), the amount of income that 
would be allocated to T if the contract were 
disposed of for its fair market value (ad-
justed to account for income from the con-
tract for the portion of PRS’s taxable year 
that ends on the date of the transfer) is 

$11,875. Under § 1.743–1(b), the amount of T’s 
basis adjustment under section 743(b) is 
$11,875. Under paragraph (k)(3)(v)(B) of this 
section, the portion of T’s basis adjustment 
that is recovered in Year 2 and Year 3 must 
be determined by PRS in a manner that rea-
sonably accounts for the adjustment over 
the remaining term of the contract. For ex-
ample, PRS could recover $6,703 of the ad-
justment in Year 2 (the amount of the basis 
adjustment, $11,875, multiplied by a fraction, 
the numerator of which is the excess of the 
completion factor for the year, $650,000/ 
$725,000, less the completion factor for the 
prior year, $610,000/$800,000, and the denomi-
nator of which is 100 percent reduced by the 
completion factor for the taxable year pre-
ceding the transfer, $610,000/$800,000). T’s dis-
tributive share of income in Year 2 from the 
contract would be adjusted from $23,513 to 
$16,810 as a result of the basis adjustment. In 
Year 3, the completion year, PRS could re-
cover $5,172 of the adjustment ($11,875 × 
[($725,000/$725,000 ¥$650,000/$725,000) / (100 per-
cent ¥ $610,000/$800,000)]). T’s distributive 
share of income in Year 3, the completion 
year, from the contract would be adjusted 
from $7,112 to $1,940 as a result of the basis 
adjustment. 

(6) Effective date. Except as provided 
in paragraph (k)(3)(iv)(D) of this sec-
tion, this paragraph (k) is applicable 
for transactions on or after May 15, 
2002. Application of the rules of this 
paragraph (k) to a transaction that oc-
curs on or after May 15, 2002 is not a 
change in method of accounting. 

[T.D. 8597, 60 FR 36684, July 18, 1995, as 
amended by T.D. 8929, 66 FR 2232, Jan. 11, 
2001; 66 FR 18191, Apr. 6, 2001; T.D. 8995, 67 FR 
34605, May 15, 2002; T.D. 9137, 69 FR 42553, 
July 16, 2004] 

§ 1.460–5 Cost allocation rules. 
(a) Overview. This section prescribes 

methods of allocating costs to long- 
term contracts accounted for using the 
percentage-of-completion method de-
scribed in § 1.460–4(b) (PCM), the com-
pleted-contract method described in 
§ 1.460–4(d) (CCM), or the percentage-of- 
completion/capitalized-cost method de-
scribed in § 1.460–4(e) (PCCM). Exempt 
construction contracts described in 
§ 1.460–3(b) accounted for using a meth-
od other than the PCM or CCM are not 
subject to the cost allocation rules of 
this section (other than the require-
ment to allocate production-period in-
terest under paragraph (b)(2)(v) of this 
section). Paragraph (b) of this section 
describes the regular cost allocation 
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methods for contracts subject to the 
PCM. Paragraph (c) of this section de-
scribes an elective simplified cost allo-
cation method for contracts subject to 
the PCM. Paragraph (d) of this section 
describes the cost allocation methods 
for exempt construction contracts re-
ported using the CCM. Paragraph (e) of 
this section describes the cost alloca-
tion rules for contracts subject to the 
PCCM. Paragraph (f) of this section de-
scribes additional rules applicable to 
the cost allocation methods described 
in this section. Paragraph (g) of this 
section provides rules concerning con-
sistency in method of allocating costs 
to long-term contracts. 

(b) Cost allocation method for contracts 
subject to PCM—(1) In general. Except as 
otherwise provided in paragraph (b)(2) 
of this section, a taxpayer must allo-
cate costs to each long-term contract 
subject to the PCM in the same manner 
that direct and indirect costs are cap-
italized to property produced by a tax-
payer under § 1.263A–1(e) through (h). 
Thus, a taxpayer must allocate to each 
long-term contract subject to the PCM 
all direct costs and certain indirect 
costs properly allocable to the long- 
term contract (i.e., all costs that di-
rectly benefit or are incurred by reason 
of the performance of the long-term 
contract). However, see paragraph (c) 
of this section concerning an election 
to allocate contract costs using the 
simplified cost-to-cost method. As in 
section 263A, the use of the practical 
capacity concept is not permitted. See 
§ 1.263A–2(a)(4). 

(2) Special rules—(i) Direct material 
costs. The costs of direct materials 
must be allocated to a long-term con-
tract when dedicated to the contract 
under principles similar to those in 
§ 1.263A–11(b)(2). Thus, a taxpayer dedi-
cates direct materials by associating 
them with a specific contract, includ-
ing by purchase order, entry on books 
and records, or shipping instructions. A 
taxpayer maintaining inventories 
under § 1.471–1 must determine allo-
cable contract costs attributable to di-
rect materials using its method of ac-
counting for those inventories (e.g., 
FIFO, LIFO, specific identification). 

(ii) Components and subassemblies. The 
costs of a component or subassembly 
(component) produced by the taxpayer 

must be allocated to a long-term con-
tract as the taxpayer incurs costs to 
produce the component if the taxpayer 
reasonably expects to incorporate the 
component into the subject matter of 
the contract. Similarly, the cost of a 
purchased component (including a 
component purchased from a related 
party) must be allocated to a long-term 
contract as the taxpayer incurs the 
cost to purchase the component if the 
taxpayer reasonably expects to incor-
porate the component into the subject 
matter of the contract. In all other 
cases, the cost of a component must be 
allocated to a long-term contract when 
the component is dedicated, under 
principles similar to those in § 1.263A– 
11(b)(2). A taxpayer maintaining inven-
tories under § 1.471–1 must determine 
allocable contract costs attributable to 
components using its method of ac-
counting for those inventories (e.g., 
FIFO, LIFO, specific identification). 

(iii) Simplified production methods. A 
taxpayer may not determine allocable 
contract costs using the simplified pro-
duction methods described in § 1.263A– 
2(b) and (c). 

(iv) Costs identified under cost-plus 
long-term contracts and federal long-term 
contracts. To the extent not otherwise 
allocated to the contract under this 
paragraph (b), a taxpayer must allocate 
any identified costs to a cost-plus long- 
term contract or federal long-term 
contract (as defined in section 460(d)). 
Identified cost means any cost, includ-
ing a charge representing the time- 
value of money, identified by the tax-
payer or related person as being attrib-
utable to the taxpayer’s cost-plus long- 
term contract or federal long-term 
contract under the terms of the con-
tract itself or under federal, state, or 
local law or regulation. 

(v) Interest—(A) In general. If property 
produced under a long-term contract is 
designated property, as defined in 
§ 1.263A–8(b) (without regard to the ex-
clusion for long-term contracts under 
§ 1.263A–8(d)(2)(v)), a taxpayer must al-
locate interest incurred during the pro-
duction period to the long-term con-
tract in the same manner as interest is 
allocated to property produced by a 
taxpayer under section 263A(f). See 
§§ 1.263A–8 to 1.263A–12 generally. 
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(B) Production period. Notwith-
standing § 1.263A–12(c) and (d), for pur-
poses of this paragraph (b)(2)(v), the 
production period of a long-term con-
tract— 

(1) Begins on the later of— 
(i) The contract commencement date, 

as defined in § 1.460–1(b)(7); or 
(ii) For a taxpayer using the accrual 

method of accounting for long-term 
contracts, the date by which 5 percent 
or more of the total estimated costs, 
including design and planning costs, 
under the contract have been incurred; 
and 

(2) Ends on the date that the contract 
is completed, as defined in § 1.460– 
1(c)(3). 

(C) Application of section 263A(f). For 
purposes of this paragraph (b)(2)(v), 
section 263A(f)(1)(B)(iii) (regarding an 
estimated production period exceeding 
1 year and a cost exceeding $1,000,000) 
must be applied on a contract-by-con-
tract basis; except that, in the case of 
a taxpayer using an accrual method of 
accounting, that section must be ap-
plied on a property-by-property basis. 

(vi) Research and experimental ex-
penses. Notwithstanding § 1.263A– 
1(e)(3)(ii)(P) and (iii)(B), a taxpayer 
must allocate research and experi-
mental expenses, other than inde-
pendent research and development ex-
penses (as defined in § 1.460–1(b)(9)), to 
its long-term contracts. 

(vii) Service costs—(A) Simplified serv-
ice cost method—(1) In general. To use 
the simplified service cost method 
under § 1.263A–1(h), a taxpayer must al-
locate the otherwise capitalizable 
mixed service costs among its long- 
term contracts using a reasonable 
method. For example, otherwise 
capitalizable mixed service costs may 
be allocated to each long-term con-
tract based on labor hours or contract 
costs allocable to the contract. To be 
considered reasonable, an allocation 
method must be applied consistently 
and must not disproportionately allo-
cate service costs to contracts expected 
to be completed in the near future. 

(2) Example. The following example il-
lustrates the rule of this paragraph 
(b)(2)(vii)(A): 

Example. Simplified service cost method. Dur-
ing 2001, C, whose taxable year ends Decem-
ber 31, produces electronic equipment for in-

ventory and enters into long-term contracts 
to manufacture specialized electronic equip-
ment. C’s method of allocating mixed service 
costs to the property it produces is the 
labor-based, simplified service cost method 
described in § 1.263A–1(h)(4). For 2001, C’s 
total mixed service costs are $100,000, C’s sec-
tion 263A labor costs are $500,000, C’s section 
460 labor costs (i.e., labor costs allocable to 
C’s long-term contracts) are $250,000, and C’s 
total labor costs are $1,000,000. To determine 
the amount of mixed service costs 
capitalizable under section 263A for 2001, C 
multiplies its total mixed service costs by 
its section 263A allocation ratio (section 
263A labor costs ÷ total labor costs). Thus, 
C’s capitalizable mixed service costs for 2001 
are $50,000 ($100,000×$500,000÷$1,000,000). 
Thereafter, C allocates its capitalizable 
mixed service costs to produced property re-
maining in ending inventory using its 263A 
allocation method (e.g., burden rate, sim-
plified production). Similarly, to determine 
the amount of mixed service costs that are 
allocable to C’s long-term contracts for 2001, 
C multiplies its total mixed service costs by 
its section 460 allocation ratio (section 460 
labor ÷ total labor costs). Thus, C’s allocable 
mixed service contract costs for 2001 are 
$25,000 ($100,000×$250,000÷$1,000,000). There-
after, C allocates its allocable mixed service 
costs to its long-term contracts proportion-
ately based on its section 460 labor costs al-
locable to each long-term contract. 

(B) Jobsite costs. If an administrative, 
service, or support function is per-
formed solely at the jobsite for a spe-
cific long-term contract, the taxpayer 
may allocate all the direct and indirect 
costs of that administrative, service, or 
support function to that long-term 
contract. Similarly, if an administra-
tive, service, or support function is per-
formed at the jobsite solely for the tax-
payer’s long-term contract activities, 
the taxpayer may allocate all the di-
rect and indirect costs of that adminis-
trative, service, or support function 
among all the long-term contracts per-
formed at that jobsite. For this pur-
pose, jobsite means a production plant 
or a construction site. 

(C) Limitation on other reasonable cost 
allocation methods. A taxpayer may use 
any other reasonable method of allo-
cating service costs, as provided in 
§ 1.263A–1(f)(4), if, for the taxpayer’s 
long-term contracts considered as a 
whole, the— 

(1) Total amount of service costs al-
located to the contracts does not differ 
significantly from the total amount of 
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service costs that would have been al-
located to the contracts under § 1.263A– 
1(f)(2) or (3); 

(2) Service costs are not allocated 
disproportionately to contracts ex-
pected to be completed in the near fu-
ture because of the taxpayer’s cost al-
location method; and 

(3) Taxpayer’s cost allocation method 
is applied consistently. 

(c) Simplified cost-to-cost method for 
contracts subject to the PCM—(1) In gen-
eral. Instead of using the cost alloca-
tion method prescribed in paragraph 
(b) of this section, a taxpayer may 
elect to use the simplified cost-to-cost 
method, which is authorized under sec-
tion 460(b)(3)(A), to allocate costs to a 
long-term contract subject to the PCM. 
Under the simplified cost-to-cost meth-
od, a taxpayer determines a contract’s 
completion factor based upon only di-
rect material costs; direct labor costs; 
and depreciation, amortization, and 
cost recovery allowances on equipment 
and facilities directly used to manufac-
ture or construct the subject matter of 
the contract. For this purpose, the 
costs associated with any manufac-
turing or construction activities per-
formed by a subcontractor are consid-
ered either direct material or direct 
labor costs, as appropriate, and there-
fore must be allocated to the contract 
under the simplified cost-to-cost meth-
od. An electing taxpayer must use the 
simplified cost-to-cost method to apply 
the look-back method under § 1.460–6 
and to determine alternative minimum 
taxable income under § 1.460–4(f). 

(2) Election. A taxpayer makes an 
election under this paragraph (c) by 
using the simplified cost-to-cost meth-
od for all long-term contracts entered 
into during the taxable year of the 
election on its original federal income 
tax return for the election year. This 
election is a method of accounting and, 
thus, applies to all long-term contracts 
entered into during and after the tax-
able year of the election. This election 
is not available if a taxpayer does not 
use the PCM to account for all long- 
term contracts or if a taxpayer elects 
to use the 10-percent method described 
in § 1.460–4(b)(6). 

(d) Cost allocation rules for exempt con-
struction contracts reported using the 
CCM—(1) In general. For exempt con-

struction contracts reported using the 
CCM, other than contracts described in 
paragraph (d)(3) of this section (con-
cerning contracts of homebuilders that 
do not satisfy the $10,000,000 gross re-
ceipts test described in § 1.460–3(b)(3) or 
will not be completed within two years 
of the contract commencement date), a 
taxpayer must annually allocate the 
cost of any activity that is incident to 
or necessary for the taxpayer’s per-
formance under a long-term contract. 
A taxpayer must allocate to each ex-
empt construction contract all direct 
costs as defined in § 1.263A–1(e)(2)(i) and 
all indirect costs either as provided in 
§ 1.263A–1(e)(3) or as provided in para-
graph (d)(2) of this section. 

(2) Indirect costs—(i) Indirect costs allo-
cable to exempt construction contracts. A 
taxpayer allocating costs under this 
paragraph (d)(2) must allocate the fol-
lowing costs to an exempt construction 
contract, other than a contract de-
scribed in paragraph (d)(3) of this sec-
tion, to the extent incurred in the per-
formance of that contract— 

(A) Repair of equipment or facilities; 
(B) Maintenance of equipment or fa-

cilities; 
(C) Utilities, such as heat, light, and 

power, allocable to equipment or facili-
ties; 

(D) Rent of equipment or facilities; 
(E) Indirect labor and contract super-

visory wages, including basic com-
pensation, overtime pay, vacation and 
holiday pay, sick leave pay (other than 
payments pursuant to a wage continu-
ation plan under section 105(d) as it ex-
isted prior to its repeal in 1983), shift 
differential, payroll taxes, and con-
tributions to a supplemental unem-
ployment benefits plan; 

(F) Indirect materials and supplies; 
(G) Noncapitalized tools and equip-

ment; 
(H) Quality control and inspection; 
(I) Taxes otherwise allowable as a de-

duction under section 164, other than 
state, local, and foreign income taxes, 
to the extent attributable to labor, ma-
terials, supplies, equipment, or facili-
ties; 

(J) Depreciation, amortization, and 
cost-recovery allowances reported for 
the taxable year for financial purposes 
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on equipment and facilities to the ex-
tent allowable as deductions under 
chapter 1 of the Internal Revenue Code; 

(K) Cost depletion; 
(L) Administrative costs other than 

the cost of selling or any return on 
capital; 

(M) Compensation paid to officers 
other than for incidental or occasional 
services; 

(N) Insurance, such as liability insur-
ance on machinery and equipment; and 

(O) Interest, as required under para-
graph (b)(2)(v) of this section. 

(ii) Indirect costs not allocable to ex-
empt construction contracts. A taxpayer 
allocating costs under this paragraph 
(d)(2) is not required to allocate the 
following costs to an exempt construc-
tion contract reported using the CCM— 

(A) Marketing and selling expenses, 
including bidding expenses; 

(B) Advertising expenses; 
(C) Other distribution expenses; 
(D) General and administrative ex-

penses attributable to the performance 
of services that benefit the taxpayer’s 
activities as a whole (e.g., payroll ex-
penses, legal and accounting expenses); 

(E) Research and experimental ex-
penses (described in section 174 and the 
regulations thereunder); 

(F) Losses under section 165 and the 
regulations thereunder; 

(G) Percentage of depletion in excess 
of cost depletion; 

(H) Depreciation, amortization, and 
cost recovery allowances on equipment 
and facilities that have been placed in 
service but are temporarily idle (for 
this purpose, an asset is not considered 
to be temporarily idle on non-working 
days, and an asset used in construction 
is considered to be idle when it is nei-
ther en route to nor located at a job- 
site), and depreciation, amortization 
and cost recovery allowances under 
chapter 1 of the Internal Revenue Code 
in excess of depreciation, amortization, 
and cost recovery allowances reported 
by the taxpayer in the taxpayer’s fi-
nancial reports; 

(I) Income taxes attributable to in-
come received from long-term con-
tracts; 

(J) Contributions paid to or under a 
stock bonus, pension, profit-sharing, or 
annuity plan or other plan deferring 
the receipt of compensation whether or 

not the plan qualifies under section 
401(a), and other employee benefit ex-
penses paid or accrued on behalf of 
labor, to the extent the contributions 
or expenses are otherwise allowable as 
deductions under chapter 1 of the In-
ternal Revenue Code. Other employee 
benefit expenses include (but are not 
limited to): Worker’s compensation; 
amounts deductible or for whose pay-
ment reduction in earnings and profits 
is allowed under section 404A and the 
regulations thereunder; payments pur-
suant to a wage continuation plan 
under section 105(d) as it existed prior 
to its repeal in 1983; amounts includible 
in the gross income of employees under 
a method or arrangement of employer 
contributions or compensation which 
has the effect of a stock bonus, pen-
sion, profit-sharing, or annuity plan, or 
other plan deferring the receipt of com-
pensation or providing deferred bene-
fits; premiums on life and health insur-
ance; and miscellaneous benefits pro-
vided for employees such as safety, 
medical treatment, recreational and 
eating facilities, membership dues, 
etc.; 

(K) Cost attributable to strikes, re-
work labor, scrap and spoilage; and 

(L) Compensation paid to officers at-
tributable to the performance of serv-
ices that benefit the taxpayer’s activi-
ties as a whole. 

(3) Large homebuilders. A taxpayer 
must capitalize the costs of home con-
struction contracts under section 263A 
and the regulations thereunder, unless 
the contract will be completed within 
two years of the contract commence-
ment date and the taxpayer satisfies 
the $10,000,000 gross receipts test de-
scribed in § 1.460–3(b)(3). 

(e) Cost allocation rules for contracts 
subject to the PCCM. A taxpayer must 
use the cost allocation rules described 
in paragraph (b) of this section to de-
termine the costs allocable to the en-
tire qualified ship contract or residen-
tial construction contract accounted 
for using the PCCM and may not use 
the simplified cost-to-cost method de-
scribed in paragraph (c) of this section. 

(f) Special rules applicable to costs allo-
cated under this section—(1) Nondeduct-
ible costs. A taxpayer may not allocate 
any otherwise allocable contract cost 
to a long-term contract if any section 
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of the Internal Revenue Code disallows 
a deduction for that type of payment 
or expenditure (e.g., an illegal bribe de-
scribed in section 162(c)). 

(2) Costs incurred for non-long-term 
contract activities. If a taxpayer per-
forms a non-long-term contract activ-
ity, as defined in § 1.460–1(d)(2), that is 
incident to or necessary for the manu-
facture, building, installation, or con-
struction of the subject matter of one 
or more of the taxpayer’s long-term 
contracts, the taxpayer must allocate 
the costs attributable to that activity 
to such contract(s). 

(g) Method of accounting. A taxpayer 
that adopts or elects a cost allocation 
method of accounting (or changes to 
another cost allocation method of ac-
counting with the Commissioner’s con-
sent) must apply that method consist-
ently for all similarly classified con-
tracts, until the taxpayer obtains the 
Commissioner’s consent under section 
446(e) to change to another cost alloca-
tion method. A taxpayer-initiated 
change in cost allocation method will 
be permitted only on a cut-off basis 
(i.e., for contracts entered into on or 
after the year of change) and thus, a 
section 481(a) adjustment will not be 
permitted or required. 

[T.D. 8929, 66 FR 2237, Jan. 11, 2001] 

§ 1.460–6 Look-back method. 
(a) In general—(1) Introduction. With 

respect to income from any long-term 
contract reported under the percentage 
of completion method, a taxpayer is re-
quired to pay or is entitled to receive 
interest under section 460(b) on the 
amount of tax liability that is deferred 
or accelerated as a result of overesti-
mating or underestimating total con-
tract price or contract costs. Under 
this look-back method, taxpayers are 
required to pay interest for any defer-
ral of tax liability resulting from the 
underestimation of the total contract 
price or the overestimation of total 
contract costs. Conversely, if the total 
contract price is overestimated or the 
total contract costs are underesti-
mated, taxpayers are entitled to re-
ceive interest for any resulting accel-
eration of tax liability. The computa-
tion of the amount of deferred or accel-
erated tax liability under the look- 
back method is hypothetical; applica-

tion of the look-back method does not 
result in an adjustment to the tax-
payer’s tax liability as originally re-
ported, as reported on an amended re-
turn, or as adjusted on examination. 
Thus, the look-back method does not 
correct for differences in tax liability 
that result from over- or under-esti-
mation of contract price and costs and 
that are permanent because, for exam-
ple, tax rates change during the term 
of the contract. 

(2) Overview. Paragraph (b) explains 
which situations require application of 
the look-back method to income from 
a long-term contract. Paragraph (c) ex-
plains the operation of the three com-
putational steps for applying the look- 
back method. Paragraph (d) provides 
guidance concerning the simplified 
marginal impact method. Paragraph 
(e) provides an elective method to min-
imize the number of times the look- 
back method must be reapplied to a 
single long-term contract. Paragraph 
(f) describes the reporting require-
ments for the look-back method and 
the tax treatment of look-back inter-
est. Paragraph (g) provides rules for ap-
plying the look-back method when 
there is a transaction that changes the 
taxpayer that reports income from a 
long-term contract prior to the com-
pletion of a contract. Paragraph (h) 
provides examples illustrating the 
three computational steps for applying 
the look-back method. Paragraph (j) of 
this section provides guidance con-
cerning the election not to apply the 
look-back method in de minimis cases. 

(b) Scope of look-back method—(1) In 
general. The look-back method applies 
to any income from a long-term con-
tract within the meaning of section 
460(f) that is required to be reported 
under the percentage of completion 
method (as modified by section 460) for 
regular income tax purposes or for al-
ternative minimum tax purposes. If a 
taxpayer uses the percentage of com-
pletion-capitalized cost method for 
long-term contracts, the look-back 
method applies for regular tax purposes 
only to the portion (40, 70, or 90 per-
cent, whichever applies) of the income 
from the contract that is reported 
under the percentage of completion 
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method. To the extent that the per-
centage-of-completion method is re-
quired to be used under § 1.460–1(g) with 
respect to income and expenses that 
are attributable to activities that ben-
efit a related party’s long-term con-
tract, the look-back method also ap-
plies to these amounts, even if those 
activities are not performed under a 
contract entered into directly by the 
taxpayer. 

(2) Exceptions from section 460. The 
look-back method generally does not 
apply to the regular taxable income 
from any long-term construction con-
tract within the meaning of section 
460(e)(4) that: 

(i) Is a home construction contract 
within the meaning of section 
460(e)(1)(A), or 

(ii) Is not a home construction con-
tract but is estimated to be completed 
within a 2-year period by a taxpayer 
whose average annual gross receipts for 
the 3 tax years preceding the tax year 
the contract is entered into do not ex-
ceed $10,000,000 (as provided in section 
460(e)(1)(B)). These contracts are not 
subject to the look-back method for 
regular tax purposes, even if the tax-
payer uses a version of the percentage 
of completion method permitted under 
§ 1.451–3, unless the taxpayer has prop-
erly changed its method of accounting 
for these contracts to the percentage of 
completion method as modified by sec-
tion 460(b). The look-back method, 
however, applies to the alternative 
minimum taxable income from a con-
tract of this type, unless it is exempt 
from the required use of the percentage 
of completion method under section 
56(a)(3). 

(3) De minimis exception. Notwith-
standing that the percentage of com-
pletion method is otherwise required to 
be used, the look-back method does not 
apply to any long-term contract that: 

(i) Is completed within 2 years of the 
contract commencement date, and 

(ii) Has a gross contract price (as of 
the completion of the contract) that 
does not exceed the lesser of $1,000,000 
or 1 percent of the average annual 
gross receipts of the taxpayer for the 3 
tax years preceding the tax year in 
which the contract is completed. 
This de minimis exception is manda-
tory and, therefore, precludes applica-

tion of the look-back method to any 
contract that meets the requirements 
of the exception. The de minimis ex-
ception applies for purposes of com-
puting both regular taxable income and 
alternative minimum taxable income. 
Solely for this purpose, the determina-
tion of whether a long-term contract 
meets the gross receipts test for both 
alternative minimum tax and regular 
tax purposes is made based only on the 
taxpayer’s regular taxable income. 

(4) Alternative minimum tax. For pur-
poses of computing alternative min-
imum taxable income, section 56(a)(3) 
generally requires long-term contracts 
within the meaning of section 460(f) 
(generally without regard to the excep-
tions in section 460(e)) to be accounted 
for using only the percentage of com-
pletion method as defined in section 
460(b), including the look-back method 
of section 460(b), with respect to tax 
years beginning after December 31, 
1986. However, section 56(a)(3) (and thus 
the look-back method) does not apply 
to any long-term contract entered into 
after June 20, 1988, and before the be-
ginning of the first tax year that be-
gins after September 30, 1990, that 
meets the conditions of both section 
460(e)(1)(A) and clauses (i) and (ii) of 
section 460(e)(1)(B), and does not apply 
to any long-term contract entered into 
in a tax year that begins after Sep-
tember 30, 1990, that meets the condi-
tions of section 460(e)(1)(A). A taxpayer 
that applies the percentage of comple-
tion method (and thus the look-back 
method) to income from a long-term 
contract only for purposes of deter-
mining alternative minimum taxable 
income, and not regular taxable in-
come, must apply the look-back meth-
od to the alternative minimum taxable 
income in the year of contract comple-
tion and other filing years whether or 
not the taxpayer was liable for the al-
ternative minimum tax for the filing 
year or for any prior year. Interest is 
computed under the look-back method 
to the extent that the taxpayer’s total 
tax liability (including the alternative 
minimum tax liability) would have dif-
fered if the percentage of completion 
method had been applied using actual, 
rather than estimated, contract price 
and contract costs. 
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(5) Effective date. The look-back 
method, including the de minimis ex-
ception, applies to long-term contracts 
entered into after February 28, 1986. 
With respect to activities that are sub-
ject to section 460 solely because they 
benefit a long-term contract of a re-
lated party, the look-back method gen-
erally applies only if the related par-
ty’s long-term contract was entered 
into after June 20, 1988, unless a prin-
cipal purpose of the related-party ar-
rangement is to avoid the requirements 
of section 460. 

(c) Operation of the look-back method— 
(1) Overview—(i) In general. The amount 
of interest charged or credited to a tax-
payer under the look-back method is 
computed in three steps. This para-
graph (c) describes the three steps for 
applying the look-back method. These 
steps are illustrated by the examples in 
paragraph (h). The first step is to hypo-
thetically reapply the percentage of 
completion method to all long-term 
contracts that are completed or ad-
justed in the current year (the ‘‘filing 
year’’), using the actual, rather than 
estimated, total contract price and 
contract costs. Based on this reapplica-
tion, the taxpayer determines the 
amount of taxable income (and alter-
native minimum taxable income) that 
would have been reported for each year 
prior to the filing year that is affected 
by contracts completed or adjusted in 
the filing year if the actual, rather 
than estimated, total contract price 
and costs had been used in applying the 
percentage of completion method to 
these contracts, and to any other con-
tracts completed or adjusted in a year 
preceding the filing year. If the per-
centage of completion method only ap-
plies to alternative minimum taxable 
income for contracts completed or ad-
justed in the filing year, only alter-
native minimum taxable income is re-
computed in the first step. The second 
step is to compare what the tax liabil-
ity would have been under the percent-
age of completion method (as reapplied 
in the first step) for each tax year for 
which the tax liability is affected by 
income from contracts completed or 
adjusted in the filing year (a ‘‘redeter-
mination year’’) with the most recent 
determination of tax liability for that 
year to produce a hypothetical under-

payments or overpayment of tax. The 
third step is to apply the rate of inter-
est on overpayments designated under 
section 6621 of the Code, compounded 
daily, to the hypothetical under-
payment or overpayment of tax for 
each redetermination year to compute 
interest that runs, generally, from the 
due date (determined without regard to 
extensions) of the return for the rede-
termination year to the due date (de-
termined without regard to extensions) 
of the return for the filing year. The 
net amount of interest computed under 
the third step is paid by or credited to 
the taxpayer for the filing year. Para-
graph (d) provides a simplified mar-
ginal impact method that simplifies 
the second step—the computation of 
hypothetical underpayments or over-
payments of tax liability for redeter-
mination years—and, in some cases, 
the third step—the determination of 
the time period for computing interest. 

(ii) Post-completion revenue and ex-
penses—(A) In general. Except as other-
wise provided in section 460(b)(6) (see 
§ 1.460–6(j) for method of electing) or 
§ 1.460–6(e), a taxpayer must apply the 
look-back method to a long-term con-
tract in the completion year and in any 
post-completion year for which the 
taxpayer must adjust total contract 
price or total allocable contract costs, 
or both, under the PCM. Any year in 
which the look-back method must be 
reapplied is treated as a filing year. 
See Example 3 of paragraph (h)(4) for 
an illustration of how the look-back 
method is applied to post-completion 
adjustments. 

(B) Completion. A contract is consid-
ered to be completed for purposes of 
the look-back method in the year in 
which final completion and acceptance 
within the meaning of § 1.460–1(c)(3) 
have occurred. 

(C) Discounting of contract price and 
contract cost adjustments subsequent to 
completion; election not to discount—(1) 
General rule. The amount of any post- 
completion adjustment to the total 
contract price or contract costs is dis-
counted, solely for purposes of applying 
the look-back method, from its value 
at the time the amount is taken into 
account in computing taxable income 
to its value at the completion of the 
contract. The discount rate for this 
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purpose is the Federal mid-term rate 
under section 1274(d) in effect at the 
time the amount is properly taken into 
account. For purposes of applying the 
look-back method for the completion 
year, no amounts are discounted, even 
if they are received after the comple-
tion year. 

(2) Election not to discount. Notwith-
standing the general requirement to 
discount post-completion adjustments, 
a taxpayer may elect not to discount 
contract price and contract cost ad-
justments with respect to any con-
tract. The election not to discount is 
to be made on a contract-by-contract 
basis and is binding with respect to all 
post-completion adjustments that arise 
with respect to a contract for which an 
election has been made. An election 
not to discount with respect to any 
contract is made by stating that an 
election is being made on the tax-
payer’s timely filed Federal income tax 
return (determined with regard to ex-
tensions) for the first tax year after 
completion in which the taxpayer 
takes into account (i.e., includes in in-
come or deducts) any adjustment to 
the contract price or contract costs. 
See § 301.9100–8 of this chapter. 

(3) Year-end discounting convention. In 
the absence of an election not to dis-
count, any revisions to the contract 
price and contract costs must be dis-
counted to their value as of the com-
pletion of the contract in reapplying 
the look-back method. For this pur-
pose, the period of discounting is the 
period between the completion date of 
the contract and the date that any ad-
justment is taken into account in com-
puting taxable income. Although tax-
payers may use the period between the 
months in which these two events ac-
tually occur, in many cases, these 
dates may not be readily identifiable. 
Therefore, for administrative conven-
ience, taxpayers are permitted to use 
the period between the end of the tax 
years in which these events occur as 
the period of discounting provided that 
the convention is used consistently 
with respect to all post-completion ad-
justments for all contracts of the tax-
payer the adjustments to which are 
discounted. In that case, the taxpayer 
must use as the discount rate the Fed-
eral mid-term rate under section 

1274(d) as of the end of the tax year in 
which any revision is taken into ac-
count in computing taxable income. 

(D) Revenue acceleration rule. Section 
460(b)(1) imposes a special rule that re-
quires a taxpayer to include in gross 
income, for the tax year immediately 
following the year of completion, any 
previously unreported portion of the 
total contract price (including 
amounts that the taxpayer expects to 
receive in the future) determined as of 
that year, even if the percentage of 
completion ratio is less than 100 per-
cent because the taxpayer expects to 
incur additional allocable contract 
costs in a later year. At the time any 
remaining portion of the contract price 
is includible in income under this rule, 
no offset against this income is per-
mitted for estimated future contract 
costs. To achieve the requirement to 
report all remaining contract revenue 
without regard to additional estimated 
costs, a taxpayer must include only 
costs actually incurred through the 
end of the tax year in the denominator 
of the percentage of completion ratio 
in applying the percentage of comple-
tion method for any tax years after the 
year of completion. The look-back 
method also must be reapplied for the 
year immediately following the year of 
completion if any portion of the con-
tract price is includible in income in 
that year by reason of section 460(b)(1). 
For purposes of reapplying the look- 
back method as a result of this inclu-
sion in income, the taxpayer must only 
include in the denominator of the per-
centage of completion ratio the actual 
contract costs incurred as of the end of 
the year, even if the taxpayer reason-
ably expects to incur additional allo-
cable contract costs. To the extent 
that costs are incurred in a subsequent 
tax year, the look-back method is re-
applied in that year (or a later year if 
the delayed reapplication method is 
used), and the taxpayer is entitled to 
receive interest for the post-comple-
tion adjustment to contract costs. Be-
cause this reapplication occurs subse-
quent to the completion year, only the 
cumulative costs incurred as of the end 
of the reapplication year are includible 
in the denominator of the percentage 
of completion ratio. 
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(2) Look-back Step One—(i) Hypo-
thetical reallocation of income among 
prior tax years. For each filing year, a 
taxpayer must allocate total contract 
income among prior tax years, by hy-
pothetically applying the percentage of 
completion method to all contracts 
that are completed or adjusted in the 
filing year using the rules of this para-
graph (c)(2). The taxpayer must reallo-
cate income from those contracts 
among all years preceding the filing 
year that are affected by those con-
tracts using the total contract price 
and contract costs, as determined as of 
the end of the filing year (‘‘actual con-
tract price and costs’’), rather than the 
estimated contract price and contract 
costs. The taxpayer then must deter-
mine the amount of taxable income 
and the amount of alternative min-
imum taxable income that would have 
been reported for each affected tax 
year preceding the filing year if the 
percentage of completion method had 
been applied on the basis of actual con-
tract price and contract costs in re-
porting income from all contracts com-
pleted or adjusted in the filing year 
and in any preceding year. If the per-
centage of completion method only ap-
plies to alternative minimum taxable 
income from the contract, only alter-
native minimum taxable income is re-
computed in the first step. For pur-
poses of reallocating income (and costs 
if the 10-percent year changes for a tax-
payer using the 10-percent method of 
section 460(b)(5)) under the look-back 
method, the method of computing the 
percentage of completion ratio is the 
same method used to report income 
from the contract on the taxpayer’s re-
turn. (Thus, an election to use the 10- 
percent method or the simplified cost- 
to-cost method is taken into account). 
See Example 1 of paragraph (h)(2) for 
an illustration of Step One. 

(ii) Treatment of estimated future costs 
in year of completion. If a taxpayer rea-
sonably expects to incur additional al-
locable contract costs in a tax year 
subsequent to the year in which the 
contract is completed, the taxpayer in-
cludes the actual costs incurred as of 
the end of the completion year plus the 
additional allocable contract costs 
that are reasonably expected to be in-
curred (to the extent includible under 

the taxpayer’s percentage of comple-
tion method) in the denominator of the 
percentage of completion ratio. The 
completion year is the only filing year 
for which the taxpayer may include ad-
ditional estimated costs in the denomi-
nator of the percentage of completion 
ratio in applying the look-back meth-
od. If the look-back method is re-
applied in any year after the comple-
tion year, only the cumulative costs 
incurred as of the end of the year of re-
application are includible in the de-
nominator of the percentage of comple-
tion ratio in reapplying the look-back 
method. 

(iii) Interim reestimates not considered. 
The look-back method cannot be ap-
plied to a contract before it is com-
pleted. Accordingly, for purposes of ap-
plying Step One, the actual total con-
tract price and contract costs are sub-
stituted for the previous estimates of 
total contract price and contract costs 
only with respect to contracts that 
have been completed in the filing year 
and in a tax year preceding the filing 
year. No adjustments are made under 
Step One for contracts that have not 
been completed prior to the end of the 
current filing year, even if, as of the 
end of this year, the estimated total 
contract price or contract costs for 
these uncompleted contracts is dif-
ferent from the estimated amount that 
was used during any tax year for which 
taxable income is recomputed with re-
spect to completed contracts under the 
look-back method for the current filing 
year. 

(iv) Tax years in which income is af-
fected. In general, because income 
under the percentage of completion 
method is generally reported as costs 
are incurred, the taxable income and 
alternative minimum taxable income 
are recomputed only for each year in 
which allocable contract costs were in-
curred. However, there will be excep-
tions to this general rule. For example, 
a taxpayer may be required to cumula-
tively adjust the income from a con-
tract in a year in which no allocable 
contract costs are incurred if the esti-
mated total contract price or contract 
costs was revised in that year. How-
ever, in applying the look-back meth-
od, no contract income is allocated to 
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that year. Thus, there may be a dif-
ference between the amount of con-
tract income originally reported for 
that year and the amount of contract 
income as reallocated. Similarly, be-
cause of the revenue acceleration rule 
of section 460(b)(1), income may be re-
ported in the year immediately fol-
lowing the completion year even 
though no costs were incurred during 
that year and, in applying the look- 
back method in that year or another 
year, if additional costs are incurred or 
the contract price is adjusted in a later 
year, no income is allocated to the 
year immediately following the com-
pletion year. 

(v) Costs incurred prior to contract exe-
cution; 10-percent method—(A) General 
rule. The look-back method does not 
require allocation of contract income 
to tax years before the contract was 
entered into. Costs incurred prior to 
the year a contract is entered into are 
first taken into account in the numer-
ator of the percentage of completion 
ratio in the year the contract is en-
tered into. A taxpayer using the 10-per-
cent method must also use the 10-per-
cent method in applying the look-back 
method, using actual total contract 
costs to determine the 10-percent year. 
Thus, contract income is never reallo-
cated to a year before the 10-percent 
year as determined on the basis of ac-
tual contract costs. If the 10-percent 
year is earlier as a result of applying 
Step One of the look-back method, con-
tract costs incurred up to and includ-
ing the new 10-percent year (as deter-
mined based on actual contract costs), 
are reallocated from the original 10- 
percent year to the new 10-percent, and 
costs incurred in later years but before 
the old 10-percent year are reallocated 
to those years. If the 10-percent year is 
later as a result of applying Step One 
of the look-back method, contract 
costs incurred up to and including the 
new 10-percent year are reallocated 
from all prior years to the new 10-per-
cent year. This is the only case in 
which costs are reallocated under the 
look-back method. 

(B) Example. The application of the 
look-back method by a taxpayer using 
the 10-percent method is illustrated by 
the following example: 

Example. Z elected to use the 10-percent 
method of section 460(b)(5) for reporting in-
come under the percentage of completion 
method. Z entered into a contract in 1990 for 
a fixed price of $1,000x. During 1990, Z in-
curred allocable contract costs of $80x and 
estimated that it would incur a total of $900x 
for the entire contract. Since $80x is less 
than 10 percent of total estimated contract 
costs, Z reported no revenue from the con-
tract in 1990 and deferred the $80x of costs in-
curred. In 1991, Z incurred an additional $620x 
of contract costs, and completed the con-
tract. Accordingly, in its 1991 return, Z re-
ported the entire contract price of $l,000x, 
and deducted the $620x of costs incurred in 
1991 and the $80x of costs incurred in 1990. 

Under section 460(b)(5), the 10-percent 
method applies both for reporting contract 
income and the look-back method. Under the 
look-back method, since the costs incurred 
in 1990 ($80x) exceed 10 percent of the actual 
total contract costs ($700x), Z is required to 
allocate $114x of contract revenue ($80x/ 
$700x×$1,000x) and the $80x of costs incurred 
to 1990. Thus, application of the 1ook-back 
method results in a net increase in taxable 
income for 1990 of $34x, solely for purposes of 
the look-back method. 

(vi) Amount treated as contract price— 
(A) General rule. The amount that is 
treated as total contract price for pur-
poses of applying the percentage of 
completion method and reapplying the 
percentage of completion method 
under the look-back method under 
Step One includes all amounts that the 
taxpayer expects to receive from the 
customer. Thus, amounts are treated 
as part of the contract price as soon as 
it is reasonably estimated that they 
will be received, even if the all-events 
test has not yet been met. 

(B) Contingencies. Any amounts re-
lated to contingent rights or obliga-
tions, such as incentive fees or 
amounts in dispute, are not separated 
from the contract and accounted for 
under a non-long-term contract meth-
od of accounting, notwithstanding any 
provision in § 1.460–4(b)(4)(i), to the con-
trary. Instead, those amounts are 
treated as part of the total contract 
price in applying the look-back meth-
od. For example, if an incentive fee 
under a contract to manufacture a sat-
ellite is payable to the taxpayer after a 
specified period of successful perform-
ance, the incentive fee is includible in 
the total contract price at the time 
and to the extent that it can reason-
ably be predicted that the performance 
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objectives will be met, . A portion of 
the contract price that is in dispute is 
included in the total contract price at 
the time and to the extent that the 
taxpayer can reasonably expect the dis-
pute will be resolved in the taxpayer’s 
favor (without regard to when the tax-
payer receives payment for the amount 
in dispute or when the dispute is fi-
nally resolved). 

(C) Change orders. In applying the 
look-back method, a change order with 
respect to a contract is not treated as 
a separate contract unless the change 
order would be treated as a separate 
contract under the rules for severing 
and aggregating contracts provided in 
§ 1.460–1(e). Thus, if a change order is 
not treated as a separate contract, the 
contract price and contract costs at-
tributable to the change order must be 
taken into account in allocating con-
tract income to all tax years affected 
by the underlying contract. 

(3) Look-back Step Two: Computation 
of hypothetical overpayment or under-
payment of tax—(i) In general. Step Two 
involves the computation of a hypo-
thetical overpayment or underpayment 
of tax for each year in which the tax li-
ability is affected by income from con-
tracts that are completed or adjusted 
in the filing year (a ‘‘redetermination 
year’’). The application of Step Two de-
pends on whether the taxpayer uses the 
simplified marginal impact method 
contained in paragraph (d) or the ac-
tual method described in this para-
graph (c)(3). The remainder of this 
paragraph (c)(3) does not apply if a tax-
payer uses the simplified marginal im-
pact method. 

(ii) Redetermination of tax liability. 
Under the method described in this 
paragraph (c)(3) (the ‘‘actual method’’), 
a taxpayer, first, must determine what 
its regular and alternative minimum 
tax liability would have been for each 
redetermination year if the amounts of 
contract income allocated in Step One 
for all contracts completed or adjusted 
in the filing year and in any prior year 
were substituted for the amounts of 
contract income reported under the 
percentage of completion method on 
the taxpayer’s original return (or as 
subsequently adjusted on examination, 
or by amended return). See Example 2 

of paragraph (h)(3) for an illustration 
of Step Two. 

(iii) Hypothetical underpayment or 
overpayment. After redetermining the 
income tax liability for each tax year 
affected by the reallocation of contract 
income, the taxpayer then determines 
the amount, if any, of the hypothetical 
underpayment or overpayment of tax 
for each of these redetermination 
years. The hypothetical underpayment 
or overpayment for each affected year 
is the difference between the tax liabil-
ity as redetermined under the look- 
back method for that year and the 
amount of tax liability determined as 
of the latest of the following: 

(A) The original return date; 
(B) The date of a subsequently 

amended or adjusted return (if, how-
ever, the amended return is due to a 
carryback described in section 6611(f), 
see paragraph (c)(4)(iii)); or, 

(C) The last previous application of 
the look-back method (in which case, 
the previous hypothetical tax liability 
is used). 

(iv) Cumulative determination of tax li-
ability. The redetermination of tax li-
ability resulting from previous applica-
tions of the look-back method is cumu-
lative. Thus, for example, in computing 
the amount of a hypothetical overpay-
ment or underpayment of tax for a re-
determination year, the current hypo-
thetical tax liability is compared to 
the hypothetical tax liability for that 
year determined as of the last previous 
application of the look-back method. 

(v) Years affected by look-back only. A 
redetermination of income tax liability 
under Step Two is required for every 
tax year for which the tax liability 
would have been affected by a change 
in the amount of income or loss for any 
other year for which a redetermination 
is required. For example, if the alloca-
tion of contract income under Step One 
changed the amount of a net operating 
loss that was carried back to a year 
preceding the year the taxpayer en-
tered into the contract, the tax liabil-
ity for the earlier year must be rede-
termined. 

(vi) Definition of tax liability. For pur-
poses of Step Two, the income tax li-
ability must be redetermined by taking 
into account all applicable additions to 
tax, credits, and net operating loss 
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carrybacks and carryovers. Thus, the 
tax, if any, imposed under section 55 
(relating to alternative minimum tax) 
must be taken into account. For exam-
ple, if the taxpayer did not pay alter-
native minimum tax, but would have 
paid alternative minimum tax for that 
year if actual rather than estimated 
contract price and costs had been used 
in determining contract income for the 
year, the amount of any hypothetical 
overpayment or underpayment of tax 
must be determined by comparing the 
hypothetical total tax liability (includ-
ing hypothetical alternative minimum 
tax liability) with the actual tax liabil-
ity for that year. The effect of taking 
these items into account in applying 
the look-back method is illustrated in 
Examples (4) through (7) of paragraphs 
(h)(5) through (h)(8) below. 

(4) Look-back Step Three: Calculation 
of interest on underpayment or overpay-
ment—(i) In general. After determining 
a hypothetical underpayment or over-
payment of tax for each redetermina-
tion year, the taxpayer must determine 
the interest charged or credited on 
each of these amounts. Interest on the 
amount determined under Step Two is 
determined by applying the overpay-
ment rate designated under section 
6621, compounded daily. In general, the 
time period over which interest is 
charged on hypothetical underpay-
ments or credited on hypothetical 
overpayments begins at the due date 
(not including extensions) of the return 
for the redetermination year for which 
the hypothetical underpayment or 
overpayment determined in Step Two 
is computed. This time period gen-
erally ends on the earlier of: 

(A) The due date (not including ex-
tensions) of the return for the filing 
year, and 

(B) The date both 
(1) The income tax return for the fil-

ing year is filed, and 
(2) The tax for that year has been 

paid in full. If a taxpayer uses the sim-
plified marginal impact method con-
tained in paragraph (d), the remainder 
of this paragraph (c)(4) does not apply. 

(ii) Changes in the amount of a loss or 
credit carryback or carryover. The time 
period for determining interest may be 
different in cases involving loss or 
credit carrybacks or carryovers in 

order to properly reflect the time pe-
riod during which the taxpayer (in the 
case of an underpayment) or the Gov-
ernment (in the case of an overpay-
ment) had the use of the amount deter-
mined to be a hypothetical under-
payment or overpayment. Thus, if a re-
allocation of contract income under 
Step One results in an increase or de-
crease to a net operating loss 
carryback (but not a carryforward), the 
interest due or to be refunded must be 
computed on the increase or decrease 
in tax attributable to the change to the 
carryback only from the due date (not 
including extensions) of the return for 
the redetermination year that gen-
erated the carryback and not from the 
due date of the return for the redeter-
mination year in which the carryback 
was absorbed. In the case of a change 
in the amount of a carryover as a re-
sult of applying the lookback method, 
interest is computed from the due date 
of the return for the year in which the 
carryover was absorbed. See Examples 
(8) and (9) of paragraph (h)(9) for an il-
lustration of these rules. 

(iii) Changes in the amount of tax li-
ability that generated a subsequent re-
fund. If the amount of tax liability for 
a redetermination year (as reported on 
the taxpayer’s original return, as sub-
sequently adjusted on examination, as 
adjusted by amended return, or as rede-
termined by the last previous applica-
tion of the look-back method) is de-
creased by the application of the look- 
back method, and any portion of the 
redetermination year tax liability was 
absorbed by a loss or credit carryback 
arising in a year subsequent to the re-
determination year, the look-back 
method applies as follows to properly 
reflect the time period of the use of the 
tax overpayment. To the extent the 
amount of tax absorbed because of the 
carryback exceeds the total hypo-
thetical tax liability for the year (as 
redetermined under the look-back 
method) the taxpayer is entitled to re-
ceive interest only until the due date 
(not including extensions) of the return 
for the year in which the carryback 
arose. 

Example. Upon the completion of a long- 
term contract in 1990, the taxpayer redeter-
mines its tax liability for 1988 under the 
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look-back method. This redetermination re-
sults in a hypothetical reduction of tax li-
ability from $1,500x (actual liability origi-
nally reported) to $1,200x (hypothetical li-
ability). In addition, the taxpayer had al-
ready received a refund of some or all of the 
actual 1988 tax by carrying back a net oper-
ating loss (NOL) that arose in 1989. The time 
period over which interest would be com-
puted on the hypothetical overpayment of 
$300x for 1988 would depend on the amount of 
the refund generated by the carryback, as il-
lustrated by the following three alternative 
situations: 

(A) If the amount refunded because of the 
NOL is $1,500x: interest is credited to the 
taxpayer on the entire hypothetical overpay-
ment of $300x from the due date of the 1988 
return, when the hypothetical overpayment 
occurred, until the due date of the 1989 re-
turn, when the taxpayer received a refund 
for the entire amount of the 1988 tax, includ-
ing the hypothetical overpayment. 

(B) If the amount refunded because of the 
NOL is $1,000x: interest is credited to the 
taxpayer on the entire amount of the hypo-
thetical overpayment of $300x from the due 
date of the 1988 return, when the hypo-
thetical overpayment occurred, until the due 
date of the 1990 return. In this situation in-
terest is credited until the due date of the re-
turn for the completion year of the contract, 
rather than the due date of the return for the 
year in which the carryback arose, because 
the amount refunded was less than the rede-
termined tax liability. Therefore, no portion 
of the hypothetical overpayment is treated 
as having been refunded to the taxpayer be-
fore the filing year. 

(C) If the amount refunded because of the 
NOL is $1,300x¥: interest is credited to the 
taxpayer on $100x ($1,300x¥$1,200x) from the 
due date of the 1988 return until the due date 
of the 1989 return because only this portion 
of the total hypothetical overpayment is 
treated as having been refunded to the tax-
payer before the filing year. However, the 
taxpayer did not receive a refund for the re-
maining $200x of the overpayment at that 
time and, therefore, is credited with interest 
on $200x through the due date of the tax re-
turn for 1990, the filing year. See Examples 
(10) and (11) of paragraph (h)(9) for a further 
illustration of this rule. 

(d) Simplified marginal impact method— 
(1) Introduction. This paragraph (d) pro-
vides a simplified method for calcu-
lating look-back interest. Any tax-
payer may elect this simplified mar-
ginal impact method, except that pass- 
through entities described in paragraph 
(d)(4) of this section are required to 
apply the simplified marginal impact 
method at the entity level with respect 
to domestic contracts and the owners 

of those entities do not apply the look- 
back method to those contracts. Under 
the simplified marginal impact meth-
od, a taxpayer calculates the hypo-
thetical underpayments or overpay-
ments of tax for a prior year based on 
an assumed marginal tax rate. A tax-
payer electing to use the simplified 
marginal impact method must use the 
method for each long-term contract for 
which it reports income (except with 
respect to domestic contracts if the 
taxpayer is an owner in a widely held 
pass-through entity that is required to 
use the simplified marginal impact 
method at the entity level for those 
contracts). 

(2) Operation—(i) In general. Under 
the simplified marginal impact meth-
od, income from those contracts that 
are completed or adjusted in the filing 
year is first reallocated in accordance 
with the procedures of Step One con-
tained in paragraph (c)(2) of this sec-
tion. Step Two is modified in the fol-
lowing manner. The hypothetical un-
derpayment or overpayment of tax for 
each year of the contract (a ‘‘redeter-
mination year’’) is determined by mul-
tiplying the applicable regular tax rate 
(as defined in paragraph (d)(2)(iii)) by 
the increase or decrease in regular tax-
able income (or, if it produces a greater 
amount, by multiplying the applicable 
alternative minimum tax rate by the 
increase or decrease in alternative 
minimum taxable income, whether or 
not the taxpayer would have been sub-
ject to the alternative minimum tax) 
that results from reallocating income 
to the tax year under Step One. Gen-
erally, the product of the alternative 
minimum tax rate and the increase or 
decrease in alternative minimum tax-
able income will be the greater of the 
two amounts described in the preceding 
sentence only with respect to contracts 
for which a taxpayer uses the full per-
centage of completion method only for 
alternative minimum tax purposes and 
uses the completed contract method, or 
the percentage of completion-capital-
ized cost method, for regular tax pur-
poses. Step Three is then applied. In-
terest is credited to the taxpayer on 
the net overpayment and is charged to 
the taxpayer on the net underpayment 
for each redetermination year from the 
due date (determined without regard to 
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extensions) of the return for the rede-
termination year until the earlier of 

(A) The due date (determined without 
regard to extensions) of the return for 
the filing year, and 

(B) The first date by which both the 
return is filed and the tax is fully paid. 

(ii) Applicable tax rate. For purposes 
of determining hypothetical underpay-
ments or overpayments of tax under 
the simplified marginal impact meth-
od, the applicable regular tax rate is 
the highest rate of tax in effect for the 
redetermination year under section 1 
in the case of an individual and under 
section 11 in the case of a corporation. 
The applicable alternative minimum 
tax rate is the rate of tax in effect for 
the taxpayer under section 55(b)(1). The 
highest rate is determined without re-
gard to the taxpayer’s actual rate 
bracket and without regard to any ad-
ditional surtax imposed for the purpose 
of phasing out multiple tax brackets or 
exemptions. 

(iii) Overpayment ceiling. The net hy-
pothetical overpayment of tax for any 
redetermination year is limited to the 
taxpayer’s total federal income tax li-
ability for the redetermination year re-
duced by the cumulative amount of net 
hypothetical overpayments of tax for 
that redetermination year resulting 
from earlier applications of the look- 
back method. If the reallocation of 
contract income results in a net over-
payment of tax and this amount ex-
ceeds the actual tax liability (as of the 
filing year) for the redetermination 
year, as adjusted for past applications 
of the look-back method and taking 
into account net operating loss, capital 
loss, or credit carryovers and 
carrybacks to that year, the actual tax 
so adjusted is treated as the overpay-
ment for the redetermination year. 
This overpayment ceiling does not 
apply when the simplified marginal im-
pact method is applied at the entity 
level by a widely held pass-through en-
tity in accordance with paragraph 
(d)(4) of this section. 

(iv) Example. The application of the 
simplified marginal impact method is 
illustrated by the following example: 

Example. Corporation X, a calendar-year 
taxpayer, reports income from long-term 
contracts and elected the simplified mar-
ginal impact method when it filed its income 

tax return for 1989. X uses only the percent-
age of completion method for both regular 
taxable income and alternative minimum 
taxable income. X completed contracts A, B, 
and C in 1989 and, therefore, was required to 
apply the look-back method in 1989. Income 
was actually reported for these contracts in 
1987, 1988, and 1989. X’s applicable tax rate, as 
determined under section 11, for the redeter-
mination years 1987 and 1988 was 40 percent 
and 34 percent, respectively. The amount of 
contract income originally reported and re-
allocated for contracts A, B, and C, and the 
net overpayments and underpayments for 
the redetermination years are as follows: 

1987 1988 

Contract A: 
Originally reported .................. $5,000x $4,000x 
Reallocated ............................ 3,000x 5,000x 
Increase/(Decrease) ............... (2,000x ) 1,000x 

Contract B: 
Originally reported .................. 6,000x 2,000x 
Reallocated ............................ 7,000x 1,500x 
Increase/(Decrease) ............... 1,000x (500x ) 

Contract C: 
Originally reported .................. 8,000x 5,000x 
Reallocated ............................ 4,000x 7,000x 
Increase/(Decrease) ............... (4,000x ) 2,000x 

Net Increase/(Decrease) ............... (5,000x ) 2,500x 
Tentative (Underpayment)/Over-

payment: 
@ .40 .............................. 2,000x ..................
@ .34 .............................. .................. (850x ) 

Ceiling: 
Actual Tax Liability (After 

Carryovers and Carrybacks) 1,500x 500x 
Final (Underpayment)/Overpay-

ment ........................................... 1,500x (850x ) 

Under the simplified marginal impact 
method, X determined a tentative hypo-
thetical net overpayment for 1987 and a net 
underpayment for 1988. X determined these 
amounts by first aggregating the difference 
for contracts A, B, and C between the 
amount of contract price originally reported 
and the amount of contract price as reallo-
cated and, then, applying the highest regular 
tax rate to the aggregate decrease in income 
for 1987 and the aggregate increase in income 
for 1988. 

However, X’s overpayment for 1987 is sub-
ject to a ceiling based on X’s total tax liabil-
ity. Because the tentative net overpayment 
of tax for 1987 exceeds the actual tax liabil-
ity for that year after taking into account 
carryovers and carrybacks to that year, the 
final overpayment under the simplified mar-
ginal impact method is the amount of tax li-
ability paid instead of the tentative net 
overpayment. Since application of the look- 
back method for 1988 results in a tentative 
underpayment of tax, it is not subject to a 
ceiling. If the look-back method is applied in 
1991, the ceiling amount for 1987 will be zero 
and the ceiling amount for 1988 will be $1,350. 

X is entitled to receive interest on the hy-
pothetical overpayment from March 15, 1988, 
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to March 15, 1990. X is required to pay inter-
est on the underpayment from March 15, 
1989, to March 15, 1990. 

(3) Anti-abuse rule. If the simplified 
marginal impact method is used with 
respect to any long-term contract (in-
cluding a contract of a widely held 
pass-through entity), the district direc-
tor may recompute interest for the 
contract (including domestic contracts 
of widely held pass-through entities) 
under the look-back method using the 
actual method (and without regard to 
the simplified marginal impact meth-
od). The district director may make 
such a recomputation only if the 
amount of income originally reported 
with respect to the contract for any re-
determination year exceeds the 
amount of income reallocated under 
the look-back method with respect to 
that contract for that year (using ac-
tual contract price and contract costs) 
by the lesser of $1,000,000 or 20 percent 
of the amount of income as reallocated 
(i.e., based on actual contract price and 
contract costs) under the look-back 
method with respect to that contract 
for that year. In determining whether 
to exercise this authority upon exam-
ination of the Form 8697, the district 
director may take into account wheth-
er the taxpayer overreported income 
for a purpose of receiving interest 
under the look-back method on a hypo-
thetical overpayment determined at 
the applicable tax rate. The district di-
rector also may take into account 
whether the taxpayer underreported in-
come for the year in question with re-
spect to other contracts. Notwith-
standing the look-back method, the 
district director may require an adjust-
ment to the tax liability for any open 
tax year if the taxpayer did not apply 
the percentage of completion method 
properly on its original return. 

(4) Application—(i) Required use by cer-
tain pass-through entities—(A) General 
rule. The simplified marginal impact 
method is required to be used with re-
spect to income reported from domes-
tic contracts by a pass-through entity 
that is either a partnership, an S cor-
poration, or a trust, and that is not 
closely held. With respect to contracts 
described in the preceding sentence, 
the simplified marginal impact method 
is applied by the pass-through entity at 

the entity level. For determining the 
amount of any hypothetical under-
payment or overpayment, the applica-
ble regular and alternative minimum 
tax rates, respectively, are generally 
the highest rates of tax in effect for 
corporations under section 11 and sec-
tion 55 (b)(1). However, the applicable 
regular and alternative minimum tax 
rates are the highest rates of tax im-
posed on individuals under section 1 
and section 55 (b)(1) if, at all times dur-
ing the redetermination year involved 
(i.e., the year in which the hypothetical 
increase or decrease in income arises), 
more than 50 percent of the interests in 
the entity were held by individuals di-
rectly or through 1 or more pass- 
through entities. 

(B) Closely held. A pass-through enti-
ty is closely held if, at any time during 
any redetermination year, 50 percent of 
more (by value) of the beneficial inter-
ests in that entity are held (directly or 
indirectly) by or for 5 or fewer persons. 
For this purpose, the term ‘‘person’’ 
has the same meaning as in section 
7701(a)(1), except that a pass-through 
entity is not treated as a person. In ad-
dition, the constructive ownership 
rules of section 1563(e) apply by sub-
stituting the term ‘‘beneficial inter-
est’’ for the term ‘‘stock’’ and by sub-
stituting the term ‘‘pass-through enti-
ty’’ for the term, ‘‘corporation’’ used in 
that section, as appropriate, for pur-
poses of determining whether a bene-
ficial interest in a pass-through entity 
is indirectly owned by any person. 

(C) Examples. The following examples 
illustrate the application of the rules 
of paragraph (d)(4)(i): 

Example 1. P, a partnership, began a long- 
term contract on March 1, 1986, and com-
pleted this contract in its tax year ending 
December 31, 1989. P used the percentage of 
completion method for all contract income. 
Substantially all of the income from the 
contract arose from U.S. sources. At all 
times during all of the years for which in-
come was required to be reported under the 
contract, exactly 25 percent of the value of 
P’s interests was owned by Corporation M. 
The remaining 75 percent of the value of P’s 
interests was owned in equal shares by 15 un-
related individuals, who are also unrelated 
to Corporation M. M’s ownership of P rep-
resents less than 50 percent of the value of 
the beneficial interests in P, and, therefore, 
viewed alone, is insufficient to make P a 
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closely held partnership. In addition, be-
cause no 4 of the individual owners together 
own 25 percent or more of the remaining 
value of P’s beneficial interests, there is no 
group of 5 owners that together own, directly 
or indirectly, 50 percent or more by value of 
the beneficial interests in P. Therefore, P is 
not closely held pass-through entity. 

Because P is not a closely held pass- 
through entity, and because P completed the 
contract after the effective date of section 
460(b)(4), P is required to use the simplified 
marginal impact method. Any interest com-
puted under the look-back method will be 
paid to, or collected from, P, rather than its 
partners, and must be reported to each of the 
partners on Form 1065 as interest income or 
expense. Further, assume that, for the rede-
termination years, Corporation M is subject 
to alternative minimum tax at the rate of 20 
percent and 3 of the individuals who own in-
terests in P are subject to the highest mar-
ginal tax rate of 33 percent in 1988. Regard-
less of the actual marginal tax rates of its 
partners, P is required to determine the un-
derpayment or overpayment of tax for each 
redetermination year at the entity level by 
applying a single rate to the increase or de-
crease in income resulting from the realloca-
tion of contract income under the look-back 
method. Because more than 50 percent of the 
interests in P are held by individuals, P 
must use the highest rate specified in section 
1 for each redetermination year. Thus, the 
rate applied by P is 50 percent for 1986, 38.5 
percent for 1987, and 28 percent for 1988. 

Example 2. Assume the same facts as in Ex-
ample 1, except that one of the individuals, 
Individual I, who directly owns 5 percent of 
the value of the interests of P, also owns 100 
percent of the stock of Corporation M. Sec-
tion 1563(e)(4) of the Code provides that stock 
owned directly or indirectly by or for a cor-
poration is considered to be owned by any 
person who owns 5 percent or more in value 
of its stock in that proportion which the 
value of the stock which that person so owns 
bears to the value of all the stock in that 
corporation. Because section 460(b)(4)(C)(iii) 
and this paragraph (d)(4) provide that rules 
similar to the constructive ownership rules 
of section 1563(e) apply in determining 
whether a pass-through entity is closely 
held, all of M’s interest in P is attributed to 
I because I owns 100 percent of the value of 
the stock in M. Accordingly, because I’s di-
rect 5 percent and constructive 25 percent 
ownership of P, plus the interests owned by 
any 4 other individual partners, equals 50 
percent or more of the value of the beneficial 
interests of P, P is a closely held pass- 
through entity within the meaning of sec-
tion 460(b)(4)(C)(iii). Therefore, P cannot use 
the simplified marginal impact method at 
the entity level. Accordingly, each of the 
partners of P must separately apply the 
look-back method to their respective inter-

ests in the income and expenses attributable 
to the contract, but each partner may elect 
to use the simplified marginal impact meth-
od with respect to the partner’s share of in-
come from the contract. 

(D) Domestic contracts—(1) General 
rule. A domestic contract is any con-
tract substantially all of the income of 
which is from sources in the United 
States. For this purpose, ‘‘substan-
tially all’’ of the income from a long- 
term contract is considered to be from 
United States sources if 95 percent or 
more of the gross income from the con-
tract is from sources within the United 
States as determined under the rules in 
sections 861 through 865. 

(2) Portion of contract income sourced. 
In determining whether substantially 
all of the gross income from a long- 
term contract is from United States 
sources, taxpayers must apply the allo-
cation and apportionment principles of 
sections 861 through 865 only to the 
portion of the contract accounted for 
under the percentage of completion 
method. Under the percentage of com-
pletion method, gross income from a 
long-term contract includes all pay-
ments to be received under the con-
tract (i.e., any amounts treated as con-
tract price). Similarly, all costs taken 
into account in the computation of 
taxable income under the percentage of 
completion method are deducted from 
gross income rather than added to a 
cost of goods sold account that reduces 
gross income. Therefore, allocable con-
tract costs are not considered in deter-
mining whether a long-term contract is 
a domestic contract or a foreign con-
tract, even if, under the taxpayer’s 
facts, the allocation of contract costs 
to any portion of a contract not ac-
counted for under the percentage of 
completion method would affect the 
relative percentages of United States 
and foreign source gross income from 
the entire contract if this portion of 
the contract were taken into account 
in applying the 95-percent test. 

(E) Application to foreign contracts. If 
a widely held pass-through entity has 
some foreign contracts and some do-
mestic contracts, the owners of the 
pass-through entity each apply the 
look-back method (using, if they elect, 
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the simplified marginal impact meth-
od) to their respective share of the in-
come and expense from foreign con-
tracts. Moreover, in applying the look- 
back method to foreign contracts at 
the owner level, the owners do not take 
into account their share of increases or 
decreases in contract income resulting 
from the application of the simplified 
marginal impact method with respect 
to domestic contracts at the entity 
level. 

(F) Effective date. The simplified mar-
ginal impact method must be applied 
to pass-through entities described in 
paragraph (d)(4)(i) of this section with 
respect to domestic contracts com-
pleted or adjusted in tax years for 
which the due date of the return (deter-
mined with regard to extensions) of the 
pass-through entity is after November 
9, 1988. 

(ii) Elective use—(A) General rule. As 
provided in paragraph (d)(4)(i) of this 
section, the simplified marginal impact 
method must be used by certain pass- 
through entities with respect to domes-
tic contracts. C corporations, individ-
uals, and owners of closely held pass- 
through entities may elect the sim-
plified marginal impact method. Own-
ers of other pass-through entities may 
also elect the simplified marginal im-
pact method with respect to all con-
tracts other than those for which the 
simplified marginal impact method is 
required to be applied at the entity 
level. This rule applies to foreign con-
tracts of widely held pass-through enti-
ties. In the case of an electing owner in 
a pass-through entity, the simplified 
marginal impact method is applied at 
the owner level, instead of at the enti-
ty level, with respect to the owner’s 
share of the long-term contract income 
and expense reported by the pass- 
through entity. 

(B) Election requirements. A taxpayer 
elects the simplified marginal impact 
method by stating that the election is 
being made on a timely filed income 
tax return (determined with regard to 
extensions) for the first tax year the 
election is to apply. An election to use 
the simplified marginal impact method 
applies to all applications of the look- 
back method to all eligible long-term 
contracts for the tax year for which 
the election is made and for any subse-

quent tax year. The election may not 
be revoked without the consent of the 
Commissioner. 

(C) Consolidated group consistency rule. 
In the case of a consolidated group of 
corporations as defined in § 1.1502–1(h), 
an election to use the simplified mar-
ginal impact method is made by the 
common parent of the group. The elec-
tion is binding on all other affected 
members of the group (including mem-
bers that join the group after the elec-
tion is made with respect to all appli-
cations of the look-back method after 
joining). If a member subsequently 
leaves the group, the election remains 
binding as to that member unless the 
Commissioner consents to a revocation 
of the election. If a corporation using 
the simplified marginal impact method 
joins a group that does not use the 
method, the election is automatically 
revoked with respect to all applica-
tions of the look-back method after it 
joins the group. 

(e) Delayed reapplication method—(1) 
In general. For purposes of reapplying 
the look-back method after the year of 
contract completion, a taxpayer may 
elect the delayed reapplication method 
to minimize the number of required re-
applications of the look-back method. 
Under this method, the look-back 
method is reapplied after the year of 
completion of a contract (or after a 
subsequent application of the look- 
back method) only when the first one 
of the following conditions is met with 
respect to the contract: 

(i) The net undiscounted value of in-
creases or decreases in the contract 
price occurring since the time of the 
last application of the look-back meth-
od exceeds the lesser of $1,000,000 or 10 
percent of the total contract price as of 
that time, 

(ii) The net undiscounted value of in-
creases or decreases in the contract 
costs occurring since the time of the 
last application of the look-back meth-
od exceeds the lesser of $1,000,000 or 10 
percent of the total contract price as of 
that time, 

(iii) The taxpayer goes out of exist-
ence, 

(iv) The taxpayer reasonably believes 
the contract is finally settled and 
closed, or 
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(v) Neither condition (e)(1) (i), (ii), 
(iii), nor (iv) above is met by the end of 
the fifth tax year that begins after the 
last previous application of the look- 
back method. 

(2) Time and manner of making election. 
An election to use the delayed re-
application method may be made for 
any filing year for which the due date 
of the return (determined with regard 
to extensions) is after June 12, 1990. 
The election is made by a statement to 
that effect on the taxpayer’s timely 
filed Federal income tax return (deter-
mined with regard to extensions) for 
the first tax year the election is to be 
effective. An election to use the de-
layed reapplication method is binding 
with respect to all long-term contracts 
for which the look-back method would 
be reapplied without regard to the elec-
tion in the year of election and any 
subsequent year unless the Commis-
sioner consents to a revocation of the 
election. In the case of a consolidated 
group of corporations as defined in 
§ 1.1502–1(h), an election to use the de-
layed reapplication method is made by 
the common parent of the group. The 
election is binding on all other affected 
members of the group (including mem-
bers that join the group after the elec-
tion is made with respect to contracts 
adjusted after joining). If a member 
subsequently leaves the group, the 
election remains binding as to that 
member unless the Commissioner con-
sents to a revocation of the election. If 
a corporation that has made the elec-
tion joins a consolidated group that 
has not made the election, the election 
is treated as revoked with respect to 
contracts adjusted after joining. 

(3) Examples. The operation of this de-
layed reapplication method is illus-
trated by the following examples: 

Example 1. X completes a contract in 1987, 
and applies the look-back method when its 
return for 1987 is filed. X properly uses 
$600,000 as the actual contract price in apply-
ing the look-back method. In 1990, as a result 
of the settlement of a dispute with its cus-
tomer, X redetermines total contract price 
to be $640,000, and includes $40,000 in gross in-
come. On its return for 1990, X states it is 
electing the delayed reapplication method. X 
is not required to reapply the look-back 
method at that time, because $40,000 does not 
exceed the lesser of $1,000,000 or 10 percent of 
the unadjusted contract price of $600,000, and 

5 years have not passed since the last appli-
cation of the look-back method. 

Example 2. Assume the same facts as in Ex-
ample 1, except that at the end of 1992, the 
fifth year after completion of the contract, 
no other adjustments to contract price or 
contract costs have occurred. X is required 
to reapply the look-back method in 1992 and, 
accordingly, redetermine its tax liability for 
each redetermination year. After redeter-
mining the underpayment of tax for those 
years, X must compute the amount of inter-
est charged on the underpayments. Although 
1992 is the filing year, interest is due on the 
amount of each underpayment resulting 
from the adjustment only from the due date 
of the return for each redetermination year 
to the due date of the return for 1990 because 
the tax liability for the adjustment was fully 
paid in 1990. However, from the due of the 
1990 return until the due date of the 1992 re-
turn, when the look-back method is re-
applied for the adjustment, interest is due on 
the amount of interest attributable to the 
underpayments. 

(f) Look-back reporting—(1) Procedure. 
The amount of any interest due from, 
or payable to, a taxpayer as a result of 
applying the look-back method is com-
puted on Form 8697 for any filing year. 
In general, the look-back method is ap-
plied by the taxpayer that reports in-
come from a long-term contract. See 
paragraph (g) of this section to deter-
mine who is responsible for applying 
the look-back method when, prior to 
the completion of a long-term con-
tract, there is a transaction that 
changes the taxpayer that reports in-
come from the contract. 

(2) Treatment of interest on return—(i) 
General rule. The amount of interest re-
quired to be paid by a taxpayer is 
treated as an income tax under subtitle 
A, but only for purposes of subtitle F of 
the Code (other than sections 6654 and 
6655), which addresses tax procedures 
and administration. Thus, a taxpayer 
that fails to pay the amount of interest 
due is subject to any applicable pen-
alties under subtitle F, including, for 
example, an underpayment penalty 
under section 6651, and the taxpayer 
also is liable for underpayment interest 
under section 6601. However, interest 
required to be paid under the look-back 
method is treated as interest expense 
for purposes of computing taxable in-
come under subtitle A, even though it 
is treated as income tax liability for 
subtitle F purposes. Interest received 
under the look-back method is treated 
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as taxable interest income for all pur-
poses, and is not treated as a reduction 
in tax liability or a tax refund. The de-
termination of whether or not interest 
computed under the look-back method 
is treated as tax is determined on a 
‘‘net’’ basis for each filing year. Thus, 
if a taxpayer computes for the current 
filing year both hypothetical overpay-
ments and hypothetical underpay-
ments for prior years, the taxpayer has 
an increase in tax only if the interest 
computed on the underpayments for all 
those prior years exceeds the interest 
computed on the overpayments for all 
those prior years, for all contracts 
completed or adjusted for the year. 

(ii) Timing of look-back interest. For 
purposes of determining taxable in-
come under subtitle A of the Code, any 
amount of interest payable to the tax-
payer under the look-back method is 
includible in gross income as interest 
income in the tax year it is properly 
taken into account under the tax-
payer’s method of accounting for inter-
est income. Any amount of interest re-
quired to be paid is taken into account 
as interest expense arising from an un-
derpayment of income tax in the tax 
year it is properly taken into account 
under the taxpayer’s method of ac-
counting for interest expense. Thus, 
look-back interest required to be paid 
by an individual, or by a pass-through 
entity on behalf of an individual owner 
(or beneficiary) under the simplified 
marginal impact method, is personal 
interest and, therefore, is disallowed in 
accordance with § 1.163–9T(b)(2). Inter-
est determined at the entity level 
under the simplified marginal impact 
method is allocated among the owners 
(or beneficiaries) for reporting pur-
poses in the same manner that interest 
income and interest expense are allo-
cated to owners (or beneficiaries) and 
subject to the requirements of section 
704 and any other applicable rules. 

(3) Statute of limitations and 
compounding of interest on look-back in-
terest. For guidance on the statute of 
limitations applicable to the assess-
ment and collection of look-back inter-
est owed by a taxpayer, see sections 
6501 and 6502. A taxpayer’s claim for 
credit or refund of look-back interest 
previously paid by or collected from a 
taxpayer is a claim for credit or refund 

of an overpayment of tax and is subject 
to the statute of limitations provided 
in section 6511. A taxpayer’s claim for 
look-back interest (or interest payable 
on look-back interest) that is not at-
tributable to an amount previously 
paid by or collected from a taxpayer is 
a general, non-tax claim against the 
federal government. For guidance on 
the statute of limitations that applies 
to general, non-tax claims against the 
federal government, see 28 U.S.C. sec-
tions 2401 and 2501. For guidance appli-
cable to the compounding of interest 
when the look-back interest is not 
paid, see sections 6601 to 6622. 

(g) Mid-contract change in taxpayer— 
(1) In general. The rules in this para-
graph (g) apply if, as described in 
§ 1.460–4(k), prior to the completion of a 
long-term contract accounted for using 
the PCM or the PCCM by a taxpayer 
(old taxpayer), there is a transaction 
that makes another taxpayer (new tax-
payer) responsible for accounting for 
income from the same contract. The 
rules governing constructive comple-
tion transactions are provided in para-
graph (g)(2) of this section, while the 
rules governing step-in-the-shoes 
transactions are provided in paragraph 
(g)(3) of this section. For purposes of 
this paragraph, pre-transaction years 
are all taxable years of the old tax-
payer in which the old taxpayer ac-
counted for (or should have accounted 
for) gross receipts from the contract, 
and post-transaction years are all tax-
able years of the new taxpayer in 
which the new taxpayer accounted for 
(or should have accounted for) gross re-
ceipts from the contract. 

(2) Constructive completion trans-
actions. In the case of a transaction de-
scribed in § 1.460–4(k)(2)(i) (constructive 
completion transaction), the look-back 
method is applied by the old taxpayer 
with respect to pre-transaction years 
upon the date of the transaction and, if 
the new taxpayer uses the PCM or the 
PCCM to account for the contract, by 
the new taxpayer with respect to post- 
transaction years upon completion of 
the contract. The contract price and 
allocable contract costs to be taken 
into account by the old taxpayer or the 
new taxpayer in applying the look- 
back method are described in § 1.460– 
4(k)(2). 
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(3) Step-in-the-shoes transactions—(i) 
General rules. In the case of a trans-
action described in § 1.460–4(k)(3)(i) 
(step-in-the-shoes transaction), the 
look-back method is not applied at the 
time of the transaction, but is instead 
applied for the first time when the con-
tract is completed by the new tax-
payer. Upon completion of the con-
tract, the look-back method is applied 
by the new taxpayer with respect to 
both pre-transaction years and post- 
transaction years, taking into account 
all amounts reasonably expected to be 
received by either the old or new tax-
payer and all allocable contract costs 
incurred during both periods as de-
scribed in § 1.460–4(k)(3). The new tax-
payer is liable for filing the Form 8697 
and for interest computed on hypo-
thetical underpayments of tax, and is 
entitled to receive interest with re-
spect to hypothetical overpayments of 
tax, for both pre- and post-transaction 
years. The old taxpayer will be second-
arily liable for any interest required to 
be paid with respect to pre-transaction 
years reduced by any interest on pre- 
transaction overpayments. 

(ii) Application of look-back method to 
pre-transaction period—(A) Contract 
price. The actual contract price for pre- 
transaction taxable years must be de-
termined by the new taxpayer without 
regard to any contract price adjust-
ment described in paragraph 
(k)(3)(iv)(B)(1) of this section. 

(B) Method. The new taxpayer may 
apply the look-back method to each 
pre-transaction taxable year that is a 
redetermination year using the sim-
plified marginal impact method de-
scribed in paragraph (d) of this section 
(regardless of whether or not the old 
taxpayer would have actually used that 
method and without regard to the tax 
liability ceiling). But see paragraph 
(d)(4) of this section, which requires 
use of the simplified marginal impact 
method by certain pass-through enti-
ties. 

(C) Interest accrual period. With re-
spect to any hypothetical under-
payment or overpayment of tax for a 
pre-transaction taxable year, interest 
accrues from the due date of the old 
taxpayer’s tax return (not including 
extensions) for the taxable year of the 
underpayment or overpayment until 

the due date of the new taxpayer’s re-
turn (not including extensions) for the 
completion year or the year of a post- 
completion adjustment, whichever is 
applicable. 

(D) Information old taxpayer must pro-
vide—(1) In general. Except as provided 
in paragraph (g)(3)(ii)(D)(2) of this sec-
tion, in order to help the new taxpayer 
to apply the look-back method with re-
spect to pre-transaction taxable years, 
any old taxpayer that accounted for in-
come from a long-term contract under 
the PCM or PCCM for either regular or 
alternative minimum tax purposes is 
required to provide the information de-
scribed in this paragraph to the new 
taxpayer by the due date (not including 
extensions) of the old taxpayer’s in-
come tax return for the first taxable 
year ending on or after a step-in-the- 
shoes transaction described in § 1.460– 
4(k)(3)(i). The required information is 
as follows— 

(i) The portion of the contract re-
ported by the old taxpayer under PCM 
for regular and alternative minimum 
tax purposes (i.e., whether the old tax-
payer used PCM, the 40/60 PCCM meth-
od, or the 70/30 PCCM method); 

(ii) Any submethods used in the ap-
plication of PCM (e.g., the simplified 
cost-to-cost method or the 10-percent 
method); 

(iii) The amount of total contract 
price reported by year; 

(iv) The numerator and the denomi-
nator of the completion factor by year; 

(v) The due date (not including exten-
sions) of the old taxpayer’s income tax 
returns for each taxable year in which 
income was required to be reported; 

(vi) Whether the old taxpayer was a 
corporate or a noncorporate taxpayer 
by year; and 

(vii) Any other information required 
by the Commissioner by administrative 
pronouncement. 

(2) Special rules for certain pass- 
through entity transactions. For pur-
poses of paragraph (g)(3)(ii)(D)(1) of 
this section, in the case of a trans-
action described in § 1.460–4(k)(3)(i)(I), 
the contributing partner is treated as 
the old taxpayer, and the partnership 
is treated as the new taxpayer. In the 
case of transactions described in § 1.460– 
4(k)(3)(i)(F), (G), (J), (K), or (L), the old 
taxpayer is not required to provide the 
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information described in paragraph 
(g)(3)(ii)(D)(1) of this section, because 
information necessary for the new tax-
payer to apply the look-back method is 
provided by the pass-through entity. 
This paragraph (g)(3)(ii)(D) is applica-
ble for transactions on or after August 
6, 2003. 

(iii) Application of look-back method to 
post-transaction years. With respect to 
post-transaction taxable years, the new 
taxpayer must use the same look-back 
method it uses for other contacts (i.e., 
the simplified marginal impact method 
or the acutal method) to determine the 
amount of any hypothetical overpay-
ment or underpayment of tax and the 
time period for computing interest on 
these amounts. 

(iv) S corporation elections. Following 
the conversion of a C corporation into 
an S corporation, the look-back meth-
od is applied at the entity level with 
respect to contracts entered into prior 
to the conversion, notwithstanding sec-
tion 460(b)(4)(B)(i). 

(4) Effective date. Except as provided 
in paragraph (g)(3)(ii)(D) of this sec-
tion, this paragraph (g) is applicable 
for transactions on or after May 15, 
2002. 

(h) Examples—(1) Overview. This para-
graph provides computational exam-
ples of the rules of this section. Except 
as otherwise noted, the examples in-
volve calendar-year taxpayers and in-
volve long-term contracts subject to 
section 460 that are accounted for using 
the percentage of completion method, 
rather than the percentage of comple-
tion-capitalized cost method. If the 
percentage of completion-capitalized 
cost method were used by a taxpayer 
described in the examples, the amounts 
of contract income and expenses shown 
in the examples would be reduced, for 
purposes of determining regular tax-
able income, to the appropriate frac-
tion (40, 70, or 90 percent) of contract 
items accounted for under the percent-
age of completion method. Tens of 
thousands of dollars ($ 00,000’s) are 
omitted from the figures in the exam-
ples. The contracts described in the ex-
amples are assumed to be the tax-
payers’ only contracts that are subject 
to the look-back method of section 460. 
Except as otherwise stated, the exam-

ples assume that the taxpayer has no 
adjustments and preferences for pur-
poses of section 55, so that alternative 
minimum taxable income is the same 
as taxable income, and no alternative 
minimum tax is imposed for the years 
involved. The examples assume that 
the taxpayer does not elect the 10-per-
cent method, the simplified marginal 
impact method, or the delayed re-
application method. 

(2) Step One. The following example 
illustrates the application of paragraph 
(c)(2): 

Example 1. In 1989, W completes three long- 
term contracts, A, B, and C, entered into on 
January 1 of 1986, 1987, and 1988, respectively. 
For Contract A, W used the completed con-
tract method of accounting. For Contract B, 
W used the percentage of completion-capital-
ized cost method of accounting, taking into 
account 60 percent of contract income under 
W’s normal method of accounting, which was 
the completed contract method. For Con-
tract C, W used the percentage of completion 
method of accounting. The total price for 
each contract was $1,000. In computing alter-
native minimum taxable income, W is re-
quired to use the percentage of completion 
method for Contracts B and C. W used reg-
ular tax costs for purposes of determining 
the degree of contract completion under the 
alternative minimum tax. 

Contract A is not taken into account for 
purposes of applying the look-back method, 
because it is subject to neither section 460 
nor section 56(a)(3). Thus, even if W had used 
the percentage of completion method as per-
mitted under § 1.451–3, instead of the com-
pleted contract method, the look-back meth-
od would not be applicable because the Con-
tract A was entered into before the effective 
date of section 460. 

The actual costs allocated to Contracts B 
and C under section 460(c) and incurred in 
each year of the contract were as follows: 

Contract 1987 1988 1989 Total 

B ............................................ $200 $400 $200 $800 
C ............................................ 100 300 400 800 

In applying the look-back method, the first 
step is to allocate the contract price among 
tax years preceding and including the com-
pletion year. That allocation would produce 
the following amounts of gross income for 
purposes of the regular tax. Note that no in-
come from Contract C is allocated to 1987, 
the year before the contract was entered 
into, even though contract costs were in-
curred in 1987: 
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Contract 1987 1988 1989 

B .................................................................. $100 $200 $700 
(40%X$200/$800X$1000) ((40%X$600/$800X$1000)–$100) ............

C .................................................................. 0 500 500 
.................................................. ($400/$800X$1000) ............

Because the percentage of completion-cap-
italized cost method may not be used for al-
ternative minimum tax purposes, the alloca-
tion of contract income would produce the 

following amounts of gross income for pur-
poses of computing alternative minimum 
taxable income: 

Contract 1987 1988 1989 

B ............................................................................................ $250 $500 $250 
($200/$800X$1000) (($600/$800X$1000)–$250) ............

C ............................................................................................ 0 500 500 

(3) Step Two. The following example 
illustrates the application of paragraph 
(c)(3): 

Example 2. (i) X enters into two long-term 
contracts (D and E) in 1988. X determines its 
tax liability for 1988 as follows: 

e=estimate 
a=amount originally reported (actual) 
h=hypothetical 

1988 
Total 

D E 

1988 contract costs ............................................................................................................. $3,000a $2,000a ..................
Total contract costs ............................................................................................................. 8,000e 8,000e ..................
Total contract price .............................................................................................................. 10,000e 10,000e ..................
1988 completion % .............................................................................................................. 37.5e 25e ..................
1988 gross income .............................................................................................................. 3,750a 2,500a ..................
Less, 1988 costs ................................................................................................................. (3,000a ) (2,000a ) ..................

1988 net contract income .............................................................................. 750a 500a $1,250a 
Other 1988 net income (loss) ............................................................................................. .................. .................. (2,000a ) 

Taxable income (NOL) .................................................................................. .................. .................. (750a ) 

Tax ................................................................................................................. .................. .................. 0a 
Refund from NOL carryback fully absorbed in 1985, at 46% ............................................. .................. .................. 345a 

(ii) X completes Contract D during 1989. X 
determines its taxable income for 1989 as fol-
lows: 

1989 
Total 

D E 

1989 contract costs ............................................................................................................. $3,000a 0a ..................
Total contract costs ............................................................................................................. 6,000a $9,000e ..................
Total contract price .............................................................................................................. 10,000a 10,000e ..................
1989 completion % .............................................................................................................. 100a 22.2e ..................
1989 gross income/(loss) .................................................................................................... 6,250a (278a) ..................
Less, 1989 costs ................................................................................................................. (3,000a) 0a ..................

1989 net contract income .............................................................................. 3,250a (278a) $2,972a 
Other 1989 net income (loss) ............................................................................................. .................. .................. 0a 

Taxable income (NOL) .................................................................................. .................. .................. 2,972a 
Tax at 34% .......................................................................................................................... .................. .................. 1,011a 
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(iii) For purposes of the look-back method, 
X must reallocate the actual total contract 
D price between 1988 and 1989 based on the 
actual total contract D costs. This results in 
the following hypothetical underpayment of 
tax for 1988 for purposes of the look-back 
method. Note that X does not reallocate the 

contract E price in applying the look-back 
method in 1989 because contract E has not 
been completed, even though X’s estimate of 
contract E costs has changed. The following 
computation is only for purposes of applying 
the look-back method, and does not result in 
the assessment of a tax deficiency. 

1988 
Total 

D E 

1988 contract costs ............................................................................................................. $3,000a $2,000a ..................
Total contract costs ............................................................................................................. 6,000a 8,000e ..................
Total contract price .............................................................................................................. 10,000a 10,000e ..................
1988 completion % .............................................................................................................. 50a 25e ..................
1988 gross income .............................................................................................................. 5,000h 2,500a ..................
Less, 1988 costs ................................................................................................................. (3,000a ) (2,000a ) ..................

1988 net contract income .............................................................................. 2,000h 500a $2,500h 
Other 1988 net income (loss) ............................................................................................. .................. .................. (2,000a ) 

Taxable income (NOL) .................................................................................. .................. .................. 500h 
Tax at 34% .......................................................................................................................... .................. .................. 170h 
Less, previously computed tax ............................................................................................ .................. .................. ¥0a 
Underpayment of 1988 tax .................................................................................................. .................. .................. 170h 
Underpayment of 1985 tax from NOL carryback refund in 1988 ....................................... .................. .................. 345h 

Total underpayment of tax ............................................................................. .................. .................. 515h 

For purposes of any subsequent application 
of the look-back method for which 1989 is a 
redetermination year, because the realloca-
tion of contract income and redetermination 
of tax liability are cumulative, X will use for 
1989 the amount of contract D income and 
the amount of tax liability that would have 
been reported in 1989 if X had used actual 

contract costs instead of the amounts that 
were originally reported using the estimate 
of $8,000. Assuming no subsequent revisions 
(due to, for example, adjustments to con-
tract D price and costs determined after the 
end of 1989), this amount would be deter-
mined as follows: 

1989 
Total 

D E 

1989 contract costs ............................................................................................................. $3,000a 0a ..................
Total contract costs ............................................................................................................. 6,000a $9,000e ..................
Total contract price .............................................................................................................. 10,000a 10,000e ..................
1989 completion % .............................................................................................................. 100a 22.2e ..................
1989 gross income .............................................................................................................. 5,000h (278a ) ..................
Less, 1989 costs ................................................................................................................. (3,000a ) 0a ..................

1989 net contract income .............................................................................. 2,000h (278a ) $1,722h 
Other 1989 net income (loss) ............................................................................................. .................. .................. 0a 

Taxable income (NOL) .................................................................................. .................. .................. 1,722h 
Tax at 34% .......................................................................................................................... .................. .................. 585h 

(iv) X completes contract E during 1990. X 
determines its taxable income for 1990 as fol-
lows: 

1990 
Total 

D E 

1990 contract costs ............................................................................................................. .................. $7,000a ..................
Total contract costs ............................................................................................................. .................. 9,000a ..................
Total contract price .............................................................................................................. .................. 10,000a ..................
1990 completion % .............................................................................................................. .................. 100a ..................
1990 gross income .............................................................................................................. .................. 7,778a ..................
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1990 
Total 

D E 

Less, 1990 costs ................................................................................................................. .................. (7,000a ) ..................

1990 net contract income .............................................................................. .................. 778a $778a 
Other 1990 net income (loss) ............................................................................................. .................. .................. 0a 

Taxable income (NOL) .................................................................................. .................. .................. 778a 
Tax at 34% .......................................................................................................................... .................. .................. 265a 

(v) For purposes of the look-back method, 
X must reallocate the actual total contract 
E price between the 1988, 1989, and 1990, based 
on the actual total contract E costs. 

This results in the following hypothetical 
overpayment of tax for 1988. Note that X uses 
the amount of income for contract D deter-
mined in the last previous application of the 
look-back method, and not the amount of in-
come actually reported: 

1988 
Total 

D E 

1988 contract costs ............................................................................................................. $3,000a $2,000a ..................
Total contract costs ............................................................................................................. $6,000a $9,000a ..................
Total contract price .............................................................................................................. $10,000a $10,000a ..................
1988 completion (%) ........................................................................................................... 50a 22.2a ..................
1988 gross income .............................................................................................................. $5,000h $2,222h ..................
Less, 1988 costs ................................................................................................................. ($3,000a ) ($2,000a ) ..................

1988 net contract income .............................................................................. $2,000h $222h $2,222h 
Other 1988 net income (loss) ............................................................................................. .................. .................. ($2,000a ) 

Taxable income (NOL) .................................................................................. .................. .................. $222h 

Tax at 34% .................................................................................................... .................. .................. $75h 
Less, previously computed tax (based on most recent application of the look-back 

method) ............................................................................................................................ .................. .................. $170h 

Overpayment of 1988 tax .............................................................................. .................. .................. ($95h ) 

In applying the look-back method to 1989, 
X again uses the amounts substituted as of 
the last previous application of the look- 

back method with respect to contract D. 
Thus, X computes its hypothetical under-
payment for 1989 as follows: 

1989 
Total 

D E 

1989 contract costs ............................................................................................................. $3,000a 0a ..................
Total contract costs ............................................................................................................. $6,000a $9,000a ..................
Total contract price .............................................................................................................. $10,000a $10,000a ..................
1989 completion (%) ........................................................................................................... 100a 22.2a ..................
1989 gross income .............................................................................................................. $5,000h $0h ..................
Less, 1989 costs ................................................................................................................. ($3,000a ) ($0a ) ..................

1989 net contract income .............................................................................. $2,000h 0a $2,000h 
Other 1989 net income (loss) ............................................................................................. .................. .................. ($0a ) 

Taxable income (NOL) ........................................................................................................ .................. .................. $2,000h 
Tax at 34% .......................................................................................................................... .................. .................. $680h 
Less, previously computed tax ............................................................................................ .................. .................. $585h 

Underpayment of 1989 tax ............................................................................ .................. .................. $95h 

For purposes of any subsequent application 
of the look-back method for which 1990 is a 
redetermination year, X will use for 1990 the 
amount of Contract E income, and the 

amount of tax liability, that was originally 
reported in 1990 because X’s estimate of the 
total contract costs from $8,000 to $9,000 did 
not change after 1989. Without regard to any 
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subsequent revisions, these amounts are the 
same as in the table in paragraph (h)(3)(iv) 
above. 

(4) Post-completion adjustments. The 
following example illustrates the appli-
cation of paragraph (c)(1)(ii): 

Example 3. The facts are the same as in Ex-
ample 2. In 1991, X settles a lawsuit against 
its customer in Contract E. The customer 
pays X an additional $3,000, without interest, 
in 1991. Applying the Federal mid-term rate 
then in effect, this $3,000 has a discounted 
value at the time of contract completion in 
1990 of $2,700. X is required to apply the look- 
back method for 1991 even though no con-
tract was completed in 1991. X must include 
the full $3,000 adjustment (which was not 
previously includible in total contract price) 

in gross income for 1991. X does not elect not 
to discount adjustments to the contract 
price or costs. Thus, X adjusts the contract 
price by the discounted amount of the ad-
justment and, therefore, uses $12,700 (not 
$13,000) for total Contract E price, rather 
than $10,000, which was used when the look- 
back method was first applied with respect 
to Contract E. 

For purposes of the look-back method, X 
must allocate the revised total Contract E 
price of $12,700 between 1988, 1989 and 1990 
based on the actual total Contract E costs, 
and compare the resulting revised tax liabil-
ity with the tax liability determined for the 
last previous application of the look-back 
method involving those years. This results in 
the following hypothetical underpayments of 
tax for purposes of the look-back method: 

r=revised 

1988 
Total 

D E 

1988 contract costs ........................................................................................................... $3,000a $2,000a ..................
Total contract costs ........................................................................................................... $6,000a $9,000a ..................
Total contract price ............................................................................................................ $10,000a $12,700r ..................
1988 completion (%) ......................................................................................................... 50a 22.2a ..................
1988 gross income ............................................................................................................ $5,000h $2,822rh ..................
Less, 1988 costs ............................................................................................................... ($3,000a) ($2,000a ) ..................

1988 net contract income ............................................................................ $2,000h 822rh $2,222rh 
Other 1988 net income (loss) ........................................................................................... .................. .................... ($2,000a) 

Taxable income ........................................................................................... .................. .................... $822rh 
Tax at 34% .................................................................................................. .................. .................... $279rh 

Less, previously computed tax .......................................................................................... .................. .................... $75h 
Underpayment of 1988 tax .......................................................................... .................. .................... $204rh 

No Contract E costs were incurred in 1989, 
and there is no hypothetical underpayment 
for 1989. 

1990 

D E Total 

1990 contract costs ....................................................................................................... .................... $7,000a ....................
Total contract costs ....................................................................................................... .................... $9,000a ....................
Total contract price ........................................................................................................ .................... $12,700r ....................
1990 completion (%) ..................................................................................................... .................... 100a ....................
1990 gross income ........................................................................................................ .................... $9,878rh ....................
Less 1990 costs ............................................................................................................ .................... ($7,000a ) ....................

1990 net contract income ........................................................................ .................... $2,878rh $2,878rh 
Other 1990 net income (loss) ....................................................................................... .................... .................... 0a 

Taxable income (NOL) .................................................................................................. .................... .................... $2,878rh 
Tax at 34% .................................................................................................................... .................... .................... $978rh 
Less, previously computed tax ...................................................................................... .................... .................... $265h 

Underpayment of 1990 tax ...................................................................... .................... .................... $713rh 

In 1992, X incurs an additional cost of $1,000 
allocable to the contract, which was not pre-
viously includible in total contract costs. 
Applying the Federal mid-term rate then in 

effect, the $1,000 has a discounted value at 
the time of contract completion of $800. X 
deducts this additional $1,000 in expenses in 
1992. Based on this increase to contract 
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costs, X reapplies the look-back method, and 
determines the following hypothetical un-

derpayments for 1988, 1989 and 1990 for pur-
poses of the look-back method: 

1988 
Total 

D E 

1988 contract costs ....................................................................................................... $3,000a $2,000a ....................
Total contract costs ....................................................................................................... $6,000a $9,800r ....................
Total contract price ........................................................................................................ $10,000a $12,700r ....................
1988 completion (%) ..................................................................................................... 50a 20.4r ....................
1988 gross income ........................................................................................................ $5,000h $2,592rh ....................
Less, 1988 costs ........................................................................................................... ($3,000a ) ($2,000a ) ....................

1988 net contract income ........................................................................ $2,000h 592rh $2,592rh 
Other 1988 net income (loss) ....................................................................................... .................... .................... ($2,000a ) 

Taxable income (NOL) ............................................................................ .................... .................... $592rh 
Tax at 34% .................................................................................................................... .................... .................... $201rh 
Less, previously computed tax ...................................................................................... .................... .................... $279rh 

Overpayment of 1988 tax ........................................................................ .................... .................... ($78rh ) 

No Contract E costs were incured in 1989, 
and there is no hypothetical underpayment 
for 1989. 

1990 
Total 

D E 

1990 contract costs ......................................................................................................... .................. .................... $7,000a 
Total contract costs ......................................................................................................... .................. 9,800r ....................
Total contract price .......................................................................................................... .................. 12,700r ....................
1990 completion (%) ....................................................................................................... .................. 92a ....................
1990 gross income .......................................................................................................... .................. 9,071rh ....................
Less, 1990 costs ............................................................................................................. .................. (7,000a ) ....................

1990 Net contract income ............................................................................................... .................. 2,071rh $2,071rh 
Other 1990 net income (loss) ......................................................................................... .................. .................... 0a 

Taxable income (NOL) .............................................................................. .................. .................... 2,071rh 
Tax at 34% ...................................................................................................................... .................. .................... 704rh 
Less, previously computed tax ........................................................................................ .................. .................... 978rh 

Overpayment of 1990 tax .......................................................................... .................. .................... (274rh ) 

(5) Alternative minimum tax. The oper-
ation of the look-back method in the 
case of a taxpayer liable for the alter-
native minimum tax as provided in 
paragraph (c)(3)(vi) is illustrated by 
the following examples: 

Example 4. Y enters into a long-term con-
tract in 1988 that is completed in 1989. Y used 
regular tax costs for purposes of determining 
the degree of contract completion under the 
alternative minimum tax. 

(i) Y determines its tax liability for 1988 as 
follows: 
1988 contract costs ........................................... $4,000a 
Total contract costs ........................................... $8,000e 
Total contract price ............................................ $20,000e 
1988 completion (%) .......................................... 50e 
1988 gross income ............................................ $10,000a 
Less, 1988 contract costs .................................. ($4,000a 

1988 net contract income ............ $6,000a 

Other 1988 net income/(loss) ............................ ($3,400a ) 
Taxable income ................................................. $2,600a 
Regular tax at 34% ............................................ 884a 
Adjustments and preferences to produce alter-

native minimum taxable income .................... $600a 
Alternative minimum taxable income ................. $3,200a 
Tentative minimum tax at 20% .......................... 640a 
Tax liability ......................................................... $884a 

In 1989, Y determines the following 
amounts: 
1989 contract costs ............................................... $6,000a 
Total contract costs ............................................... $10,000a 
Total contract price ................................................ $20,000a 

(ii) For purposes of applying the look-back 
method, Y redetermines its tax liability for 
1988, which results in a hypothetical over-
payment of tax. This hypothetical overpay-
ment is determined by comparing Y’s origi-
nal regular tax liability for 1988 with the hy-
pothetical total tax liability (including al-
ternative minimum tax liability) for that 
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year because Y would have paid the alter-
native minimum tax if Y had used its actual 
contract costs to report income: 
1988 contract costs ............................................. $4,000a 
Total contract costs ............................................. $10,000a 
Total contract price .............................................. $20,000a 
1988 completion(%) ............................................. 40a 
1988 gross income .............................................. $8,000h 
less, 1988 contract costs ..................................... ($4,000a ) 
1988 net contract income .................................... $4,000h 
Other 1988 net income/(loss) .............................. ($3,400a ) 
Taxable income ................................................... $600h 
Regular tax at 34% .............................................. $204h 
Adjustments and preferences to produce alter-

native minimum taxable income ...................... $600a 
Alternative minimum taxable income ................... $1,200h 
Tentative minimum tax at 20% ............................ 240h 
Alternative minimum tax ...................................... $36h 
Total tax liability ................................................... $240h 
less, previously computed tax ............................. $884a 
Underpayment/(overpayment) ............................. ($644h ) 

(6) Credit carryovers. The operation of 
the look-back method in the case of 
credit carryovers as provided in para-
graph (c)(3)(v) is illustrated by the fol-
lowing example: 

Example 5. Z enters into a contract in 1986 
that is completed in 1987. Z determines its 
tax liability for 1986 as follows: 
1986 contract costs ............................................... $400a 
Total contract costs ............................................... $1,000e 
Total contract price ................................................ $2,000e 
1986 completion (%) .............................................. 40e 
1986 gross income ................................................ $800a 
Less, 1986 costs .................................................... ($400a ) 
1986 net contract income ...................................... $400a 
Other 1986 net income .......................................... $0a 
Taxable income ..................................................... $400a 
Tax at 46% ............................................................ $184a 
Unused tax credits carried forward from 1985 al-

lowable in 1986 .................................................. $350a 
Net tax due ............................................................ $0a 

Z determines the following amounts for 
1987: 
1987 contract costs ............................................... $400a 
Total contract price ................................................ $2,000a 
Total contract costs ............................................... $800a 

If Z had used actual rather than estimated 
contract costs in determining gross income 
for 1986, Z would have reported tax liability 
of $276 (46%x$600) rather than $184. However, 
Z would have paid no additional tax for 1986 
because its unused tax credits carried for-
ward from 1985 would have been sufficient to 
offset this increased tax liability. Therefore, 
there is no hypothetical underpayment for 
1986 for purposes of the look-back method. 
However, this hypothetical earlier use of the 
credit may increase the hypothetical tax li-
ability for 1987 (or another subsequent year) 
for purposes of subsequent applications of 
the look-back method. 

(7) Net operating losses. The operation 
of the look-back method in the case of 
net operating loss (‘‘NOL’’) carryovers 
as provided in paragraph (c)(3)(v) is il-
lustrated by the following example: 

Example 6. A entered into a long-term con-
tract in 1986, which was completed in 1987. A 
determined its tax liability for 1986 as fol-
lows: 
1986 contract costs ............................................. $400a 
Total contract costs ............................................. $1,000e 
Total contract price .............................................. $2,000e 
1986 completion (%) ............................................ 40e 
1986 gross income .............................................. $800a 
Less, 1986 costs .................................................. ($400a ) 
1986 net contract income .................................... $400a 
Other 1986 net income/(loss) .............................. ($1,000a ) 
Taxable income/(NOL) ......................................... ($600a ) 
Tax ....................................................................... $0a 

A elected to carry this loss forward to 1987 
pursuant to section 172(b)(3)(C). 

For 1987, A determined the following 
amounts: 
1987 contract costs ................................................. $400a 
Total contract costs ................................................. $800a 
Total contract price .................................................. $2,000a 

If actual rather than estimated contract 
costs had been used in determining gross in-
come for 1986, A would have reported $1,000 of 
gross income from the contract rather than 
$800, and thus would have reported a loss of 
$400 rather than $600. However, since A would 
have paid no tax for 1986 regardless of wheth-
er actual or estimated contract costs had 
been used, A does not have an underpayment 
for 1986 for purposes of the look-back meth-
od. If A had, instead, carried back the 1986 
NOL, and this NOL had been absorbed in the 
tax years 1983 through 1985, it would have re-
sulted in refunds of tax for those years in 
1986. When A applies the look-back method, 
a hypothetical underpayment of tax would 
have resulted for those years due to a hypo-
thetical reduction in the amount that would 
have been refunded if income had been re-
ported on the basis of actual contract costs. 
See Example 2(iii). 

(8) Alternative minimum tax credit. The 
following example illustrates the appli-
cation of the look-back method if af-
fected by the alternative minimum tax 
credit as provided in paragraph 
(c)(3)(vi): 

(i) Example 4, above illustrates that 
the reallocation of contract income 
under the look-back method can result 
in a hypothetical underpayment or 
overpayment determined using the al-
ternative minimum tax rate, even 
though the taxpayer actually paid only 
the regular tax for that year. However, 
application of the look-back method 
had no effect on the difference between 
the amount of alternative minimum 
taxable income and the amount of reg-
ular taxable income taken into account 
in that year because the taxpayer was 
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required to use the percentage of com-
pletion method for both regular and al-
ternative minimum tax purposes and 
used the same version of the percent-
age of completion method for both reg-
ular and alternative minimum tax pur-
poses (i.e., the taxpayer had made an 
election to use regular tax costs in de-
termining the percentage of comple-
tion for purposes of computing alter-
native minimum taxable income). 

(ii) The following example illustrates 
the application of the look-back meth-
od in the case of a taxpayer that does 
not use the percentage of completion 
method of accounting for long-term 
contracts in computing taxable income 
for regular tax purposes and thus must 
make an adjustment to taxable income 
to determine alternative minimum 
taxable income. The example also 
shows how interest is computed under 
the look-back method when the tax-
payer is entitled to a credit under sec-
tion 53 for minimum tax paid because 
of this adjustment. 

Example 7. X is a taxpayer engaged in the 
construction of real property under con-
tracts that are completed within a 24-month 
period and whose average annual gross re-
ceipts do not exceed $10,000,000. As permitted 
by section 460(e)(1)(B), X uses the completed 
contract method (‘‘CCM’’) for regular tax 
purposes. However, X is engaged in the con-
struction of commercial real property and, 
therefore, is required to use the percentage 
of completion method (‘‘PCM’’) for alter-
native minimum tax (‘‘AMT’’) purposes. 

Assume that for 1988, 1989, and 1990, X has 
only one long-term contract, which is en-
tered into in 1988 and completed in 1990. As-
sume further that X estimates gross income 
from the contract to be $2,000, total contract 
costs to be $1,000, and that the contract is 25 
percent complete in 1988 and 75 percent com-
plete in 1989. In 1990, the year of completion, 
the percentage of completion does not 
change but, upon completion, gross income 
from the contract is actually $3,000, instead 
of $2,000, and costs are actually $1,000. 

For 1988, 1989, and 1990, X’s income and tax 
liability using estimated contract price and 
costs are as follows: 

Estimates 1988 1989 1990 

Regular tax: 
Long-term: 

Contract-CCM ................................................................................... 0 0 $2,000 
Other Income .................................................................................... 0 $5,000 0 

Total Income ...................................................................... 0 $5,000 $2,000 
Tax @ 34% ................................................................................................................... 0 $1,700 $680 
AMT 

Gross Income .................................................................................................. $500 $1,000 $1,500 
Deductions ...................................................................................................... $(250 ) $(500 ) $(250 ) 
Total long-term: 

Contract-PCM ................................................................................... $250 $500 $1,250 
Other Income .................................................................................... 0 $5,000 0 

Total Income ...................................................................... $250 $5,500 $1,250 
Tax @ 20% ................................................................................................................... $50 $1,100 $250 
Tentative Minimum Tax ................................................................................................. $50 $1,100 $250 
Regular Tax ................................................................................................................... 0 $1,700 $680 
Minimum Tax Credit ...................................................................................................... 0 $(50 ) 0 

Net Tax Liability .............................................................................................. $50 $1,650 $680 

When X files its tax return for 1990, X ap-
plies the look-back method to the contract. 
For 1988, 1989, and 1990, X’s income and tax 

liability using actual contract price and 
costs are as follows: 

Actual 1988 1989 1990 

Regular tax: 
Long-term: 

Contract-CCM ................................................................................... 0 0 $2,000 
Other Income .................................................................................... 0 $5,000 0 

Total Income ...................................................................... 0 $5,000 $2,000 
Tax @ 34% ................................................................................................................... 0 $1,700 $680 
AMT 

Gross Income .................................................................................................. $750 $1,500 $750 
Deductions ...................................................................................................... $(250 ) $(500 ) $(250 ) 
Total long-term: 

Contract-PCM ................................................................................... $500 $1,000 $500 
Other Income .................................................................................... 0 $5,000 0 
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Actual 1988 1989 1990 

Total Income ...................................................................... $500 $6,000 $500 
Tax @ 20% ................................................................................................................... $100 $1,200 $100 
Tentative Minimum Tax ................................................................................................. $100 $1,200 $100 
Regular Tax ................................................................................................................... 0 $1,700 $680 
Minimum Tax Credit ...................................................................................................... 0 $(100 ) 0 

Net Tax Liability .............................................................................................. $100 $1,600 $680 
Underpayment ............................................................................................................... $50 
Overpayment ................................................................................................................. $50 

As shown above, application of the look- 
back method results in a hypothetical under-
payment of $50 for 1988 because X was subject 
to the alternative minimum tax for that 
year. Interest is charged to X on this $50 un-
derpayment from the due date of X’s 1988 re-
turn until the due date of X’s 1990 return. 

In 1989, although X was required to com-
pute alternative minimum taxable income 
using the percentage of completion method, 
X was not required to pay alternative min-
imum tax. Nevertheless, the look-back 
method must be applied to 1989 because use 
of actual rather than estimated contract 
price in computing alternative minimum 
taxable income for 1988 would have changed 
the amount of the alternative minimum tax 
credit carried to 1989. Interest is paid to X on 
the resulting $50 overpayment from the due 
date of X’s 1989 return until the due date of 
X’s 1990 return. 

(9) Period for interest. The following 
Examples (8) through (11) illustrate 
how to determine the period for com-
puting interest as provided in para-
graph (c)(4): 

Example 8. The facts are the same as in Ex-
ample 6, except that the contract is com-
pleted in 1988, and A determined the fol-
lowing amounts for 1987 and 1988: 
For 1987: 

1987 contract costs ...................................... 0 
Total contract costs ...................................... $1,000e 
Total contract price ....................................... $2,000e 
1987 completion (%) .................................... $40e 
1987 gross income ....................................... 0a 
Less, 1987 costs .......................................... 0a 
Other 1987 net income ................................. $600a 
Net operating loss carryforward from 1986 .. $(600a ) 
Taxable income ............................................ 0a 
Tax ................................................................ 0a 

For 1988: 
1988 contract costs ...................................... $400a 
Total contract costs ...................................... $800a 
Total contract price ....................................... $2,000a 

If actual rather than estimated contract 
costs had been used in determining gross in-
come for 1986, A would have reported $1,000 of 
gross income from the contract for 1986 rath-
er than $800, and would have reported a net 
operating loss carryforward to 1987 of $400 
rather than $600. Therefore, A would have re-
ported taxable income of $200, and would 
have paid tax of $80 (i.e., $200×40%) for 1987. 
The due date for filing A’s Federal income 

tax return for its 1988 taxable year is March 
15. A obtains an extension and files its 1988 
return on September 15, 1989. Under the look- 
back method, A is required to pay interest 
on the amount of this hypothetical under-
payment ($80) computed from the due date 
(determined without regard to extensions) 
for A’s return for 1987 (not 1986, even though 
1986 was the year in which the net operating 
loss arose) until March 15 (not September 
15), the due date (without regard to exten-
sions) of A’s return for 1988. A is required to 
pay additional interest from March 15 until 
September 15 on the amount of interest out-
standing as of March 15 with respect to the 
hypothetical underpayment of $80. 

Example 9. The facts are the same as in Ex-
ample 6, except that A carries the net oper-
ating loss of $600 back to 1983 rather than 
forward to 1987, and receives a refund of $276 
($600 reduction in 1983 taxable income × 46% 
rate in effect in 1983). As in Example 6, if ac-
tual contract costs had been used, A would 
have reported a loss for 1986 of $400 rather 
than $600. Thus, A would have received a re-
fund of 1983 tax of $184 ($400×46%) rather than 
$276. Under the look-back method A is re-
quired to pay interest on the difference in 
these two amounts ($92) computed from the 
due date (determined without regard to ex-
tensions) of A’s return for 1986 (the year in 
which the carryback arose rather than 1983, 
the year in which it was used) until the due 
date of A’s return for 1988. 

Example 10. B enters into a long-term con-
tract in 1986 that is completed in 1988. B de-
termines its 1986 tax liability as follows: 
1986 contract costs ............................................... $400a 
Total contract costs ............................................... $1,000e 
Total contract price ................................................ $2,000e 
1986 completion (%) .............................................. 40e 
1986 gross income ................................................ $800a 
Less, 1986 costs .................................................... ($400a ) 
1986 net contract income ...................................... $400a 
Other 1986 net income .......................................... $2,000a 
Taxable income ..................................................... $2,400a 
Tax at 46% ............................................................ $1,104a 
B determines its tax liability for 1987 as follows: 

1987 contract costs ............................................... $400a 
Total contract costs ............................................... $1,600e 
Total contract price ................................................ $2,000e 
1987 completion (%) .............................................. 50e 
1987 gross income ................................................ $200a 
(=(50%×$2,000)¥$800 previously reported) less, 

1987 costs .......................................................... ($400a ) 
1987 net contract income ...................................... ($200a ) 
Other 1987 net income/(loss) ................................ ($2,200a ) 
Taxable income (NOL) .......................................... ($2,400a ) 
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Tax ......................................................................... 0a 

Assume that B had no taxable income in 
either 1984 or 1985, so that the entire amount 
of the $2,400 net operating loss is carried 
back to 1986, and B receives a refund, with 
interest from the due date of B’s 1987 return, 
of the entire $1,104 in tax that it paid for 
1986. 

In 1988, B determines the following 
amounts: 
1988 contract costs ................................................. $800a 
Total contract costs ................................................. $1,600a 
Total contract price .................................................. $2,000a 

If B had used actual contract costs rather 
than estimated costs in determining its 
gross income for 1986, B would have had gross 
income from the contract of $500 rather than 
$800, and thus would have had taxable in-
come of $2,100 rather than $2,400, and would 
have paid tax of $966 rather than $1,104. B is 
entitled to receive interest on the difference 
between these two amounts, the hypo-
thetical overpayment of tax of $138. Interest 
is computed from the due date (without re-
gard to extensions) of B’s return for 1986 
until the due date for B’s return for 1987. In-
terest stops running at this date, because B’s 
hypothetical overpayment of tax ended when 
B filed its original 1987 return and received a 
refund for the carryback to 1986, and interest 
on this refund began to run only from the 
due date of B’s 1987 return. See section 
6611(f). 

Example 11. C enters into a long-term con-
tract in 1986, its first year in business, which 
is completed in 1988. C determines its tax li-
ability for 1986 as follows: 
1986 contract costs ............................................. $400a 
Total contract costs ............................................. $1,000e 
Total contract price .............................................. $2,000e 
1986 completion (%) ............................................ 40e 
1986 gross income .............................................. $800a 
less, 1986 costs ................................................... ($400a ) 
1986 net contract income .................................... $400a 
Other 1986 net income ........................................ $2,000a 
Taxable income (NOL) ........................................ $2,400a 
Tax at 46% .......................................................... $1,104a 

C determines its tax liability for 1987 as 
follows: 
1987 contract costs ............................................. $400a 
Total contract costs ............................................. $1,066e 
Total contract price .............................................. $2,000e 
1987 completion (%) ............................................ 75e 
1987 gross income .............................................. $700a 
Less, 1987 costs .................................................. ($400a ) 
1987 net contract income .................................... $300a 
Other 1987 net income ........................................ ($2,450a ) 
Taxable income (NOL) ........................................ ($2,150a ) 
Tax ....................................................................... $10a 

C carries back the net operating loss to 
1986, and files an amended return for 1986, 
showing taxable income of $250, and receives 
a refund of $989 (46%×$2,150). Interest on this 
refund begins to run only as of the due date 
of C’s 1987 return. See section 6611(f). 

In 1988, when the contract is completed, C 
determines the following amounts: 

1988 contract costs ............................................. $800a 
Total contract costs ............................................. $1,600a 
Total contract price .............................................. $2,000a 

If C had used actual contract price and 
contract costs in determining gross income 
for 1986, it would have reported gross income 
from the contract of $500 rather than $800, 
taxable income of $2,100 rather than $2,400, 
and tax liability of $966 rather than $1,104. 

If C had used actual contract price and 
contract costs in determining gross income 
for 1987, it would have reported gross income 
from the contract of $500 rather than $700, 
and would have reported a net operating loss 
of $2,350, rather than $2,150, which would 
have been carried back to 1986. 

Under the look-back method, C receives in-
terest with respect to a total 1986 hypo-
thetical overpayment of $138 ($1,104 minus 
$966). C is credited with interest on $23 of 
this amount only from the due date of C’s 
1986 return until the due date of C’s 1987 tax 
return, because this portion of C’s total hy-
pothetical overpayment for 1986 was re-
funded to C with interest computed from the 
due date of C’s 1987 return and, therefore, 
was no longer held by the government. How-
ever, because the remainder of the total hy-
pothetical overpayment of $115 was not re-
funded to C, C is credited with interest on 
this amount from the due date of C’s 1986 re-
turn until the due date of C’s 1988 tax return. 

Under the look-back method, C receives no 
interest with respect to 1987, because C had 
no tax liability for 1987 using either esti-
mated or actual contract price and costs. 

(i) [Reserved] 
(j) Election not to apply look-back 

method in de minimis cases. Section 
460(b)(6) provides taxpayers with an 
election not to apply the look-back 
method to long-term contracts in de 
minimis cases, effective for contracts 
completed in taxable years ending 
after August 5, 1997. To make an elec-
tion, a taxpayer must attach a state-
ment to its timely filed original federal 
income tax return (including exten-
sions) for the taxable year the election 
is to become effective or to an amended 
return for that year, provided the 
amended return is filed on or before 
March 31, 998. This statement must 
have the legend ‘‘NOTIFICATION OF 
ELECTION UNDER SECTION 
460(b)(6)’’; provide the taxpayer’s name 
and identifying number and the effec-
tive date of the election; and identify 
the trades or businesses that involve 
long-term contracts. An election ap-
plies to all long-term contracts com-
pleted during and after the taxable 
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year for which the election is effective. 
An election may not be revoked with-
out the Commissioner’s consent. For 
taxpayers who elected to use the de-
layed reapplication method under para-
graph (e) of this section, an election 
under this paragraph (j) automatically 
revokes the election to use the delayed 
reapplication method for contracts 
subject to section 460(b)(6). A consoli-
dated group of corporations, as defined 
in § 1.1502–1(h), is subject to consistency 
rules analogous to those in paragraph 
(e)(2) of this section and in paragraph 
(d)(4)(ii)(C) of this section (concerning 
election to use simplified marginal im-
pact method). 

[T.D. 8315, 55 FR 41670, Oct. 15, 1990, as 
amended by T.D. 8775, 63 FR 36181, July 2, 
1998; T.D. 8929, 66 FR 2240, Jan. 11, 2001; T.D. 
8995, 67 FR 34609, May 15, 2002; T.D. 9137, 69 
FR 42558, July 16, 2004] 

TAXABLE YEAR FOR WHICH DEDUCTIONS 
TAKEN 

§ 1.461–0 Table of contents. 
This section lists the captions that 

appear in the regulations under section 
461 of the Internal Revenue Code. 

§ 1.461–1 General rule for taxable year of 
deduction. 

(a) General rule. 
(1) Taxpayer using cash receipts and dis-

bursements method. 
(2) Taxpayer using an accrual method. 
(3) Effect in current taxable year of im-

properly accounting for a liability in a prior 
taxable year. 

(4) Deductions attributable to certain for-
eign income. 

(b) Special rule in case of death. 
(c) Accrual of real property taxes. 
(1) In general. 
(2) Special rules. 
(3) When election may be made. 
(4) Binding effect of election. 
(5) Apportionment of taxes on real prop-

erty between seller and purchaser. 
(6) Examples. 
(d) Limitation on acceleration of accrual 

of taxes. 
(e) Dividends or interest paid by certain 

savings institutions on certain deposits or 
withdrawable accounts. 

(1) Deduction not allowable. 
(2) Computation of amounts not allowed as 

a deduction. 
(3) When amounts allowable. 

§ 1.461–2 Contested liabilities. 

(a) General rule. 

(1) Taxable year of deduction. 
(2) Exception. 
(3) Refunds includible in gross income. 
(4) Examples. 
(5) Liabilities described in paragraph (g) of 

§ 1.461–4. [Reserved] 
(b) Contest of asserted liability. 
(1) Asserted liability. 
(2) Definition of the term ‘‘contest.’’ 
(3) Example. 
(c) Transfer to provide for the satisfaction 

of an asserted liability. 
(1) In general. 
(2) Examples. 
(d) Contest exists after transfer. 
(e) Deduction otherwise allowed. 
(1) In general. 
(2) Example. 
(f) Treatment of money or property trans-

ferred to an escrowee, trustee, or court and 
treatment of any income attributable there-
to. [Reserved] 

(g) Effective dates. 

§ 1.461–3 Prepaid interest. [Reserved] 

§ 1.461–4 Economic performance. 

(a) Introduction. 
(1) In general. 
(2) Overview. 
(b) Exceptions to the economic perform-

ance requirement. 
(c) Definitions. 
(1) Liability. 
(2) Payment. 
(d) Liabilities arising out of the provision 

of services, property, or the use of property. 
(1) In general. 
(2) Services or property provided to the 

taxpayer. 
(3) Use of property provided to the tax-

payer. 
(4) Services or property provided by the 

taxpayer. 
(5) Liabilities that are assumed in connec-

tion with the sale of a trade or business. 
(6) Rules relating to the provision of serv-

ices or property to a taxpayer. 
(7) Examples. 
(e) Interest. 
(f) Timing of deductions from notional 

principal contracts. 
(g) Certain liabilities for which payment is 

economic performance. 
(1) In general. 
(2) Liabilities arising under a workers com-

pensation act or out of any tort, breach of 
contract, or violation of law. 

(3) Rebates and refunds. 
(4) Awards, prizes, and jackpots. 
(5) Insurance, warranty, and service con-

tracts. 
(6) Taxes. 
(7) Other liabilities. 
(8) Examples. 
(h) Liabilities arising under the Nuclear 

Waste Policy Act of 1982. 
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(i) [Reserved] 
(j) Contingent liabilities. [Reserved] 
(k) Special effective dates. 
(1) In general. 
(2) Long-term contracts. 
(3) Payment liabilities. 
(l) [Reserved] 
(m) Change in method of accounting re-

quired by this section. 
(1) In general. 
(2) Change in method of accounting for 

long-term contracts and payment liabilities. 

§ 1.461–5 Recurring item exception. 

(a) In general. 
(b) Requirements for use of the exception. 
(1) General rule. 
(2) Amended returns. 
(3) Liabilities that are recurring in nature. 
(4) Materiality requirement. 
(5) Matching requirement. 
(c) Types of liabilities not eligible for 

treatment under the recurring item excep-
tion. 

(d) Time and manner of adopting the recur-
ring item exception. 

(1) In general. 
(2) Change to the recurring item exception 

method for the first taxable year beginning 
after December 31, 1991. 

(3) Retroactive change to the recurring 
item exception method. 

(e) Examples. 

§ 1.461–6 Economic performance when certain 
liabilities are assigned or are extinguished by 
the establishment of a fund. 

(a) Qualified assignments of certain per-
sonal injury liabilities under section 130. 

(b) Section 468B. 
(c) Payments to other funds or persons 

that constitute economic performance. [Re-
served] 

(d) Effective dates. 

[T.D. 8408, 57 FR 12420, Apr. 10, 1992, as 
amended by T.D. 8593, 60 FR 18743, Apr. 13, 
1995] 

§ 1.461–1 General rule for taxable year 
of deduction. 

(a) General rule—(1) Taxpayer using 
cash receipts and disbursements method. 
Under the cash receipts and disburse-
ments method of accounting, amounts 
representing allowable deductions 
shall, as a general rule, be taken into 
account for the taxable year in which 
paid. Further, a taxpayer using this 
method may also be entitled to certain 
deductions in the computation of tax-
able income which do not involve cash 
disbursements during the taxable year, 
such as the deductions for deprecia-
tion, depletion, and losses under sec-

tions 167, 611, and 165, respectively. If 
an expenditure results in the creation 
of an asset having a useful life which 
extends substantially beyond the close 
of the taxable year, such an expendi-
ture may not be deductible, or may be 
deductible only in part, for the taxable 
year in which made. An example is an 
expenditure for the construction of im-
provements by the lessee on leased 
property where the estimated life of 
the improvements is in excess of the 
remaining period of the lease. In such a 
case, in lieu of the allowance for depre-
ciation provided by section 167, the 
basis shall be amortized ratably over 
the remaining period of the lease. See 
section 178 and the regulations there-
under for rules governing the effect to 
be given renewal options in deter-
mining whether the useful life of the 
improvements exceeds the remaining 
term of the lease where a lessee begins 
improvements on leased property after 
July 28, 1958, other than improvements 
which on such date and at all times 
thereafter, the lessee was under a bind-
ing legal obligation to make. See sec-
tion 263 and the regulations thereunder 
for rules relating to capital expendi-
tures. See section 467 and the regula-
tions thereunder for rules under which 
a liability arising out of the use of 
property pursuant to a section 467 rent-
al agreement is taken into account. 

(2) Taxpayer using an accrual method— 
(i) In general. Under an accrual method 
of accounting, a liability (as defined in 
§ 1.446–1(c)(1)(ii)(B)) is incurred, and 
generally is taken into account for 
Federal income tax purposes, in the 
taxable year in which all the events 
have occurred that establish the fact of 
the liability, the amount of the liabil-
ity can be determined with reasonable 
accuracy, and economic performance 
has occurred with respect to the liabil-
ity. (See paragraph (a)(2)(iii)(A) of this 
section for examples of liabilities that 
may not be taken into account until a 
taxable year subsequent to the taxable 
year incurred, and see §§ 1.461–4 through 
1.461–6 for rules relating to economic 
performance.) Applicable provisions of 
the Code, the Income Tax Regulations, 
and other guidance published by the 
Secretary prescribe the manner in 
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which a liability that has been in-
curred is taken into account. For ex-
ample, section 162 provides that the de-
ductible liability generally is taken 
into account in the taxable year in-
curred through a deduction from gross 
income. As a further example, under 
section 263 or 263A, a liability that re-
lates to the creation of an asset having 
a useful life extending substantially 
beyond the close of the taxable year is 
taken into account in the taxable year 
incurred through capitalization (within 
the meaning of § 1.263A–1(c)(3)), and 
may later affect the computation of 
taxable income through depreciation 
or otherwise over a period including 
subsequent taxable years, in accord-
ance with applicable Internal Revenue 
Code sections and guidance published 
by the Secretary. The principles of this 
paragraph (a)(2) also apply in the cal-
culation of earnings and profits and ac-
cumulated earnings and profits. 

(ii) Uncertainty as to the amount of a 
liability. While no liability shall be 
taken into account before economic 
performance and all of the events that 
fix the liability have occurred, the fact 
that the exact amount of the liability 
cannot be determined does not prevent 
a taxpayer from taking into account 
that portion of the amount of the li-
ability which can be computed with 
reasonable accuracy within the taxable 
year. For example, A renders services 
to B during the taxable year for which 
A charges $10,000. B admits a liability 
to A for $6,000 but contests the remain-
der. B may take into account only 
$6,000 as an expense for the taxable 
year in which the services were ren-
dered. 

(iii) Alternative timing rules. (A) If any 
provision of the Code requires a liabil-
ity to be taken into account in a tax-
able year later than the taxable year 
provided in paragraph (a)(2)(i) of this 
section, the liability is taken into ac-
count as prescribed in that Code provi-
sion. See, for example, section 267 
(transactions between related parties) 
and section 464 (farming syndicates). 

(B) If the liability of a taxpayer is 
subject to section 170 (charitable con-
tributions), section 192 (black lung ben-
efit trusts), section 194A (employer li-
ability trusts), section 468 (mining and 
solid waste disposal reclamation and 

closing costs), or section 468A (certain 
nuclear decommissioning costs), the li-
ability is taken into account as deter-
mined under that section and not 
under section 461 or the regulations 
thereunder. For special rules relating 
to certain loss deductions, see sections 
165(e), 165(i), and 165(l), relating to 
theft losses, disaster losses, and losses 
from certain deposits in qualified fi-
nancial institutions. 

(C) Section 461 and the regulations 
thereunder do not apply to any amount 
allowable under a provision of the Code 
as a deduction for a reserve for esti-
mated expenses. 

(D) Except as otherwise provided in 
any Internal Revenue regulations, rev-
enue procedure, or revenue ruling, the 
economic performance requirement of 
section 461(h) and the regulations 
thereunder is satisfied to the extent 
that any amount is otherwise deduct-
ible under section 404 (employer con-
tributions to a plan of deferred com-
pensation), section 404A (certain for-
eign deferred compensation plans), or 
section 419 (welfare benefit funds). See 
§ 1.461–4(d)(2)(iii). 

(E) Except as otherwise provided by 
regulations or other published guid-
ance issued by the Commissioner (See 
§ 601.601(b)(2) of this chapter), in the 
case of a liability arising out of the use 
of property pursuant to a section 467 
rental agreement, the all events test 
(including economic performance) is 
considered met in the taxable year in 
which the liability is to be taken into 
account under section 467 and the regu-
lations thereunder. 

(3) Effect in current taxable year of im-
properly accounting for a liability in a 
prior taxable year. Each year’s return 
should be complete in itself, and tax-
payers shall ascertain the facts nec-
essary to make a correct return. The 
expenses, liabilities, or loss of one year 
generally cannot be used to reduce the 
income of a subsequent year. A tax-
payer may not take into account in a 
return for a subsequent taxable year li-
abilities that, under the taxpayer’s 
method of accounting, should have 
been taken into account in a prior tax-
able year. If a taxpayer ascertains that 
a liability should have been taken into 
account in a prior taxable year, the 
taxpayer should, if within the period of 
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limitation, file a claim for credit or re-
fund of any overpayment of tax arising 
therefrom. Similarly, if a taxpayer as-
certains that a liability was improp-
erly taken into account in a prior tax-
able year, the taxpayer should, if with-
in the period of limitation, file an 
amended return and pay any additional 
tax due. However, except as provided in 
section 905(c) and the regulations 
thereunder, if a liability is properly 
taken into account in an amount based 
on a computation made with reason-
able accuracy and the exact amount of 
the liability is subsequently deter-
mined in a later taxable year, the dif-
ference, if any, between such amounts 
shall be taken into account for the 
later taxable year. 

(4) Deductions attributable to certain 
foreign income. In any case in which, 
owing to monetary, exchange, or other 
restrictions imposed by a foreign coun-
try, an amount otherwise constituting 
gross income for the taxable year from 
sources without the United States is 
not includible in gross income of the 
taxpayer for that year, the deductions 
and credits properly chargeable against 
the amount so restricted shall not be 
deductible in such year but shall be de-
ductible proportionately in any subse-
quent taxable year in which such 
amount or portion thereof is includible 
in gross income. See paragraph (b) of 
§ 1.905–1 for rules relating to credit for 
foreign income taxes when foreign in-
come is subject to exchange controls. 

(b) Special rule in case of death. A tax-
payer’s taxable year ends on the date 
of his death. See section 443(a)(2) and 
paragraph (a)(2) of § 1.443–1. In com-
puting taxable income for such year, 
there shall be deducted only amounts 
properly deductible under the method 
of accounting used by the taxpayer. 
However, if the taxpayer used an ac-
crual method of accounting, no deduc-
tion shall be allowed for amounts ac-
crued only by reason of his death. For 
rules relating to the inclusion of items 
of partnership deduction, loss, or credit 
in the return of a decedent partner, see 
subchapter K, chapter 1 of the Code, 
and the regulations thereunder. 

(c) Accrual of real property taxes—(1) 
In general. If the accrual of real prop-
erty taxes is proper in connection with 
one of the methods of accounting de-

scribed in section 446(c), any taxpayer 
using such a method of accounting may 
elect to accrue any real property tax, 
which is related to a definite period of 
time, ratably over that period in the 
manner described in this paragraph. 
For example, assume that such an elec-
tion is made by a calendar-year tax-
payer whose real property taxes, appli-
cable to the period from July 1, 1955, to 
June 30, 1956, amount to $1,200. Under 
section 461(c), $600 of such taxes accrue 
in the calendar year 1955, and the bal-
ance accrues in 1956. For special rule in 
the case of certain contested real prop-
erty taxes in respect of which the tax-
payer transfers money or other prop-
erty to provide for the satisfaction of 
the contested tax, see § 1.461–2. For gen-
eral rules relating to deductions for 
taxes, see section 164 and the regula-
tions thereunder. 

(2) Special rules—(i) Effective date. 
Section 461(c) and this paragraph do 
not apply to any real property tax al-
lowable as a deduction under the Inter-
nal Revenue Code of 1939 for any tax-
able year beginning before January 1, 
1954. 

(ii) If real property taxes which re-
late to a period prior to the taxpayer’s 
first taxable year beginning on or after 
January 1, 1954, would, but for section 
461(c), be deductible in such first tax-
able year, the portion of such taxes 
which applies to the prior period is de-
ductible in such first taxable year (in 
addition to the amount allowable 
under section 461(c)(1)). 

(3) When election may be made—(i) 
Without consent. A taxpayer may elect 
to accrue real property taxes ratably in 
accordance with section 461(c) and this 
paragraph without the consent of the 
Commissioner for his first taxable year 
beginning after December 31, 1953, and 
ending after August 16, 1954, in which 
the taxpayer incurs real property 
taxes. Such election must be made not 
later than the time prescribed by law 
for filing the return for such year (in-
cluding extensions thereof). An elec-
tion may be made by the taxpayer for 
each separate trade or business (and for 
nonbusiness activities, if accounted for 
separately). Such an election shall 
apply to all real property taxes of the 
trade, business, or nonbusiness activity 
for which the election is made. The 
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election shall be made in a statement 
submitted with the taxpayer’s return 
for the first taxable year to which the 
election is applicable. The statement 
should set forth: 

(a) The trades or businesses, or non-
business activity, to which the election 
is to apply, and the method of account-
ing used therein; 

(b) The period of time to which the 
taxes are related; and 

(c) The computation of the deduction 
for real property taxes for the first 
year of the election (or a summary of 
such computation). 

(ii) With consent. A taxpayer may 
elect with the consent of the Commis-
sioner to accrue real property taxes 
ratably in accordance with section 461 
(c) and this paragraph. A written re-
quest for permission to make such an 
election shall be submitted to the Com-
missioner of Internal Revenue, Wash-
ington, D.C. 20224, within 90 days after 
the beginning of the taxable year to 
which the election is first applicable, 
or before March 26, 1958, whichever 
date is later. The request for permis-
sion shall state: 

(a) The name and address of the tax-
payer; 

(b) The trades or businesses, or non-
business activity, to which the election 
is to apply, and the method of account-
ing used therein; 

(c) The taxable year to which the 
election first applies; 

(d) The period to which the real prop-
erty tax relate; 

(e) The computation of the deduction 
for real property taxes for the first 
year of election (or a summary of such 
computation); and 

(f) An adequate description of the 
manner in which all real property 
taxes were deducted in the year prior 
to the year of election. 

(4) Binding effect of election. An elec-
tion to accrue real property taxes rat-
ably under section 461(c) is binding 
upon the taxpayer unless the consent 
of the Commissioner is obtained under 
section 446(e) and paragraph (e) of 
§ 1.446–1 to change such method of de-
ducting real property taxes. If the last 
day prescribed by law for filing a re-
turn for any taxable year (including ex-
tensions thereof) to which section 
461(c) is applicable falls before March 

25, 1958, consent is hereby given for the 
taxpayer to revoke an election pre-
viously made to accrue real property 
taxes in the manner prescribed by sec-
tion 461(c). If the taxpayer revokes his 
election under the preceding sentence, 
he must, on or before March 25, 1958, 
notify the district director for the dis-
trict in which the return was filed of 
such revocation. For any taxable year 
for which such revocation is applicable, 
an amended return reflecting such rev-
ocation shall be filed on or before 
March 25, 1958. 

(5) Apportionment of taxes on real prop-
erty between seller and purchaser. For 
apportionment of taxes on real prop-
erty between seller and purchaser, see 
section 164(d) and the regulations 
thereunder. 

(6) Examples. The provisions of this 
paragraph are illustrated by the fol-
lowing examples: 

Example 1. A taxpayer on an accrual meth-
od reports his taxable income for the taxable 
year ending June 30. He elects to accrue real 
property taxes ratably for the taxable year 
ending June 30, 1955 (which is his first tax-
able year beginning on or after January 1, 
1954). In the absence of an election under sec-
tion 461(c), such taxes would accrue on Janu-
ary 1 of the calendar year to which they are 
related. The real property taxes are $1,200 for 
1954; $1,600 for 1955; and $1,800 for 1956. Deduc-
tions for such taxes for the fiscal years end-
ing June 30, 1955, and June 30, 1956, are com-
puted as follows: 

FISCAL YEAR ENDING JUNE 30, 1955 
July through December 1954 .................................... 1 None 
January through June 1955 (6⁄12 of $1,600) ............. $800 

Deduction for fiscal year ending June 30, 1955 800 
1 The taxes for 1954 were deductible in the fiscal year end-

ing June 30, 1954, since such taxes accrued on January 1, 
1954. 

FISCAL YEAR ENDING JUNE 30, 1956 
July through December 1955 (6⁄12 of $1,600) ........... $800 
January through June 1956 (6⁄12 of $1,800) ............. 900 

Deduction for fiscal year ending June 30, 1956 1,700 

Example 2. A calendar-year taxpayer on an 
accrual method elects to accrue real prop-
erty taxes ratably for 1954. In the absence of 
an election under section 461(c), such taxes 
would accrue on July 1 and are assessed for 
the 12-month period beginning on that date. 
The real property taxes assessed for the year 
ending June 30, 1954, are $1,200; $1,600 for the 
year ending June 30, 1955; and $1,800 for the 
year ending June 30, 1956. Deductions for 
such taxes for the calendar years 1954 and 
1955 are computed as follows: 
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YEAR ENDING DECEMBER 31, 1954 
January through June 1954 ....................................... 1 None 
July through December 1954 (6⁄12 of $1,600) ........... $800 

Deduction for year ending December 31, 1954 800 
1 The entire tax of $1,200 for the year ended June 30, 

1954, was deductible in the return for 1953, since such tax 
accrued on July 1, 1953. 

YEAR ENDING DECEMBER 31, 1955 
January through June 1955 (6⁄12 of $1,600) ............. $800 
July through December 1955 (6⁄12 of $1,800) ........... 900 

Deduction for year ending December 31, 1955 1,700 

Example 3. A calendar-year taxpayer on an 
accrual method elects to accrue real prop-
erty taxes ratably for 1954. In the absence of 
an election under section 461(c), such taxes, 
which relate to the calendar year 1954, are 
accruable on December 1 of the preceding 
calendar year. No deduction for real property 
taxes is allowable for the taxable year 1954 
since such taxes accrued in the taxable year 
1953 under section 23(c) of the Internal Rev-
enue Code of 1939. 

Example 4. A taxpayer on an accrual meth-
od reports his taxable income for the taxable 
year ending March 31. He elects to accrue 
real property taxes ratably for the taxable 
year ending March 31, 1955. In the absence of 
an election under section 461(c), such taxes 
are accruable on June 1 of the calendar year 
to which they relate. The real property taxes 
are $1,200 for 1954; $1,600 for 1955; and $1,800 
for 1956. Deductions for such taxes for the 
taxable years ending March 31, 1955, and 
March 31, 1956, are computed as follows: 

FISCAL YEAR ENDING MARCH 31, 1955 
April through December 1954 (9⁄12 of $1,200) .......... $900 
January through March 1955 (3⁄12 of $1,600) ........... 400 

Taxes accrued ratably in fiscal year ending 
March 31, 1955 ............................................... 1,800 

Tax relating to period January through March 1954, 
paid in June 1954, and not deductible in prior tax-
able year (9⁄12 of $1,200) ....................................... 300 

Deduction for fiscal year ending March 31, 
1955 ................................................................ 1,600 

FISCAL YEAR ENDING MARCH 31, 1956 
April through December 1955 (9⁄12 of $1,600) .......... $1,200 
January through March 1956 (3⁄12 of $1,800) ........... 450 

Deduction for fiscal year ending March 31, 
1956 ................................................................ 1,650 

Example 5. The facts are the same as in Ex-
ample 4 except that in June 1955, when the 
taxpayer pays his $1,600 real property taxes 
for 1955, he pays $400 of such amount under 
protest. Deductions for taxes for the taxable 
years ending March 31, 1955, and March 31, 
1956, are computed as follows: 

FISCAL YEAR ENDING MARCH 31, 1955 
April through December 1954 (9⁄12 of $1,200) .......... $900 

FISCAL YEAR ENDING MARCH 31, 1955— 
Continued 

January through March 1955 (3⁄12 of $1,200, that is, 
$1,600 minus $400 (the contested portion which 
is not properly accruable)) ..................................... 300 

Taxes accrued ratably in fiscal year ending 
March 31, 1955 ............................................... 1,200 

Tax relating to period January through March 1954, 
paid in June 1954, and not deductible in prior tax-
able years (3⁄12 of $1,200) ..................................... 300 

Deduction for fiscal year ending March 31, 
1955 ................................................................ 1,500 

FISCAL YEAR ENDING MARCH 31, 1956 
April through December 1955 (9⁄12 of $1,200) .......... $900 
January through March 1956 (3⁄12 of $1,800) ........... 450 

Taxes accrued ratably in fiscal year ending 
March 31, 1956 ............................................... 1,350 

Contested portion of tax relating to period January 
through December 1955, paid in June 1955, and 
deductible, under section 461(f), for taxpayer’s fis-
cal year ending March 31, 1956 ............................ 400 

Deduction for fiscal year ending March 31, 
1956 ................................................................ 1,750 

(d) Limitation on acceleration of ac-
crual of taxes. (1) Section 461(d)(1) pro-
vides that, in the case of a taxpayer 
whose taxable income is computed 
under an accrual method of account-
ing, to the extent that the time for ac-
cruing taxes is earlier than it would be 
but for any action of any taxing juris-
diction taken after December 31, 1960, 
such taxes are to be treated as accru-
ing at the time they would have ac-
crued but for such action. Any such ac-
tion which, but for the provisions of 
section 461(d) and this paragraph, 
would accelerate the time for accruing 
a tax is to be disregarded in deter-
mining the time for accruing such tax 
for purposes of the deduction allowed 
for such tax. Such action is to be dis-
regarded not only with respect to a 
taxpayer (whose taxable income is 
computed under an accrual method of 
accounting) upon whom the tax is im-
posed at the time of the action, but 
also with respect to such a taxpayer 
upon whom the tax is imposed at any 
time subsequent to such action. Thus, 
in the case of a tax imposed on prop-
erty, the acceleration of the time for 
accruing taxes is to be disregarded not 
only with respect to the taxpayer who 
owned the property at the time of such 
acceleration, but also with respect to 
any subsequent owner of the property 
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whose taxable income is computed 
under an accrual method of account-
ing. Similarly, such action is to be dis-
regarded with respect to all property 
subject to such tax, even if such prop-
erty is acquired after the action. When-
ever the time for accruing taxes is to 
be disregarded in accordance with the 
provisions of this paragraph, the tax-
payer shall accrue the tax at the time 
(original accrual date) the tax would 
have accrued but for such action, and 
shall, in the absence of any action of 
the taxing jurisdiction placing the 
time for accruing such tax at a time 
subsequent to the original accrual 
date, continue to accrue the tax as of 
the original accrual date for all future 
taxable years. 

(2) For purposes of this paragraph— 
(i) The term ‘‘a taxpayer whose tax-

able income is computed under an ac-
crual method of accounting’’ means a 
taxpayer who, for Federal income tax 
purposes, accounts for any tax which is 
the subject of ‘‘any action’’ (as defined 
in subdivision (iii) of this subpara-
graph) under an accrual method of ac-
counting. See section 446 and the regu-
lations thereunder. If a taxpayer uses 
an accrual method as his overall meth-
od of accounting, it shall be presumed 
that he is ‘‘a taxpayer whose taxable 
income is computed under an accrual 
method of accounting.’’ However, if the 
taxpayer establishes to the satisfaction 
of the district director that he has, for 
Federal income tax purposes, consist-
ently accounted for such tax under the 
cash method of accounting, he shall be 
considered not to be ‘‘a taxpayer whose 
taxable income is computed under an 
accrual method of accounting.’’ 

(ii) The time for accruing taxes shall 
be determined under section 461 and 
the regulations in this section. 

(iii) The term ‘‘any action’’ includes 
the enactment or reenactment of legis-
lation, the adoption of an ordinance, 
the exercise of any taxing or adminis-
trative authority, or the taking of any 
other step, the result of which is an ac-
celeration of the accrual event of any 
tax. The term also applies to the sub-
stitution of a substantially similar tax 
by either the original taxing jurisdic-
tion or a substitute jurisdiction. How-
ever, the term does not include either a 
judicial interpretation, or an adminis-

trative determination by the Internal 
Revenue Service, as to the event which 
fixes the accrual date for the tax. 

(iv) The term ‘‘any taxing jurisdic-
tion’’ includes the District of Colum-
bia, any State, possession of the United 
States, city, county, municipality, 
school district, or other political sub-
division or authority, other than the 
United States, which imposes, assesses, 
or collects a tax. 

(3) The provisions of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. State X imposes a tax on intan-
gible and tangible personal property used in 
a trade or business conducted in the State. 
The tax is assessed as of July 1, and becomes 
a lien as of that date. As a result of adminis-
trative and judicial decisions, July 1 is rec-
ognized as the proper date on which accrual 
method taxpayers may accrue their personal 
property tax for Federal income tax pur-
poses. In 1961 State X, by legislative action, 
changes the assessment and lien dates from 
July 1, 1962, to December 31, 1961, for the 
property tax year 1962. The action taken by 
State X is considered to be ‘‘any action’’ of 
a taxing jurisdiction which results in the 
time for accruing taxes being earlier than it 
would have been but for that action. There-
fore, for purposes of the deduction allowed 
for such tax, the personal property tax im-
posed by State X, for the property tax year 
1962, shall be treated as though it accrued on 
July 1, 1962. 

Example 2. Assume the same facts as in Ex-
ample 1 except that State X repeals the per-
sonal property tax and in lieu thereof enacts 
a franchise tax which is imposed on the 
privilege of conducting a trade or business 
within State X, and is based on the value of 
intangible and tangible personal property 
used in the trade or business. The franchise 
tax is to be assessed and will become a lien 
as of December 31, 1961, for the franchise tax 
year 1962, and on December 31 for all subse-
quent franchise tax years. Since the fran-
chise tax is substantially similar to the 
former personal property tax and since the 
enactment of the franchise tax has the effect 
of accelerating the accrual date of the per-
sonal property tax from July 1, 1962, to De-
cember 31, 1961, the action taken by State X 
is considered to be ‘‘any action’’ of a taxing 
jurisdiction which results in the time for ac-
cruing taxes being earlier than it would have 
been but for that action. Therefore, for pur-
poses of the deduction allowed for such tax, 
the franchise tax imposed by State X shall 
be treated as though it accrued on July 1, 
1962, for the franchise tax year 1962, and on 
July 1 for all subsequent franchise tax years. 
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Example 3. Assume the same facts as in Ex-
ample 1 except that State X repealed the per-
sonal property tax and empowered the coun-
ties within the State to impose a personal 
property tax. Assuming the counties in State 
X subsequently imposed a personal property 
tax and chose December 31 of the preceding 
year as the assessment and lien date, the ac-
tion of each of the counties would be consid-
ered to be ‘‘any action’’ of a taxing jurisdic-
tion which results in the time for accruing 
taxes being earlier than it would have been 
but for that action since it is immaterial 
whether the original taxing jurisdiction or a 
substitute jurisdiction took the action. 

(4) Section 461(d)(1) shall not be ap-
plicable to the extent that it would 
prevent the taxpayer and all other per-
sons, including successors in interest, 
from ever taking into account, for Fed-
eral income tax purposes, any tax to 
which that section would otherwise 
apply. For example, assume that State 
Y imposes a personal property tax on 
tangible personal property used in a 
trade or business conducted in the 
State during a calendar year. The tax 
is assessed as of February 1 of the year 
following the personal property tax 
year, and becomes a lien as of that 
date. As a result of administrative and 
judicial decisions, February 1 of the 
following year is recognized as the 
proper date on which accrual method 
taxpayers may accrue the personal 
property tax for Federal income tax 
purposes. In 1962 State Y, by legislative 
action, changes the assessment and 
lien dates for the personal property tax 
year 1962 from February 1, 1963, to De-
cember 1, 1962, and to December 1 of 
the personal property tax year for all 
subsequent years. Corporation A, an 
accrual method taxpayer which uses 
the calendar year as its taxable year, 
pays the tax for 1962 on December 10, 
1962. On December 15, 1962, the property 
which was taxed is completely de-
stroyed and, on December 20, 1962, cor-
poration A transfers all of its remain-
ing assets to its shareholders, and is 
dissolved. Since corporation A is not in 
existence in 1963, and therefore could 
not take the personal property tax into 
account in computing its 1963 Federal 
income tax if February 1, 1963, is con-
sidered to be the time for accruing the 
tax, and no other person could ever 
take such tax into account in com-
puting his Federal income tax, such 

tax shall be treated as accruing as of 
December 1, 1962. To the extent that 
any person other than the taxpayer 
may at any time take such tax into ac-
count in computing his taxable income, 
the provisions of section 461(d)(1) shall 
apply. Thus, upon the dissolution of a 
corporation or the termination of a 
partnership between the time which, 
but for the provisions of section 
461(d)(1) and this paragraph, would be 
the time for accruing any tax which 
was the subject of ‘‘any action’’ (as de-
fined in subdivision (iii) of subpara-
graph (2)), and the original accrual 
date, the corporation or the partner-
ship would be entitled to a deduction 
for only that portion, if any, of such 
tax with respect to which it can estab-
lish, to the satisfaction of the district 
director, that no other taxpayer can 
properly take into account in com-
puting his taxable income. However, to 
the extent that the corporation or 
partnership cannot establish, at the 
time of its dissolution or termination, 
as the case may be, that no other tax-
payer would be entitled to take such 
tax into account in computing his tax-
able income, and it is subsequently de-
termined that no other taxpayer is en-
titled to take such tax into account in 
computing his taxable income, the cor-
poration or partnership may file a 
claim for refund for the year of its dis-
solution or termination (subject to the 
limitations prescribed in section 6511) 
and claim as a deduction therein the 
portion of such tax determined to be 
not deductible by any other taxpayer. 

(5) Section 461(d) and this paragraph 
shall apply to taxable years ending 
after December 31, 1960. 

(e) Dividends or interest paid by certain 
savings institutions on certain deposits or 
withdrawable accounts—(1) Deduction 
not allowable—(i) In general. Except as 
otherwise provided in this paragraph, 
pursuant to section 461(e) amounts paid 
to, or credited to the accounts of, de-
positors or holders of accounts as divi-
dends or interest on their deposits or 
withdrawable accounts (if such 
amounts paid or credited are 
withdrawable on demand subject only 
to customary notice to withdraw) by a 
mutual savings bank not having cap-
ital stock represented by shares, a do-
mestic building and loan association, 
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or a cooperative bank shall not be al-
lowed as a deduction for the taxable 
year to the extent such amounts are 
paid or credited for periods rep-
resenting more than 12 months. The 
provisions of section 461(e) are applica-
ble with respect to taxable years end-
ing after December 31, 1962. Whether 
amounts are paid or credited for peri-
ods representing more than 12 months 
depends upon all the facts and cir-
cumstances in each case. For example, 
payments or credits which under all 
the facts and circumstances are in the 
nature of bona fide bonus interest or 
dividends paid or credited because a 
shareholder or depositor maintained a 
certain balance for more than 12 
months, will not be considered made 
for more than 12 months, providing the 
regular payments or credits represent a 
period of 12 months or less. The non-
allowance of a deduction to the tax-
payer under section 461(e) and this sub-
paragraph has no effect either on the 
proper time for reporting dividends or 
interest by a depositor or holder of a 
withdrawable account, or on the obli-
gation of the taxpayer to make a re-
turn setting forth, among other things, 
the aggregate amounts paid to a de-
positor or shareholder under section 
6049 (relating to returns regarding pay-
ments of interest) and the regulations 
thereunder. With respect to a short pe-
riod (a taxable year consisting of a pe-
riod of less than 12 months), amounts 
of dividends or interest paid or credited 
shall not be allowed as a deduction to 
the extent that such amounts are paid 
or credited for a period representing 
more than the number of months in 
such short period. In such a case, the 
rules contained in section 461(e) and 
this paragraph apply to the short pe-
riod in a manner consistent with the 
application of such rules to a 12-month 
taxable year. Subparagraph (2) of this 
paragraph provides rules for computing 
amounts not allowed in the taxable 
year and subparagraph (3) provides 
rules for determining when such 
amounts are allowed. See section 
7701(a) (19) and (32) and the regulations 
thereunder for the definitions of do-
mestic building and loan association 
and cooperative bank. 

(ii) Exceptions. The rule of nonallow-
ance set forth in subdivision (i) of this 

subparagraph is not applicable to a 
taxpayer in the year in which it 
liquidates (other than following, or as 
part of, an acquisition of its assets in 
which the acquiring corporation, pur-
suant to section 381(a), takes into ac-
count certain items of the taxpayer, 
which for purposes of this paragraph 
shall be referred to as an acquisition 
described in section 381(a)). In addition, 
such rule of nonallowance is not appli-
cable to a taxpayer which pays or cred-
its grace interest or dividends to termi-
nating depositors or shareholders, pro-
vided the total amount of the grace in-
terest or dividends paid or credited 
during the payment or crediting period 
(for example, a quarterly or semi-
annual period) does not exceed 10 per-
cent of the total amount of the interest 
or dividends paid or credited during 
such period, computed without regard 
to the grace interest or dividends. For 
example, providing the 10 percent limi-
tation is met, the rule of nonallowance 
does not apply in a case in which a cal-
endar year taxpayer, with regular in-
terest payment dates of January 1, 
April 1, July 1, and October 1, pays 
grace interest for the period beginning 
October 1 to a depositor who termi-
nates his account on December 10. 

(2) Computation of amounts not allowed 
as a deduction—(i) Method of computa-
tion. The amount of the dividends or in-
terest to which subparagraph (1) of this 
paragraph applies, which is not allowed 
as a deduction, shall be computed 
under the rules of this subparagraph. 
The amount which is not allowed as a 
deduction is the difference between the 
total amount of dividends or interest 
paid or credited to that class of ac-
counts with respect to which a deduc-
tion is not allowed under subparagraph 
(1) of this paragraph during the taxable 
year (or short period, if applicable) and 
an amount which bears the same ratio 
to such total as the number 12 (or num-
ber of months in the short period) 
bears to the number of months with re-
spect to which such amounts of divi-
dends or interest are paid or credited. 

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

Example 1. X Association, a domestic build-
ing and loan association filing its return on 
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the basis of a calendar year, regularly cred-
its dividends on its withdrawable accounts 
quarterly on the first day of the quarter fol-
lowing the quarter with respect to which 
they are earned. X changes the time of cred-
iting dividends commencing with the credit 
for the fourth quarter of 1964. Such credit 
and all subsequent credits are made on the 
last day of the quarter with respect to which 
they are earned. As a result of this change 
X’s credits for the year 1964 are as follows: 

Period with respect to which 
earned 

Date credited 
in 1964 Amt. 

4th quarter, 1963 ......................... Jan. 1 $250,000 
1st quarter, 1964 ......................... Apr. 1 300,000 
2d quarter, 1964 .......................... July 1 300,000 
3d quarter, 1964 .......................... Oct. 1 300,000 
4th quarter, 1964 ......................... Dec. 31 350,000 

Total dividends credited .... 1,500,000 

Since the change in the time of crediting 
dividends results in the crediting in 1964 of 
amounts of dividends representing periods 
totaling 15 months (October 1963 through De-
cember 1964), amounts shall not be allowed 
as a deduction in 1964 which are in excess of 
$1,200,000, which is the amount which bears 
the same ratio to the amounts of dividends 
credited during the year ($1,500,000) as the 
number 12 bears to the number of months 
(15) with respect to which such dividends are 
credited. Thus, $300,000 ($1,500,000 minus 
$1,200,000) is not allowed as a deduction in 
1964. 

Example 2. Y Association, a domestic build-
ing and loan association filing its return on 
the basis of a calendar year, regularly cred-
its dividends on its withdrawable accounts 
on the basis of a semiannual period on March 
31 and September 30 of each year. Y changes 
the period with respect to which credits are 
made from the semiannual period to the 
quarterly basis, commencing with the last 
quarter in 1964. The credit for this last quar-
ter and all subsequent credits are made on 
the last day of the quarter with respect to 
which they are earned. As a result of this 
change, Y’s credits for the year 1964 are as 
follows: 

Period with respect to which 
earned 

Date credited 
in 1964 Amt. 

6-month period ending Mar. 31, 
1964.

Mar. 31 $300,000 

6-month period ending Sept. 30, 
1964.

Sept. 30 400,000 

4th quarter, 1964 ......................... Dec. 31 200,000 
Total dividends credited .... 900,000 

Since the change in the basis of crediting 
dividends results in a crediting in 1964 of 
dividends representing periods totaling 15 
months (October 1963 through December 
1964), amounts shall not be allowed as a de-
duction in 1964 which are in excess of 

$720,000, which is the amount which bears the 
same ratio to the amounts of dividends cred-
ited during the year ($900,000) as the number 
12 bears to the number of months (15) with 
respect to which such dividends are credited. 
Thus, $180,000 ($900,000 minus $720,000) is not 
allowed as a deduction in 1964. 

Example 3. Z Association, a domestic build-
ing and loan association regularly files its 
return on the basis of a fiscal year ending on 
the last day of February and regularly cred-
its dividends on its withdrawable accounts 
quarterly on the last day of the quarter with 
respect to which they are earned. Z receives 
approval from the Commissioner of Internal 
Revenue to change its accounting period to a 
calendar year and effects the change by fil-
ing a return for a short period ending on De-
cember 31, 1964. Dividend credits for the 
short period beginning on March 1 and end-
ing on December 31, 1964, are as follows: 

Period with respect to which 
earned 

Date credited 
in 1964 Amt. 

January-March 1964 .................... Mar. 31 $250,000 
April-June 1964 ............................ June 30 300,000 
July-September 1964 ................... Sept. 30 300,000 
October-December 1964 ............. Dec. 31 350,000 

Total dividends credited .... 1,200,000 

Since the change of accounting period re-
sults in amounts of dividends credited 
($1,200,000) representing periods totaling 12 
months (January through December 1964), 
and such periods represent more than the 
number of months (10) in the short period, an 
amount shall not be allowed as a deduction 
in such short period which is in excess of 
$1,000,000, which is the amount which bears 
the same ratio to the amount of dividends 
credited in the short period ($1,200,000) as the 
number of months (10) in the short period 
bears to the number of months (12) with re-
spect to which such dividends are credited. 
Thus, $200,000 ($1,200,000 minus $1,000,000) is 
not allowed as a deduction in the short pe-
riod. 

(3) When amounts allowable. The 
amount of dividends or interest not al-
lowed as a deduction under subpara-
graph (1) of this paragraph shall be al-
lowed as follows (subject to the limita-
tion that the total of the amounts so 
allowed shall not exceed the amount 
not allowed under subparagraph (1)): 

(i) Such amount shall be allowed as a 
deduction in a later taxable year or 
years subject to the limitation that, 
when taken together with the deduc-
tions otherwise allowable in the later 
taxable year or years, it does not bring 
the deductions for any later taxable 
year to a total representing a period of 
more than 12 months (or number of 
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months in the short period, if applica-
ble). However, in any event, an amount 
otherwise allowable under subdivision 
(ii) of this subparagraph shall be al-
lowed notwithstanding the fact that it 
may bring the deductions allowable to 
a total representing a period of more 
than 12 months (or number of months 
in the short period, if applicable). 

(ii) In any case in which it is estab-
lished to the satisfaction of the Com-
missioner that the taxpayer does not 
intend to avoid taxes, one-tenth of 
such amount shall be allowed as a de-
duction in each of the 10 succeeding 
taxable years— 

(a) Commencing with the taxable 
year for which such amount is not al-
lowed as a deduction under subpara-
graph (1), or 

(b) In the case of such amount not al-
lowed for a taxable year ending before 
July 1, 1964, commencing with either 
the first or second taxable year after 
the taxable year for which such 
amount is not allowed as a deduction 
under subparagraph (1) if the taxpayer 
has not taken a deduction on his re-
turn, or filed a claim for credit or re-
fund, in respect of such amount under 
(a). 

Normally, if the deduction not allowed 
under subparagraph (1) is a result of a 
change, not requested by the taxpayer, 
in the taxpayer’s annual accounting 
period or dividend or interest payment 
or crediting dates solely as a con-
sequence of a requirement of a Federal 
or State regulatory authority, or if the 
deduction is not allowed solely as a re-
sult of the taxpayer being a party to an 
acquisition to which section 381(a) ap-
plies, the Commissioner will permit 
the allowance of the amount not al-
lowed in the manner provided in this 
subdivision. Nothing set forth in this 
subdivision shall be construed as per-
mitting the allowance of a credit or re-
fund for any year which is barred by 
the limitations on credit or refund pro-
vided by section 6511. 

(iii) If the total of the amounts, if 
any, allowed under subdivisions (i) and 
(ii) of this subparagraph before the tax-
able year in which the taxpayer 
liquidates or otherwise ceases to en-
gage in trade or business is less than 
the amount not allowed under subpara-
graph (1), there shall be allowed a de-

duction in such taxable year for the 
difference between the amount not al-
lowed under subparagraph (1) and the 
amounts allowed, if any, as deductions 
under subdivisions (i) and (ii) unless 
the circumstances under which the tax-
payer ceased to do business constitute 
an acquisition described in section 
381(a) (relating to carryovers in certain 
corporate acquisitions). If the cir-
cumstances under which the taxpayer 
ceased to do business constitute an ac-
quisition described in section 381(a), 
the acquiring corporation shall succeed 
to and take into account the balance of 
the amounts not allowed on the same 
basis as the taxpayer, had it not ceased 
to engage in business. 

[T.D. 6500, 25 FR 11720, Nov. 26, 1960] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.461–1, see the List of CFR 
Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and at www.fdsys.gov. 

§ 1.461–2 Contested liabilities. 
(a) General rule—(1) Taxable year of 

deduction. If— 
(i) The taxpayer contests an asserted 

liability, 
(ii) The taxpayer transfers money or 

other property to provide for the satis-
faction of the asserted liability, 

(iii) The contest with respect to the 
asserted liability exists after the time 
of the transfer, and 

(iv) But for the fact that the asserted 
liability is contested, a deduction 
would be allowed for the taxable year 
of the transfer (or, in the case of an ac-
crual method taxpayer, for an earlier 
taxable year for which such amount 
would be accruable), 
then the deduction with respect to the 
contested amount shall be allowed for 
the taxable year of the transfer. 

(2) Exception. Subparagraph (1) of this 
paragraph shall not apply in respect of 
the deduction for income, war profits, 
and excess profits taxes imposed by the 
authority of any foreign country or 
possession of the United States, includ-
ing a tax paid in lieu of a tax on in-
come, war profits, or excess profits oth-
erwise generally imposed by any for-
eign country or by any possession of 
the United States. 

(3) Refunds includible in gross income. 
If any portion of the contested amount 
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which is deducted under subparagraph 
(1) of this paragraph for the taxable 
year of transfer is refunded when the 
contest is settled, such portion is in-
cludible in gross income except as pro-
vided in § 1.111–1, relating to recovery 
of certain items previously deducted or 
credited. Such refunded amount is in-
cludible in gross income for the taxable 
year of receipt, or for an earlier tax-
able year if properly accruable for such 
earlier year. 

(4) Examples. The provisions of this 
paragraph are illustrated by the fol-
lowing examples: 

Example 1. X Corporation, which uses an 
accrual method of accounting, in 1964 con-
tests $20 of a $100 asserted real property tax 
liability but pays the entire $100 to the tax-
ing authority. In 1968, the contest is settled 
and X receives a refund of $5. X deducts $100 
for the taxable year 1964, and includes $5 in 
gross income for the taxable year 1968 (as-
suming § 1.111–1 does not apply to such 
amount). If in 1964 X pays only $80 to the 
taxing authority, X deducts only $80 for 1964. 
The result would be the same if X Corpora-
tion used the cash method of accounting. 

Example 2. Y Corporation makes its return 
on the basis of a calendar year and uses an 
accrual method of accounting. Y’s real prop-
erty taxes are assessed and become a lien on 
December 1, but are not payable until March 
1 of the following year. On December 10, 1964, 
Y contests $20 of the $100 asserted real prop-
erty tax which was assessed and became a 
lien on December 1, 1964. On March 1, 1965, Y 
pays the entire $100 to the taxing authority. 
In 1968, the contest is settled and Y receives 
a refund of $5. Y deducts $80 for the taxable 
year 1964, deducts $20 for the taxable year 
1965, and includes $5 in gross income for the 
taxable year 1968 (assuming § 1.111–1 does not 
apply to such amount). 

(b) Production costs—(1) In general; as-
serted liability. For purposes of para-
graph (a)(1) of this section, the term 
‘‘asserted liability’’ means an item 
with respect to which, but for the ex-
istence of any contest in respect of 
such item, a deduction would be allow-
able under an accrual method of ac-
counting. For example, a notice of a 
local real estate tax assessment and a 
bill received for services may represent 
asserted liabilities. 

(2) Definition of the term ‘‘contest’’. 
Any contest which would prevent ac-
crual of a liability under section 461(a) 
shall be considered to be a contest in 
determining whether the taxpayer sat-

isfies paragraph (a)(1)(i) of this section. 
A contest arises when there is a bona 
fide dispute as to the proper evaluation 
of the law or the facts necessary to de-
termine the existence or correctness of 
the amount of an asserted liability. It 
is not necessary to institute suit in a 
court of law in order to contest an as-
serted liability. An affirmative act de-
nying the validity or accuracy, or both, 
of an asserted liability to the person 
who is asserting such liability, such as 
including a written protest with pay-
ment of the asserted liability, is suffi-
cient to commence a contest. Thus, 
lodging a protest in accordance with 
local law is sufficient to contest an as-
serted liability for taxes. It is not nec-
essary that the affirmative act denying 
the validity or accuracy, or both, of an 
asserted liability be in writing if, upon 
examination of all the facts and cir-
cumstances, it can be established to 
the satisfaction of the Commissioner 
that a liability has been asserted and 
contested. 

(3) Example. The provisions of this 
paragraph are illustrated by the fol-
lowing example: 

Example: O Corporation makes its return 
on the basis of a calendar year and uses an 
accrual method of accounting. O receives a 
large shipment of typewriter ribbons from S 
Company on January 30, 1964, which O pays 
for in full on February 10, 1964. Subsequent 
to their receipt, several of the ribbons prove 
defective because of inferior materials used 
by the manufacturer. On August 9, 1964, O 
orally notifies S and demands refund of the 
full purchase price of the ribbons. After ne-
gotiations prove futile and a written demand 
is rejected by S, O institutes an action for 
the full purchase price. For purposes of para-
graph (a)(1)(i) of this section, S has asserted 
a liability against O which O contests on Au-
gust 9, 1964. O deducts the contested amount 
for 1964. 

(c) Transfer to provide for the satisfac-
tion of an asserted liability—(1) In gen-
eral. (i) A taxpayer may provide for the 
satisfaction of an asserted liability by 
transferring money or other property 
beyond his control to— 

(A) The person who is asserting the 
liability; 

(B) An escrowee or trustee pursuant 
to a written agreement (among the 
escrowee or trustee, the taxpayer, and 
the person who is asserting the liabil-
ity) that the money or other property 
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be delivered in accordance with the 
settlement of the contest; 

(C) An escrowee or trustee pursuant 
to an order of the United States or of 
any State or political subdivision 
thereof or any agency or instrumen-
tality of the foregoing, or of a court, 
that the money or other property be 
delivered in accordance with the settle-
ment of the contest; or 

(D) A court with jurisdiction over the 
contest. 

(ii) In order for money or other prop-
erty to be beyond the control of a tax-
payer, the taxpayer must relinquish all 
authority over the money or other 
property. 

(iii) The following are not transfers 
to provide for the satisfaction of an as-
serted liability— 

(A) Purchasing a bond to guarantee 
payment of the asserted liability; 

(B) An entry on the taxpayer’s books 
of account; 

(C) A transfer to an account that is 
within the control of the taxpayer; 

(D) A transfer of any indebtedness of 
the taxpayer or of any promise by the 
taxpayer to provide services or prop-
erty in the future; and 

(E) A transfer to a person (other than 
the person asserting the liability) of 
any stock of the taxpayer or of any 
stock or indebtedness of a person re-
lated to the taxpayer (as defined in sec-
tion 267(b)). 

(2) Examples. The provisions of this 
paragraph are illustrated by the fol-
lowing examples: 

Example 1. M Corporation contests a $5,000 
liability asserted against it by L Company 
for services rendered. To provide for the con-
tingency that it might have to pay the li-
ability, M establishes a separate bank ac-
count in its own name. M then transfers 
$5,000 from its general account to such sepa-
rate account. Such transfer does not qualify 
as a transfer to provide for the satisfaction 
of an asserted liability because M has not 
transferred the money beyond its control. 

Example 2. M Corporation contests a $5,000 
liability asserted against it by L Company 
for services rendered. To provide for the con-
tingency that it might have to pay the li-
ability, M transfers $5,000 to an irrevocable 
trust pursuant to a written agreement 
among the trustee, M (the taxpayer), and L 
(the person who is asserting the liability) 
that the money shall be held until the con-
test is settled and then disbursed in accord-
ance with the settlement. Such transfer 

qualifies as a transfer to provide for the sat-
isfaction of an asserted liability. 

(d) Contest exists after transfer. In 
order for a contest with respect to an 
asserted liability to exist after the 
time of transfer, such contest must be 
pursued subsequent to such time. Thus, 
the contest must have been neither set-
tled nor abandoned at the time of the 
transfer. A contest may be settled by a 
decision, judgment, decree, or other 
order of any court of competent juris-
diction which has become final, or by 
written or oral agreement between the 
parties. For example, Z Corporation, 
which uses an accrual method of ac-
counting, in 1964 contests a $100 as-
serted liability. In 1967 the contested 
liability is settled as being $80 which Z 
accrues and deducts for such year. In 
1968 Z pays the $80. Section 461(f) does 
not apply to Z with respect to the 
transfer because a contest did not exist 
after the time of such transfer. 

(e) Deduction otherwise allowed—(1) In 
general. The existence of the contest 
with respect to an asserted liability 
must prevent (without regard to sec-
tion 461(f)) and be the only factor pre-
venting a deduction for the taxable 
year of the transfer (or, in the case of 
an accrual method taxpayer, for an 
earlier taxable year for which such 
amount would be accruable) to provide 
for the satisfaction of such liability. 
Nothing in section 461(f) or this section 
shall be construed to give rise to a de-
duction since section 461(f) and this 
section relate only to the timing of de-
ductions which are otherwise allowable 
under the Code. 

(2) Application of economic performance 
rules to transfers under section 461(f). (i) 
A taxpayer using an accrual method of 
accounting is not allowed a deduction 
under section 461(f) in the taxable year 
of the transfer unless economic per-
formance has occurred. 

(ii) Economic performance occurs for 
liabilities requiring payment to an-
other person arising out of any workers 
compensation act or any tort, or any 
other liability designated in § 1.461–4(g), 
as payments are made to the person to 
which the liability is owed. Except as 
provided in section 468B or the regula-
tions thereunder, economic perform-
ance does not occur when a taxpayer 
transfers money or other property to a 
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trust, an escrow account, or a court to 
provide for the satisfaction of an as-
serted workers compensation, tort, or 
other liability designated under § 1.461– 
4(g) that the taxpayer is contesting un-
less the trust, escrow account, or court 
is the person to which the liability is 
owed or the taxpayer’s payment to the 
trust, escrow account, or court dis-
charges the taxpayer’s liability to the 
claimant. Rather, economic perform-
ance occurs in the taxable year the 
taxpayer transfers money or other 
property to the person that is asserting 
the workers compensation, tort, or 
other liability designated under § 1.461– 
4(g) that the taxpayer is contesting or 
in the taxable year that payment is 
made from a trust, an escrow account, 
or a court registry funded by the tax-
payer to the person to which the liabil-
ity is owed. 

(3) Examples. The provisions of this 
paragraph are illustrated by the fol-
lowing examples: 

Example 1. A, an individual, makes a gift of 
certain property to B, an individual. A pays 
the entire amount of gift tax assessed 
against him but contests his liability for the 
tax. Section 275(a)(3) provides that gift taxes 
are not deductible. A does not satisfy the re-
quirement of paragraph (a)(1)(iv) of this sec-
tion because a deduction would not be al-
lowed for the taxable year of the transfer 
even if A did not contest his liability to the 
tax. 

Example 2. Corporation X is a defendant in 
a class action suit for tort liabilities. In 2002, 
X establishes a trust for the purpose of satis-
fying the asserted liability and transfers 
$10,000,000 to the trust. The trust does not 
satisfy the requirements of section 468B or 
the regulations thereunder. In 2004, the 
trustee pays $10,000,000 to the plaintiffs in 
settlement of the litigation. Under para-
graph (e)(2) of this section, economic per-
formance with respect to X’s liability to the 
plaintiffs occurs in 2004. X may deduct the 
$10,000,000 payment to the plaintiffs in 2004. 

(f) Treatment of money or property 
transferred to an escrowee, trustee, or 
court and treatment of any income attrib-
utable thereto. [Reserved] 

(g) Effective dates. (1) Except as other-
wise provided, this section applies to 
transfers of money or other property in 
taxable years beginning after Decem-
ber 31, 1953, and ending after August 16, 
1954. 

(2) Paragraph (c)(1)(iii)(E) of this sec-
tion applies to transfers of any stock of 

the taxpayer or any stock or indebted-
ness of a person related to the taxpayer 
on or after November 19, 2003. 

(3) Paragraph (e)(2)(i) of this section 
applies to transfers of money or other 
property after July 18, 1984. 

(4) Paragraph (e)(2)(ii) and paragraph 
(e)(3) Example 2 of this section apply 
to— 

(i) Transfers after July 18, 1984, of 
money or other property to provide for 
the satisfaction of an asserted workers 
compensation or tort liability; and 

(ii) Transfers in taxable years begin-
ning after December 31, 1991, of money 
or other property to provide for the 
satisfaction of asserted liabilities des-
ignated in § 1.461–4(g) (other than liabil-
ities for workers compensation or 
tort). 

[T.D. 6772, 29 FR 15753, Nov. 24, 1964, as 
amended by T.D. 8408, 57 FR 12421, Apr. 10, 
1992; T.D. 9095, 68 FR 65636, Nov. 21, 2003; T.D. 
9140, 69 FR 43303, July 20, 2004] 

§ 1.461–3 Prepaid interest. [Reserved] 

§ 1.461–4 Economic performance. 

(a) Introduction—(1) In general. For 
purposes of determining whether an ac-
crual basis taxpayer can treat the 
amount of any liability (as defined in 
§ 1.446–1(c)(1)(ii)(B)) as incurred, the all 
events test is not treated as met any 
earlier than the taxable year in which 
economic performance occurs with re-
spect to the liability. 

(2) Overview. Paragraph (b) of this 
section lists exceptions to the eco-
nomic performance requirement. Para-
graph (c) of this section provides cross- 
references to the definitions of certain 
terms for purposes of section 461 (h) 
and the regulations thereunder. Para-
graphs (d) through (m) of this section 
and § 1.461–6 provide rules for deter-
mining when economic performance oc-
curs. Section 1.461–5 provides rules re-
lating to an exception under which cer-
tain recurring items may be incurred 
for the taxable year before the year 
during which economic performance 
occurs. 

(b) Exceptions to the economic perform-
ance requirement. Paragraph 
(a)(2)(iii)(B) of § 1.461–1 provides exam-
ples of liabilities that are taken into 
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account under rules that operate with-
out regard to the all events test (in-
cluding economic performance). 

(c) Definitions. The following cross- 
references identify certain terms de-
fined for purposes of section 461(h) and 
the regulations thereunder: 

(1) Liability. See paragraph 
(c)(1)(ii)(B)d of § 1.446–1 for the defini-
tion of ‘‘liability.’’ 

(2) Payment. See paragraph (g)(1)(ii) 
of this section for the definition of 
‘‘payment.’’ 

(d) Liabilities arising out of the provi-
sion of services, property, or the use of 
property—(1) In general. The principles 
of this paragraph (d) determine when 
economic performance occurs with re-
spect to liabilities arising out of the 
performance of services, the transfer of 
property, or the use of property. This 
paragraph (d) does not apply to liabil-
ities described in paragraph (e) (relat-
ing to interest expense) or paragraph 
(g) (relating to breach of contract, 
workers compensation, tort, etc.) of 
this section. In addition, except as oth-
erwise provided in Internal Revenue 
regulations, revenue procedures, or 
revenue rulings this paragraph (d) does 
not apply to amounts paid pursuant to 
a notional principal contract. The 
Commissioner may provide additional 
rules in regulations, revenue proce-
dures, or revenue rulings concerning 
the time at which economic perform-
ance occurs for items described in this 
paragraph (d). 

(2) Services or property provided to the 
Taxpayer—(i) In general. Except as oth-
erwise provided in paragraph (d)(5) of 
this section, if the liability of a tax-
payer arises out of the providing of 
services or property to the taxpayer by 
another person, economic performance 
occurs as the services or property is 
provided. 

(ii) Long-term contracts. In the case of 
any liability of a taxpayer described in 
paragraph (d)(2)(i) of this section that 
is an expense attributable to a long- 
term contract with respect to which 
the taxpayer uses the percentage of 
completion method, economic perform-
ance occurs— 

(A) As the services or property is pro-
vided; or, if earlier, 

(B) As the taxpayer makes payment 
(as defined in paragraph (g)(1)(ii) of 

this section) in satisfaction of the li-
ability to the person providing the 
services or property. See paragraph 
(k)(2) of this section for the effective 
date of this paragraph (d)(2)(ii). 

(iii) Employee benefits—(A) In general. 
Except as otherwise provided in any In-
ternal Revenue regulation, revenue 
procedure, or revenue ruling, the eco-
nomic performance requirement is sat-
isfied to the extent that any amount is 
otherwise deductible under section 404 
(employer contributions to a plan of 
deferred compensation), section 404A 
(certain foreign deferred compensation 
plans), and section 419 (welfare benefit 
funds). See § 1.461–1(a)(2)(iii)(D). 

(B) Property transferred in connection 
with performance of services. [Reserved] 

(iv) Cross-references. See Examples 4 
through 6 of paragraph (d)(7) of this 
section. See paragraph (d)(6) of this 
section for rules relating to when a 
taxpayer may treat services or prop-
erty as provided to the taxpayer. 

(3) Use of property provided to the tax-
payer—(i) In general. Except as other-
wise provided in this paragraph (d)(3)d 
and paragraph (d)(5) of this section, if 
the liability of a taxpayer arises out of 
the use of property by the taxpayer, 
economic performance occurs ratably 
over the period of time the taxpayer is 
entitled to the use of the property 
(taking into account any reasonably 
expected renewal periods when nec-
essary to carry out the purposes of sec-
tion 461(h)). See Examples 6 through 9 of 
paragraph (d)(7) of this section. 

(ii) Exceptions—(A) Volume, frequency 
of use, or income. If the liability of a 
taxpayer arises out of the use of prop-
erty by the taxpayer and all or a por-
tion of the liability is determined by 
reference to the frequency or volume of 
use of the property or the income from 
the property, economic performance 
occurs for the portion of the liability 
determined by reference to the fre-
quency or volume of use of the prop-
erty or the income from the property 
as the taxpayer uses the property or in-
cludes income from the property. See 
Examples 8 and 9 of paragraph (d)(7) of 
this section. This paragraph (d)(3)(ii) 
shall not apply if the District Director 
determines, that based on the sub-
stance of the transaction, the liability 
of the taxpayer for use of the property 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00287 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



278 

26 CFR Ch. I (4–1–13 Edition) § 1.461–4 

is more appropriately measured rat-
ably over the period of time the tax-
payer is entitled to the use of the prop-
erty. 

(B) Section 467 rental agreements. In 
the case of a liability arising out of the 
use of property pursuant to a section 
467 rental agreement, economic per-
formance occurs as provided in § 1.461– 
1(a)(2)(iii)(E). 

(4) Services or property provided by the 
taxpayer—(i) In general. Except as oth-
erwise provided in paragraph (d)(5) of 
this section, if the liability of a tax-
payer requires the taxpayer to provide 
services or property to another person, 
economic performance occurs as the 
taxpayer incurs costs (within the 
meaning of § 1.446–1(c)(1)(ii)) in connec-
tion with the satisfaction of the liabil-
ity. See Examples 1 through 3 of para-
graph (d)(7) of this section. 

(ii) Barter transactions. If the liability 
of a taxpayer requires the taxpayer to 
provide services, property, or the use of 
property, and arises out of the use of 
property by the taxpayer, or out of the 
provision of services or property to the 
taxpayer by another person, economic 
performance occurs to the extent of the 
lesser of— 

(A) The cumulative extent to which 
the taxpayer incurs costs (within the 
meaning of § 1.446–1(c)(1)(ii)) in connec-
tion with its liability to provide the 
services of property; or 

(B) The cumulative extent to which 
the services or property is provided to 
the taxpayer. 

(5) Liabilities that are assumed in con-
nection with the sale of a trade or busi-
ness—(i) In general. If, in connection 
with the sale or exchange of a trade or 
business by a taxpayer, the purchaser 
expressly assumes a liability arising 
out of the trade or business that the 
taxpayer but for the economic perform-
ance requirement would have been en-
titled to incur as of the date of the 
sale, economic performance with re-
spect to that liability occurs as the 
amount of the liability is properly in-
cluded in the amount realized on the 
transaction by the taxpayer. See 
§ 1.1001–2 for rules relating to the inclu-
sion in amount realized from a dis-
charge of liabilities resulting from a 
sale or exchange. 

(ii) Trade or business. For purposes of 
this paragraph (d)(5), a trade or busi-
ness is a specific group of activities 
carried on by the taxpayer for the pur-
pose of earning income or profit if 
every operation that is necessary to 
the process of earning income or profit 
is included in the group. Thus, for ex-
ample, the group of activities generally 
must include the collection of income 
and the payment of expenses. 

(iii) Tax avoidance. This paragraph 
(d)(5) does not apply if the District Di-
rector determines that tax avoidance is 
one of the taxpayer’s principal pur-
poses for the sale or exchange. 

(6) Rules relating to the provision of 
services or property to a taxpayer. The 
following rules apply for purposes of 
this paragraph (d): 

(i) Services or property provided to a 
taxpayer include services or property 
provided to another person at the di-
rection of the taxpayer. 

(ii) A taxpayer is permitted to treat 
services or property as provided to the 
taxpayer as the taxpayer makes pay-
ment to the person providing the serv-
ices or property (as defined in para-
graph (g)(1)(ii) of this section), if the 
taxpayer can reasonably expect the 
person to provide the services or prop-
erty within 31⁄2 months after the date 
of payment. 

(iii) A taxpayer is permitted to treat 
property as provided to the taxpayer 
when the property is delivered or ac-
cepted, or when title to the property 
passes. The method used by the tax-
payer to determine when property is 
provided is a method of accounting 
that must comply with the rules of 
§ 1.446–1(e). Thus, the method of deter-
mining when property is provided must 
be used consistently from year to year, 
and cannot be changed without the 
consent of the Commissioner. 

(iv) If different services or items of 
property are required to be provided to 
a taxpayer under a single contract or 
agreement, economic performance gen-
erally occurs over the time each serv-
ice is provided and as each item of 
property is provided. However, if a 
service or item of property to be pro-
vided to the taxpayer is incidental to 
other services or property to be pro-
vided under a contract or agreement, 
the taxpayer is not required to allocate 
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any portion of the total contract price 
to the incidental service or property. 
For purposes of this paragraph 
(d)(6)(iv), services or property is treat-
ed as incidental only if— 

(A) The cost of the services or prop-
erty is treated on the taxpayer’s books 
and records as part of the cost of the 
other services or property provided 
under the contract; and 

(B) The aggregate cost of the services 
or property does not exceed 10 percent 
of the total contract price. 

(7) Examples. The following examples 
illustrate the principles of this para-
graph (d). For purposes of these exam-
ples, it is assumed that the require-
ments of the all events test other than 
economic performance have been met, 
and that the recurring item exception 
is not used. Assume further that the 
examples do not involve section 467 
rental agreements and, therefore, sec-
tion 467 is not applicable. The examples 
are as follows: 

Example 1. Services or property provided by 
the taxpayer. (i) X corporation, a calendar 
year, accrual method taxpayer, is an oil 
company. During March 1990, X enters into 
an oil and gas lease with Y. In November 
1990, X installs a platform and commences 
drilling. The lease obligates X to remove its 
offshore platform and well fixtures upon 
abandonment of the well or termination of 
the lease. During 1998, X removes the plat-
form and well fixtures at a cost of $200,000. 

(ii) Under paragraph (d)(4)(i) of this sec-
tion, economic performance with respect to 
X’s liability to remove the offshore platform 
and well fixtures occurs as X incurs costs in 
connection with that liability. X incurs 
these costs in 1998 as, for example, X’s em-
ployees provide X with removal services (see 
paragraph (d)(2) of this section). Con-
sequently, X incurs $200,000 for the 1998 tax-
able year. Alternatively, assume that during 
1990 X pays Z $130,000 to remove the platform 
and fixtures, and that Z performs these re-
moval services in 1998. Under paragraph 
(d)(2) of this section, X does not incur this 
cost until Z performs the services. Thus, eco-
nomic performance with respect to the 
$130,000 X pays Z occurs in 1998. 

Example 2. Services or property provided by 
the taxpayer. (i) W corporation, a calendar 
year, accrual method taxpayer, sells tractors 
under a three-year warranty that obligates 
W to make any reasonable repairs to each 
tractor it sells. During 1990, W sells ten trac-
tors. In 1992 W repairs, at a cost of $5,000, two 
tractors sold during 1990. 

(ii) Under paragraph (d)(4)(i) of this sec-
tion, economic performance with respect to 

W’s liability to perform services under the 
warranty occurs as W incurs costs in connec-
tion with that liability. W incurs these costs 
in 1992 as, for example, replacement parts are 
provided to W (see paragraph (d)(2) of this 
section). Consequently, $5,000 is incurred by 
W for the 1992 taxable year. 

Example 3. Services or property provided by 
the taxpayer; Long-term contracts. (i) W cor-
poration, a calendar year, accrual method 
taxpayer, manufactures machine tool equip-
ment. In November 1992, W contracts to pro-
vide X corporation with certain equipment. 
The contract is not a long-term contract 
under section 460 or § 1.451–3. In 1992, W pays 
Z corporation $50,000 to lease from Z, for the 
one-year period beginning on January 1, 1993, 
testing equipment to perform quality control 
tests required by the agreement with X. In 
1992, pursuant to the terms of a contract, W 
pays Y corporation $100,000 for certain parts 
necessary to manufacture the equipment. 
The parts are provided to W in 1993. W’s em-
ployees provide W with services necessary to 
manufacture the equipment during 1993, for 
which W pays $150,000 in 1993. 

(ii) Under paragraph (d)(4) of this section, 
economic performance with respect to W’s li-
ability to provide the equipment to X occurs 
as W incurs costs in connection with that li-
ability. W incurs these costs during 1993, as 
services, property, and the use of property 
necessary to manufacture the equipment are 
provided to W (see paragraphs (d)(2) and 
(d)(3) of this section). Thus, $300,000 is in-
curred by W for the 1993 taxable year. See 
section 263A and the regulations thereunder 
for rules relating to the capitalization and 
inclusion in inventory of these incurred 
costs. 

(iii) Alternatively, assume that the agree-
ment with X is a long-term contract as de-
fined in section 460(f), and that W takes into 
account all items with respect to such con-
tracts under the percentage of completion 
method as described in section 460(b)(1). 
Under paragraph (d)(2)(ii) of this section, the 
$100,000 W pays in 1992 for parts is incurred 
for the 1992 taxable year, for purposes of de-
termining the percentage of completion 
under section 460(b)(1)(A). W’s other costs 
under the agreement are incurred for the 
1993 taxable year for this purpose. 

Example 4. Services or property provided to 
the taxpayers. (i) LP1, a calendar year, ac-
crual method limited partnership, owns the 
working interest in a parcel of property con-
taining oil and gas. During December 1990, 
LP1 enters into a turnkey contract with Z 
corporation pursuant to which LP1 pays Z 
$200,000 and Z is required to provide a com-
pleted well by the close of 1992. In May 1992, 
Z commences drilling the well, and, in De-
cember 1992, the well is completed. 

(ii) Under paragraph (d)(2) of this section, 
economic performance with respect to LP1’s 
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liability for drilling and development serv-
ices provided to LP1 by Z occurs as the serv-
ices are provided. Consequently, $200,000 is 
incurred by LP1 for the 1992 taxable year. 

Example 5. Services or property provided to 
the taxpayer. (i) X corporation, a calendar 
year, accrual method taxpayer, is an auto-
mobile dealer. On Jaunary 15, 1990, X agrees 
to pay an additional $10 to Y, the manufac-
turer of the automobiles, for each auto-
mobile purchased by X from Y. Y agrees to 
provide advertising and promotional activi-
ties to X. 

(ii) During 1990, X purchases from Y 1,000 
new automobiles and pays to Y an additional 
$10,000 as provided in the agreement. Y, in 
turn, uses this $10,000 to provide advertising 
and promotional activities during 1992. 

(iii) Under paragraph (d)(2) of this section, 
economic performance with respect to X’s li-
ability for advertising and promotional serv-
ices provided to X by Y occurs as the serv-
ices are provided. Consequently, $10,000 is in-
curred by X for the 1992 taxable year. 

Example 6. Use of property provided to the 
taxpayer; services or property provided to the 
taxpayer. (i) V corporation, a calendar year, 
accrual method taxpayer, charters aircrafts. 
On December 20, 1990, V leases a jet aircraft 
from L for the four-year period that begins 
on January 1, 1991. The lease obligates V to 
pay L a base rental of $500,000 per year. In 
addition, the lease requires V to pay $25 to 
an escrow account for each hour that the air-
craft is flown. The escrow account funds are 
held by V and are to be used by L to make 
necessary repairs to the aircraft. Any 
amount remaining in the escrow account 
upon termination of the lease is payable to 
V. During 1991, the aircraft is flown 1,000 
hours and V pays $25,000 to the escrow ac-
count. The aircraft is repaired by L in 1993. 
In 1994, $20,000 is released from the escrow 
account to pay L for the repairs. 

(ii) Under paragraph (d)(3)(i) of this sec-
tion, economic performance with respect to 
V’s base rental liability occurs ratably over 
the period of time V is entitled to use the jet 
aircraft. Consequently, the $500,000 rent is 
incurred by V for the 1991 taxable year and 
for each of the next three taxable years. 
Under paragraph (d)(2) of this section, eco-
nomic performance with respect to the li-
ability to place amounts in escrow occurs as 
the aircraft is repaired. Consequently, V in-
curs $20,00 for the 1993 taxable year. 

Example 7. Use of property provided to the 
taxpayer. (i) X corporation, a calendar year, 
accrual method taxpayer, manufactures and 
sells electronic circuitry. On November 15, 
1990, X enters into a contract with Y that en-
titles X to the exclusive use of a product 
owned by Y for the five-year period begin-
ning on January 1, 1991. Pursuant to the con-
tract, X pays Y $100,000 on December 30, 1990. 

(ii) Under paragraph (d)(3)(i) of this sec-
tion, economic performance with respect to 

X’s liability for the use of property occurs 
ratably over the period of time X is entitled 
to use the product. Consequently, $20,000 is 
incurred by X for 1991 and for each of the 
succeeding four taxable years. 

Example 8. Use of property provided to the 
taxpayer. (i) Y corporation, a calendar year, 
accrual method taxpayer, enters into a five- 
year lease with Z for the use of a copy ma-
chine on July 1, 1991. Y also receives elivery 
of the copy machine on July 1, 1991. The 
lease obligates Y to pay Z a base rental pay-
ment of $6,000 per year at the beginning of 
each lease year and an additional charge of 5 
cents per copy 30 days after the end of each 
lease year. The machine is used to make 
50,000 copies during the first lease year: 
20,000 copies in 1991 and 30,000 copies from 
January 1, 1992, to July 1, 1992. Y pays the 
$6,000 base rental payment to Z on July 1, 
1991, and the $2,500 variable use payment on 
July 30, 1992. 

(ii) under paragraph (d)(3)(i) of this sec-
tion, economic performance with respect to 
Y’s base rental liability occurs ratably over 
the period of time Y is entitled to use the 
copy machine. Consequently, $3,000 rent is 
incurred by Y for the 1991 taxable year. 
Under paragraph (d)(3)(ii) of this section, 
economic performance with respect to Y’s 
variable use portion of the liability occurs as 
Y uses the machine. Thus, the $1,000 of the 
$2,500 variable-use liability that relates to 
the 20,000 copies made in 1991 is incurred by 
Y for the 1991 taxable year. 

Example 9. Use of property provided to the 
taxpayer. (i) X corporation, a calendar year, 
accrual method taxpayer, enters into a five- 
year product distribution agreement with Y, 
on January 1, 1992. The agreement provides 
for a payment of $100,000 on January 1, 1992, 
plus 10 percent of the gross profits earned by 
X from distribution of the product. The vari-
able income portion of X’s liability is pay-
able on April 1 of each subsequent year. On 
January 1, 1992, X pays Y $100,000. On April 1, 
1993, X pays Y $3 million representing 10 per-
cent of X’s gross profits from January 1 
through December 31, 1992. 

(ii) Under paragraph (d)(3)(i) of this sec-
tion, economic performance with respect to 
X’s $100,000 payment occurs ratably over the 
period of time X is entitled to use the prod-
uct. Consequently, $20,000 is incurred by X 
for each year of the agreement beginning 
with 1992. Under paragraph (d)(3)(ii) of this 
section, economic performance with respect 
to X’s variable income portion of the liabil-
ity occurs as the income is earned by X. 
Thus, the $3 million variable-income liabil-
ity is incurred by X for the 1992 taxable year. 

(e) Interest. In the case of interest, 
economic performance occurs as the in-
terest cost economically accrues, in ac-
cordance with the principles of rel-
evant provisions of the Code. 
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(f) Timing of deductions from notional 
principal contracts. Economic perform-
ance on a notional principal contract 
occurs as provided under § 1.446–3. 

(g) Certain liabilities for which payment 
is economic performance—(1) In general— 
(i) Person to which payment must be 
made. In the case of liabilities de-
scribed in paragraphs (g) (2) through (7) 
of this section, economic performance 
occurs when, and to the extent that, 
payment is made to the person to 
which the liability is owed. Thus, ex-
cept as otherwise provided in para-
graph (g)(1)(iv) of this section and 
§ 1.461–6, economic performance does 
not occur as a taxpayer makes pay-
ments in connection with such a liabil-
ity to any other person, including a 
trust, escrow account, court-adminis-
tered fund, or any similar arrange-
ment, unless the payments constitute 
payment to the person to which the li-
ability is owed under paragraph 
(g)(1)(ii)(B) of this section. Instead, 
economic performance occurs as pay-
ments are made from that other person 
or fund to the person to which the li-
ability is owed. The amount of eco-
nomic performance that occurs as pay-
ment is made from the other person or 
fund to the person to which the liabil-
ity is owed may not exceed the amount 
the taxpayer transferred to the other 
person or fund. For special rules relat-
ing to the taxation of amounts trans-
ferred to ‘‘qualified settlement funds,’’ 
see section 468B and the regulations 
thereunder. The Commissioner may 
provide additional rules in regulations, 
revenue procedures, and revenue rul-
ings concerning the time at which eco-
nomic performance occurs for items de-
scribed in this paragraph (g). 

(ii) Payment to person to which liability 
is owed. Paragraph (d)(6) of this section 
provides that for purposes of paragraph 
(d) of this section (relating to the pro-
vision of services or property to the 
taxpayer) in certain cases a taxpayer 
may treat services or property as pro-
vided to the taxpayer as the taxpayer 
makes payments to the person pro-
viding the services or property. In addi-
tion, this paragraph (g) provides that 
in the case of certain liabilities of a 
taxpayer, economic performance oc-
curs as the taxpayer makes payment to 
persons specified therein. For these and 

all other purposes of section 461(h) and 
the regulations thereunder: 

(A) Payment. The term payment has 
the same meaning as is used when de-
termining whether a taxpayer using 
the cash receipts and disbursements 
method of accounting has made a pay-
ment. Thus, for example, payment in-
cludes the furnishing of cash or cash 
equivalents and the netting of offset-
ting accounts. Payment does not in-
clude the furnishing of a note or other 
evidence of indebtedness of the tax-
payer, whether or not the evidence is 
guaranteed by any other instrument 
(including a standby letter of credit) or 
by any third party (including a govern-
ment agency). As a further example, 
payment does not include a promise of 
the taxpayer to provide services or 
property in the future (whether or not 
the promise is evidenced by a contract 
or other witten agreement). In addi-
tion, payment does not include an 
amount transferred as a loan, refund-
able deposit, or contingent payment. 

(B) Person to which payment is made. 
Payment to a particular person is ac-
complished if paragraph (g)(1)(ii)(A) of 
this section is satisfied and a cash 
basis taxpayer in the position of that 
person would be treated as having ac-
tually or constructively received the 
amount of the payment as gross in-
come under the principles of section 451 
(without regard to section 104(a) or any 
other provision that specifically ex-
cludes the amount from gross income). 
Thus, for example, the purchase of an 
annuity contract or any other asset 
generally does not constitute payment 
to the person to which a liability is 
owed unless the ownership of the con-
tract or other asset is transferred to 
that person. 

(C) Liabilities that are assumed in con-
nection with the sale of a trade or busi-
ness. Paragraph (d)(5) of this section 
provides rules that determine when 
economic performance occurs in the 
case of liabilities that are assumed in 
connection with the sale of a trade or 
business. The provisions of paragraph 
(d)(5) of this section also apply to any 
liability described in paragraph (g) (2) 
through (7) of this section that the pur-
chaser expressly assumes in connection 
with the sale or exchange of a trade or 
business by a taxpayer, provided the 
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taxpayer (but for the economic per-
formance requirement) would have 
been entitled to incur the liability as 
of the date of the sale. 

(iii) Person. For purposes of this para-
graph (g), ‘‘person’’ has the same mean-
ing as in section 7701(a)(1), except that 
it also includes any foreign state, the 
United States, any State or political 
subdivision thereof, any possession of 
the United States, and any agency or 
instrumentality of any of the fore-
going. 

(iv) Assignments. If a person that has 
a right to receive payment in satisfac-
tion of a liability described in para-
graphs (g) (2) through (7) of this section 
makes a valid assignment of that right 
to a second person, or if the right is as-
signed to the second person through 
operation of law, then payment to the 
second person in satisfaction of that li-
ability constitutes payment to the per-
son to which the liability is owed. 

(2) Liabilities arising under a workers 
compensation act or out of any tort, 
breach of contract, or violation of law. If 
the liability of a taxpayer requires a 
payment or series of payments to an-
other person and arises under any 
workers compensation act or out of 
any tort, breach of contract, or viola-
tion of law, economic performance oc-
curs as payment is made to the person 
to which the liability is owed. See Ex-
ample 1 of paragraph (g)(8) of this sec-
tion. For purposes of this paragraph 
(g)(2)— 

(i) A liability to make payments for 
services, property, or other consider-
ation provided under a contract is not 
a liability arising out of a breach of 
that contract unless the payments are 
in the nature of incidental, consequen-
tial, or liquidated damages; and 

(ii) A liability arising out of a tort, 
breach of contract, or violation of law 
includes a liability arising out of the 
settlement of a dispute in which a tort, 
breach of contract, or violation of law, 
respectively, is alleged. 

(3) Rebates and refunds. If the liability 
of a taxpayer is to pay a rebate, refund, 
or similar payment to another person 
(whether paid in property, money, or as 
a reduction in the price of goods or 
services to be provided in the future by 
the taxpayer), economic performance 
occurs as payment is made to the per-

son to which the liability is owed. This 
paragraph (g)(3) applies to all rebates, 
refunds, and payments or transfers in 
the nature of a rebate or refund regard-
less of whether they are characterized 
as a deduction from gross income, an 
adjustment to gross receipts or total 
sales, or an adjustment or addition to 
cost of goods sold. In the case of a re-
bate or refund made as a reduction in 
the price of goods or services to be pro-
vided in the future by the taxpayer, 
‘‘payment’’ is deemed to occur as the 
taxpayer would otherwise be required 
to recognize income resulting from a 
disposition at an unreduced price. See 
Example 2 of paragraph (g)(8) of this 
section. For purposes of determining 
whether the recurring item exception 
of § 1.461–5 applies, a liability that 
arises out of a tort, breach of contract, 
or violation of law is not considered a 
rebate or refund. 

(4) Awards, prizes, and jackpots. If the 
liability of a taxpayer is to provide an 
award, prize, jackpot, or other similar 
payment to another person, economic 
performance occurs as payment is 
made to the person to which the liabil-
ity is owed. See Examples 3 and 4 of 
paragraph (g)(8) of this section. 

(5) Insurance, warranty, and service 
contracts. If the liability of a taxpayer 
arises out of the provision to the tax-
payer of insurance, or a warranty or 
service contract, economic perform-
ance occurs as payment is made to the 
person to which the liability is owed. 
See Examples 5 through 7 of paragraph 
(g)(8) of this section. For purposes of 
this paragraph (g)(5)— 

(i) A warranty or service contract is 
a contract that a taxpayer enters into 
in connection with property bought or 
leased by the taxpayer, pursuant to 
which the other party to the contract 
promises to replace or repair the prop-
erty under specified circumstances. 

(ii) The term ‘‘insurance’’ has the 
same meaning as is used when deter-
mining the deductibility of amounts 
paid or incurred for insurance under 
section 162. 

(6) Taxes—(i) In general. Except as 
otherwise provided in this paragraph 
(g)(6), if the liability of a taxpayer is to 
pay a tax, economic performance oc-
curs as the tax is paid to the govern-
mental authority that imposed the tax. 
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For purposes of this paragraph (g)(6), 
payment includes payments of esti-
mated income tax and payments of tax 
where the taxpayer subsequently files a 
claim for credit or refund. In addition, 
for purposes of this paragraph (g)(6), a 
tax does not include a charge collected 
by a governmental authority for spe-
cific extraordinary services or property 
provided to a taxpayer by the govern-
mental authority. Examples of such a 
charge include the purchase price of a 
parcel of land sold to a taxpayer by a 
governmental authority and a charge 
for labor engaged in by government 
employees to improve that parcel. In 
certain cases, a liability to pay a tax is 
permitted to be taken into account in 
the taxable year before the taxable 
year during which economic perform-
ance occurs under the recurring item 
exception of § 1.461–5. See Example 8 of 
paragraph (g)(8) of this section. 

(ii) Licensing fees. If the liability of a 
taxpayer is to pay a licensing or permit 
fee required by a governmental author-
ity, economic performance occurs as 
the fee is paid to the governmental au-
thority, or as payment is made to any 
other person at the direction of the 
governmental authority. 

(iii) Exceptions—(A) Real property 
taxes. If a taxpayer has made a valid 
election under section 461 (c), the tax-
payer’s accrual for real property taxes 
is determined under section 461 (c). 
Otherwise, economic performance with 
respect to a property tax liability oc-
curs as the tax is paid, as specified in 
paragraph (g)(6)(i) of this section. 

(B) Certain foreign taxes. If the liabil-
ity of a taxpayer is to pay an income, 
war profits, or excess profits tax that is 
imposed by the authority of any for-
eign country or possession of the 
United States and is creditable under 
section 901 (including a creditable tax 
described in section 903 that is paid in 
lieu of such a tax), economic perform-
ance occurs when the requirements of 
the all events test (as described in 
§ 1.446–1 (c)(1)(ii)) other than economic 
performance are met, whether or not 
the taxpayer elects to credit such taxes 
under section 901 (a). 

(7) Other liabilities. In the case of a 
taxpayer’s liability for which economic 
perfomance rules are not provided else-
where in this section or in any other 

Internal Revenue regulation, revenue 
ruling or revenue procedure, economic 
performance occurs as the taxpayer 
makes payments in satisfaction of the 
liability to the person to which the li-
ability is owed. This paragraph (g)(7) 
applies only if the liability cannot 
properly be characterized as a liability 
covered by rules provided elsewhere in 
this section. If a liability may properly 
be characterized as, for example, a li-
ability arising from the provision of 
services or property to, or by, a tax-
payer, the determination as to when 
economic performance occurs with re-
spect to that liability is made under 
paragraph (d) of this section and not 
under this paragraph (g)(7). 

(8) Examples. The following examples 
illustrate the principles of this para-
graph (g). For purposes of these exam-
ples, it is assumed that the require-
ments of the all events test other than 
economic performance have been met 
and, except as otherwise provided, that 
the recurring item exception is not 
used. 

Example 1. Liabilities arising out of a tort. (i) 
During the period 1970 through 1975, Z cor-
poration, a calendar year, accrual method 
taxpayer, manufactured and distributed in-
dustrial products that contained carcino-
genic substances. In 1992, a number of law-
suits are filed against Z alleging damages 
due to exposure to these products. In settle-
ment of a lawsuit maintained by A, Z agrees 
to purchase an annuity contract that will 
provide annual payments to A of $50,000 for a 
period of 25 years. On December 15, 1992, Z 
pays W, an unrelated life insurance com-
pany, $491,129 for such an annuity contract. Z 
retains ownership of the annuity contract. 

(ii) Under paragraph (g)(2) of this section, 
economic performance with respect to Z’s li-
ability to A occurs as each payment is made 
to A. Consequently, $50,000 is incurred by Z 
for each taxable year that a payment is 
made to A under the annuity contract. (Z 
must also include in income a portion of 
amounts paid under the annuity, pursuant to 
section 72.) The result is the same if in 1992 
Z secures its obligation with a standby letter 
of credit. 

(iii) If Z later transfers ownership of the 
annuity contract to A, an amount equal to 
the fair market value of the annuity on the 
date of transfer is incurred by Z in the tax-
able year of the transfer (see paragraph 
(g)(1)(ii)(B) of this section). In addition, the 
transfer constitutes a transaction to which 
section 1001 applies. 

Example 2. Rebates and refunds. (i) X cor-
poration, a calendar year, accrual method 
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taxpayer, manufactures and sells hardware 
products. X enters into agreements that en-
title each of its distributors to a rebate (or 
discount on future purchases) from X based 
on the amount of purchases made by the dis-
tributor from X during any calendar year. 
During the 1992 calendar year, X becomes lia-
ble to pay a $2,000 rebate to distributor A. X 
pays A $1,200 of the rebate on January 15, 
1993, and the remaining $800 on October 15, 
1993. Assume the rebate is deductible (or al-
lowable as an adjustment to gross receipts or 
cost of goods sold) when incurred. 

(ii) If X does not adopt the recurring item 
exception described in § 1.461–5 with respect 
to rebates and refunds, then under paragraph 
(g)(3) of this section, economic performance 
with respect to the $2,000 rebate liability oc-
curs in 1993. However, if X has made a proper 
election under § 1.461–5, and as of December 
31, 1992, all events have occurred that deter-
mine the fact of the rebate liability, X incurs 
$1,200 for the 1992 taxable year. Because eco-
nomic performance (payment) with respect 
to the remaining $800 does not occur until 
October 15, 1993 (more than 81⁄2 months after 
the end of 1992), X cannot use the recurring 
item exception for this portion of the liabil-
ity (see § 1.461–5). Thus, the $800 is not in-
curred by X until the 1993 taxable year. If, 
instead of making the cash payments to A 
during 1993, X adjusts the price of hardware 
purchased by A that is delivered to A during 
1993, X’s ‘‘payment’’ occurs as X would other-
wise be required to recognize income result-
ing from a disposition at an unreduced price. 

Example 3. Awards, prizes, and jackpots. (i) 
W corporation, a calendar year, accrual 
method taxpayer, produces and sells break-
fast cereal. W conducts a contest pursuant to 
which the winner is entitled to $10,000 per 
year for a period of 20 years. On December 1, 
1992, A is declared the winner of the contest 
and is paid $10,000 by W. In addition, on De-
cember 1 of each of the next nineteen years, 
W pays $10,000 to A. 

(ii) Under paragraph (g)(4) of this section, 
economic performance with respect to the 
$200,000 contest liability occurs as each of 
the $10,000 payments is made by W to A. Con-
sequently, $10,000 is incurred by W for the 
1992 taxable year and for each of the suc-
ceeding nineteen taxable years. 

Example 4. Awards, prizes, and jackpots. (i) Y 
corporation, a calendar year, accrual method 
taxpayer, owns a casino that contains pro-
gressive slot machines. A progressive slot 
machine provides a guaranteed jackpot 
amount that increases as money is gambled 
through the machine until the jackpot is 
won or until a maximum predetermined 
amount is reached. On July 1, 1993, the guar-
anteed jackpot amount on one of Y’s slot 
machines reaches the maximum predeter-
mined amount of $50,000. On October 1, 1994, 
the $50,000 jackpot is paid to B. 

(ii) Under paragraph (g)(4) of this section, 
economic performance with respect to the 
$50,000 jackpot liability occurs on the date 
the jackpot is paid to B. Consequently, 
$50,000 is incurred by Y for the 1994 taxable 
year. 

Example 5. Insurance, warranty, and service 
contracts. (i) V corporation, a calendar year, 
accrual method taxpayer, manufactures 
toys. V enters into a contract with W, an un-
related insurance company, on December 15, 
1992. The contract obligates V to pay W a 
premium of $500,000 before the end of 1995. 
The contract obligates W to satisfy any li-
ability of V resulting from claims made dur-
ing 1993 or 1994 against V by any third party 
for damages attributable to defects in toys 
manufactured by V. Pursuant to the con-
tract, V pays W a premium of $500,000 on Oc-
tober 1, 1995. 

(ii) Assuming the arrangement constitutes 
insurance, under paragraph (g)(5) of this sec-
tion economic performance occurs as the 
premium is paid. Thus, $500,000 is incurred by 
V for the 1995 taxable year. 

Example 6. Insurance, warranty, and service 
contracts. (i) Y corporation, a calendar year, 
accrual method taxpayer, is a common car-
rier. On December 15, 1992, Y enters into a 
contract with Z, an unrelated insurance 
company, under which Z must satisfy any li-
ability of Y that arises during the succeeding 
5 years for damages under a workers com-
pensation act or out of any tort, provided the 
event that causes the damages occurs during 
1993 or 1994. Under the contract, Y pays 
$360,000 to Z on December 31, 1993. 

(ii) Assuming the arrangement constitutes 
insurance, under paragraph (g)(5) of this sec-
tion economic performance occurs as the 
premium is paid. Consequently, $360,000 is in-
curred by Y for the 1993 taxable year. The pe-
riod for which the $360,000 amount is per-
mitted to be taken into account is deter-
mined under the capitalization rules because 
the insurance contract is an asset having a 
useful life extending substantially beyond 
the close of the taxable year. 

Example 7. Insurance, warranty, and service 
contracts. Assume the same facts as in Exam-
ple 6, except that Y is obligated to pay the 
first $5,000 of any damages covered by the ar-
rangement with Z. Y is, in effect, self-in-
sured to the extent of this $5,000 ‘‘deduct-
ible.’’ Thus, under paragraph (g)(2) of this 
section, economic performance with respect 
to the $5,000 liability does not occur until 
the amount is paid to the person to which 
the tort or workers compensation liability is 
owed. 

Example 8. Taxes. (i) The laws of State A 
provide that every person owning personal 
property located in State A on the first day 
of January shall be liable for tax thereon and 
that a lien for the tax shall attach as of that 
date. In addition, the laws of State A provide 
that 60% of the tax is due on the first day of 
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December following the lien date and the re-
maining 40% is due on the first day of July 
of the succeeding year. On January 1, 1992, X 
corporation, a calendar year, accrual method 
taxpayer, owns personal property located in 
State A. State A imposes a $10,000 tax on S 
with respect to that property on January 1, 
1992. X pays State A $6,000 of the tax on De-
cember 1, 1992, and the remaining $4,000 on 
July 1, 1993. 

(ii) Under paragraph (g)(6) of this section, 
economic performance with respect to $6,000 
of the tax liability occurs on December 1, 
1992. Consequently, $6,000 is incurred by X for 
the 1992 taxable year. Economic performance 
with respect to the remaining $4,000 of the 
tax liability occurs on July 1, 1993. If X has 
adopted the recurring item exception de-
scribed in § 1.461–5 as a method of accounting 
for taxes, and as of December 31, 1992, all 
events have occurred that determine the li-
ability of X for the remaining $4,000, X also 
incurs $4,000 for the 1992 taxable year. If X 
does not adopt the recurring item exception 
method, the $4,000 is not incurred by X until 
the 1993 taxable year. 

(h) Liabilities arising under the Nuclear 
Waste Policy Act of 1982. Notwith-
standing the principles of paragraph (d) 
of this section, economic performance 
with respect to the liability of an 
owner or generator of nuclear waste to 
make payments to the Department of 
Energy (‘‘DOE’’) pursuant to a contract 
required by the Nuclear Waste Policy 
Act of 1982 (Pub. L. 97–425, 42 U.S.C. 
10101–10226 (1982)) occurs as each pay-
ment under the contract is made to 
DOE and not when DOE satisfies its ob-
ligations under the contract. This rule 
applies to the continuing fee required 
by 42 U.S.C. 10222(a)(2) (1982), as well as 
the one-time fee required by 42 U.S.C. 
10222 (a)(3) (1982). For rules relating to 
when economic performance occurs 
with respect to interest, see paragraph 
(e) of this section. 

(i) [Reserved] 
(j) Contingent liabilities. [Reserved] 
(k) Special effective dates—(1) In gen-

eral. Except as otherwise provided in 
this paragraph (k), section 461(h) and 
this section apply to liabilities that 
would, under the law in effect before 
the enactment of section 461(h), be al-
lowable as a deduction or otherwise in-
curred after July 18, 1984. For example, 
the economic performance requirement 
applies to all liabilities arising under a 
workers compensation act or out of 
any tort that would, under the law in 
effect before the enactment of section 

461(h), be incurred after July 18, 1984. 
For taxable years ending before April 7, 
1995, see Q&A–2 of § 1.461–7T (as it ap-
pears in 26 CFR part 1 revised April 1, 
1995), which provides an election to 
make this change in method of ac-
counting applicable to either the por-
tion of the first taxable year that oc-
curs after July 18, 1984 (part-year 
change method), or the entire first tax-
able year ending after July 18, 1984 
(full-year change method). With re-
spect to the effective date rules for in-
terest, section 461(h) applies to interest 
accruing under any obligation (whether 
or not evidenced by a debt instrument) 
if the obligation is incurred in any 
transaction occurring after June 8, 
1984, and is not incurred under a writ-
ten contract which was binding on 
March 1, 1984, and at all times there-
after until the obligation is incurred. 
Interest accruing under an obligation 
described in the preceding sentence is 
subject to section 461(h) even if the in-
terest accrues before July 19, 1984. 
Similarly, interest accruing under any 
obligation incurred in a transaction oc-
curring before June 9, 1984, (or under a 
written contract which was binding on 
March 1, 1984, and at all times there-
after until the obligation is incurred) is 
not subject to section 461(h) even to 
the extent the interest accrues after 
July 18, 1984. 

(2) Long-term contracts. Except as oth-
erwise provided in paragraph (M)(2) of 
this section, in the case of liabilities 
described in paragraph (d)(2)(ii) of this 
section (relating to long-term con-
tracts), paragraph (d)(2)(ii) of this sec-
tion applies to liabilities that would, 
but for the enactment of section 461(h), 
be allowable as a deduction or other-
wise incurred for taxable years begin-
ning after December 31, 1991. 

(3) Payment liabilities. Except as oth-
erwise provided in paragraph (m)(2) of 
this section, in the case of liabilities 
described in paragraph (g) of this sec-
tion (other than liabilities arising 
under a workers compensation act or 
out of any tort described in paragraph 
(g)(2) of this section), paragraph (g) of 
this section applies to liabilities that 
would, but for the enactment of section 
461(h), be allowable as a deduction or 
otherwise incurred for taxable years 
beginning after December 31, 1991. 
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(l) [Reserved] 
(m) Change in method of accounting re-

quired by this section—(1) In general. For 
the first taxable year ending after July 
18, 1984, a taxpayer is granted the con-
sent of the Commissioner to change its 
method of accounting for liabilities to 
comply with the provisions of this sec-
tion pursuant to any of the following 
procedures: 

(i) For taxable years ending before 
April 7, 1995, the part-year change in 
method election described in Q&A–2 
through Q&A–6 and Q&A–8 through 
Q&A–10 of § 1.461–7T (as it appears in 26 
CFR part 1 revised April 1, 1995); 

(ii) For taxable years ending before 
April 7, 1995, the full-year change in 
method election described in Q&A–2 
through Q&A–6 and Q&A–8 through 
Q&A–10 of § 1.461–7T (as it appears in 26 
CFR part 1 revised April 1, 1995); or 

(iii) For taxable years ending before 
April 7, 1995, if no election is made, the 
cut-off method described in Q&A–1 and 
Q&A–11 of § 1.461–7T (as it appears in 26 
CFR part 1 revised April 1, 1995). 

(2) Change in method of accounting for 
long-term contracts and payment liabil-
ities—(i) First taxable year beginning 
after December 31, 1991. For the first 
taxable year beginning after December 
31, 1991, a taxpayer is granted the con-
sent of the Commissioner to change its 
method of accounting for long-term 
contract liabilities described in para-
graph (D)(2)(ii) of this section and pay-
ment liabilities described in paragraph 
(g) of this section (other than liabil-
ities arising under a workers com-
pensation act or out of any tort de-
scribed in paragraph (g)(2) of this sec-
tion) to comply with the provisions of 
this section. The change must be made 
in accordance with paragraph (m)(1)(ii) 
or (m)(1)(iii) of this section, except the 
effective date is the first day of the 
first taxable year beginning December 
31, 1991. 

(ii) Retroactive change in method of ac-
counting for long-term contracts and pay-
ment liabilities. For the first taxable 
year beginning after December 31, 1989, 
or the first taxable year beginning 
after December 31, 1990, a taxpayer is 
granted the consent of the Commis-
sioner to change its method of account-
ing for long-term contract liabilities 
described in paragraph (d)(2)(ii) of this 

section and payment liabilities de-
scribed in paragraph (g) of this section 
(other than liabilities arising under a 
workers compensation act or out of 
any tort described in paragraph (g)(2) 
of this section) to comply with the pro-
visions of this section. The change 
must be made in accordance with para-
graph (m)(1)(ii) or (m)(1)(iii) of this sec-
tion, except the effective date is the 
first day of the first taxable year be-
ginning after December 31, 1989, or the 
first day of the first taxable year be-
ginning after December 31, 1990. For 
taxable years ending before April 7, 
1995, the taxpayer may make the 
change in method of accounting, in-
cluding a full-year change in method 
election under paragraph (m)(1)(ii) of 
this section and Q&A–5 of § 1.461–7T (as 
it appears in 26 CFR part 1 revised 
April 1, 1995), by filing an amended re-
turn for such year, provided the 
amended return is filed on or before Oc-
tober 7, 1992. 

[T.D. 8408, 57 FR 12421, Apr. 10, 1992, as 
amended by T.D. 8491, 58 FR 53135, Oct. 14, 
1993; T.D. 8593, 60 FR 18743, Apr. 13, 1995; T.D. 
8820, 64 FR 26851, May 18, 1999; T.D. 8408, 69 
FR 44597, July 27, 2004] 

§ 1.461–5 Recurring item exception. 
(a) In general. Except as otherwise 

provided in paragraph (c) of this sec-
tion, a taxpayer using an accrual meth-
od of accounting may adopt the recur-
ring item exception described in para-
graph (b) of this section as method of 
accounting for one or more types of re-
curring items incurred by the tax-
payer. In the case of the ‘‘other pay-
ment liabilities’’ described in § 1.461– 
4(g)(7), the Commissioner may provide 
for the application of the recurring 
item exception by regulation, revenue 
procedure or revenue ruling. 

(b) Requirements for use of the excep-
tion—(1) General rule. Under the recur-
ring item exception, a liability is 
treated as incurred for a taxable year 
if— 

(i) As of the end of that taxable year, 
all events have occurred that establish 
the fact of the liability and the amount 
of the liability can be determined with 
reasonable accuracy; 

(ii) Economic performance with re-
spect to the liability occurs on or be-
fore the earlier of— 
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(A) The date the taxpayer files a 
timely (including extensions) return 
for that taxable year; or 

(B) The 15th day of the 9th calendar 
month after the close of that taxable 
year; 

(iii) The liability is recurring in na-
ture; and 

(iv) Either— 
(A) The amount of the liability is not 

material; or 
(B) The accrual of the liability for 

that taxable year results in a better 
matching of the liability with the in-
come to which it relates than would re-
sult from accruing the liability for the 
taxable year in which economic per-
formance occurs. 

(2) Amended returns. A taxpayer may 
file an amended return treating a li-
ability as incurred under the recurring 
item exception for a taxable year if 
economic performance with respect to 
the liability occurs after the taxpayer 
files a return for that year, but within 
81⁄2 months after the close of that year. 

(3) Liabilities that are recurring in na-
ture. A liability is recurring if it can 
generally be expected to be incurred 
from one taxable year to the next. 
However, a taxpayer may treat such a 
liability as recurring in nature even if 
it is not incurred by the taxpayer in 
each taxable year. In addition, a liabil-
ity that has never previously been in-
curred by a taxpayer may be treated as 
recurring if it is reasonable to expect 
that the liability will be incurred on a 
recurring basis in the future. 

(4) Materiality requirement. For pur-
poses of this paragraph (b): 

(i) In determining whether a liability 
is material, consideration shall be 
given to the amount of the liability in 
absolute terms and in relation to the 
amount of other items of income and 
expense attributable to the same activ-
ity. 

(ii) A liability is material if it is ma-
terial for financial statement purposes 
under generally acepted accounting 
principles. 

(iii) A liability that is immaterial for 
financial statement purposes under 
generally accepted accounting prin-
ciples may be material for purposes of 
this paragraph (b). 

(5) Matching requirement. (i) In deter-
mining whether the matching require-

ment of paragraph (b)(1)(iv)(B) of this 
section is satisfied, generally accepted 
accounting principles are an important 
factor, but are not dispositive. 

(ii) In the case of a liability described 
in paragraph (g)(3) (rebates and re-
funds), paragraph (g)(4) (awards, prizes, 
and jackpots), paragraph (g)(5) (insur-
ance, warranty, and service contracts), 
paragraph (g)(6) (taxes), or paragraph 
(h) (continuing fees under the Nuclear 
Waste Policy Act of 1982) of § 1.461–4, 
the matching requirement of paragraph 
(b)(1)(iv)(B) of this section shall be 
deemed satisfied. 

(c) Types of liabilities not eligible for 
treatment under the recurring item excep-
tion. The recurring item exception does 
not apply to any liability of a taxpayer 
described in paragraph (e) (interest), 
paragraph (g)(2) (workers compensa-
tion, tort, breach of contract, and vio-
lation of law), or paragraph (g)(7) 
(other liabilities) of § 1.461–4. Moreover, 
the recurring item exception does not 
apply to any liability incurred by a tax 
shelter, as defined in section 461(i) and 
§ 1.448–1T(b). 

(d) Time and manner of adopting the re-
curring item exception—(1) In general. 
The recurring item exception is a 
method of accounting that must be 
consistently applied with respect to a 
type of item, or for all items, from one 
taxable year to the next in order to 
clearly reflect income. A taxpayer is 
permitted to adopt the recurring item 
exception as part of its method of ac-
counting for any type of item for the 
first taxable year in which that type of 
item is incurred. Except as otherwise 
provided, the rules of section 446(e) and 
§ 1.446–1(e) apply to changes to or from 
the recurring item exception as a 
method of accounting. For taxable 
years ending before April 7, 1995, see 
Q&A–7 of § 1.461–7T (as it appears in 26 
CFR part 1 revised April 1, 1995) for 
rules concerning the time and manner 
of adopting the recurring item excep-
tion for taxable years that include July 
19, 1984. For purposes of this section, 
items are to be classified by type in a 
manner that results in classifications 
that are no less inclusive than the clas-
sifications of production costs provided 
in the full-absorption regulations of 
§ 1.471–11(b) and(c), whether or not the 
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taxpayer is required to maintain inven-
tories. 

(2) Change to the recurring item excep-
tion method for the first taxable year be-
ginning after December 31, 1991—(i) In 
general. For the first taxable year be-
ginning after December 31, 1991, a tax-
payer is granted the consent of the 
Commissioner to change to the recur-
ring item exception method of account-
ing. A taxpayer is also granted the con-
sent of the Commissioner to expand or 
modify its use of the recurring item ex-
ception method for the first taxable 
year beginning after December 31, 1991. 
For each trade or business for which a 
taxpayer elects to use the recurring 
item exception method, the taxpayer 
must use the same method of change 
(cut-off or full-year change) it is using 
for that trade or business under § 1.461– 
4(m). For taxable year sending before 
April 7, 1995, see Q&A–11 of § 1.461–7T 
(as it appears in 26 CFR part 1 revised 
April 1, 1995) for an explanation of how 
amounts are taken into account under 
the cut-off method (except that, for 
purposes of this paragraph (d)(2), the 
change applies to all amounts other-
wise incurred on or after the first day 
of the first taxable year beginning 
after December 31, 1991). For taxable 
years ending before April 7, 1995, see 
Q&A–6 of § 1.461–7T (as it appears in 26 
CFR part 1 revised April 1, 1995) for an 
explanation of how amounts are taken 
into account under the full-year 
change method (except that the change 
in method occurs on the first day of 
the first taxable year beginning after 
December 31, 1991). For taxable years 
ending before April 7, 1995, the full-year 
change in method may result in a sec-
tion 481(a) adjustment that must be 
taken into account in the manner de-
scribed in Q&A–8 and Q&A–9 of § 1.461– 
7T (as it appears in 26 CFR part 1 re-
vised April 1, 1995) (except that the tax-
able year of change is the first taxable 
year beginning after December 31, 
1991). 

(ii) Manner of changing to the recur-
ring item exception method. For the first 
taxable year beginning after December 
31, 1991, a taxpayer may change to the 
recurring item exception method by 
accounting for the item on its timely 
filed original return for such taxable 
year (including extensions). For tax-

able years ending before April 7, 1995, 
the automatic consent of the Commis-
sioner is limited to those items ac-
counted for under the recurring item 
exception method on the timely filed 
return, unless the taxpayer indicates a 
wider scope of change by filing the 
statement provided in Q&A–7(b)(2) of 
§ 1.461–7T (as it appears in 26 CFR part 
1 revised April 1, 1995). 

(3) Retroactive change to the recurring 
item exception method. For the first tax-
able year beginning after December 31, 
1989, or December 31, 1990, a taxpayer is 
granted consent of the Commissioner 
to change to the recurring item excep-
tion method of accounting, provided 
the taxpayer complies with paragraph 
(d)(2) of this section on either the origi-
nal return for such year or on an 
amended return for such year filed on 
or before October 7, 1991. For this pur-
pose the effective date is the first day 
of the first taxable year beginning 
after December 31, 1989, or the first day 
of the first taxable year beginning 
after December 31, 1990. A taxpayer is 
also granted the consent of the Com-
missioner to expand or modify its use 
of the recurring item exception method 
for the first taxable year beginning 
after December 31, 1989, December 31, 
1990, or December 31, 1991. 

(e) Examples. The following examples 
illustrate the principles of this section: 

Example 1. Requirements for use of the recur-
ring item exception. (i) Y corporation, a cal-
endar year, accrual method taxpayer, manu-
factures and distributes video cassette re-
corders. Y timely files its federal income tax 
return for each taxable year on the extended 
due date for the return (September 15, of the 
following taxable year). Y offers to refund 
the price of a recorder to any purchaser not 
satisfied with the recorder. During 1992, 100 
purchasers request a refund of the $500 pur-
chase price. Y refunds $30,000 on or before 
September 15, 1993, and the remaining $20,000 
after such date but before the end of 1993. 

(ii) Under paragraph (g)(3) of § 1.461–4, eco-
nomic performance with respect to $30,000 of 
the refund liability occurs on September 15, 
1993. Assume the refund is deductible (or al-
lowable as an adjustment to gross receipts or 
cost of goods sold) when incurred. If Y does 
not adopt the recurring item exception with 
respect to rebates and refunds, the $30,000 re-
fund is incurred by Y for the 1993 taxable 
year. However, if Y has properly adopted the 
recurring item exception method of account-
ing under this section, and as of December 
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31, 1992, all events have occurred that deter-
mine the fact of the liability for the $30,000 
refund, Y incurs that amount for the 1992 
taxable year. Because economic performance 
(payment) with respect to the remaining 
$20,000 occurs after September 15, 1993 (more 
than 81⁄2 months after the end of 1992), that 
amount is not eligible for recurring item 
treatment under this section. Thus, the 
$20,000 amount is not incurred by Y until the 
1993 taxable year. 

Example 2. Requirements for use of the recur-
ring item exception; amended returns. The facts 
are the same as in Example 2, except that Y 
files its income tax return for 1992 on March 
15, 1993, and Y does not refund the price of 
any recorder before that date. Under para-
graph (b)(1) of this section, the refund liabil-
ity is not eligible for the recurring item ex-
ception because economic performance with 
respect to the refund does not occur before Y 
files a return for the taxable year for which 
the item would have been incurred under the 
exception. However, since economic perform-
ance occurs within 81⁄2 months after 1992, Y 
may file an amended return claiming the 
$30,000 as incurred for its 1992 taxable year 
(see paragraph (b)(2) of this section). 

[T.D. 8408, 57 FR 12427, Apr. 10, 1992, as 
amended by T.D. 8593, 60 FR 18743, Apr. 13, 
1995] 

§ 1.461–6 Economic performance when 
certain liabilities are assigned or 
are extinguished by the establish-
ment of a fund. 

(a) Qualified assignments of certain per-
sonal injury liabilities under section 130. 
In the case of a qualified assignment 
(within the meaning of section 130(c)), 
economic performance occurs as a tax-
payer-assignor makes payments that 
are excludible from the income of the 
assignee under section 130(a). 

(b) Section 468B. Economic perform-
ance occurs as a taxpayer makes quali-
fied payments to a designated settle-
ment fund under section 468B, relating 
to special rules for designated settle-
ment funds. 

(c) Payments to other funds or persons 
that constitute economic performance. 
[Reserved] 

(d) Effective dates. The rules in para-
graph (a) of this section apply to pay-
ments after July 18, 1984. 

[T.D. 8408, 57 FR 12428, Apr. 10, 1992] 

§ 1.465–1T Aggregation of certain ac-
tivities (temporary). 

(a) General rule. A partner in a part-
nership or an S corporation share-

holder may aggregate and treat as a 
single activity— 

(1) The holding, production, or dis-
tribution of more than one motion pic-
ture film or video tape by the partner-
ship or S corporation, 

(2) The farming (as defined in section 
464 (e)) of more than one farm by the 
partnership or S corporation, 

(3) The exploration for, or exploi-
tation of, oil and gas resources with re-
spect to more than one oil and gas 
property by the partnership or S cor-
poration, or 

(4) The exploration for, or exploi-
tation of, geothermal deposits (within 
the meaning of section 613(e)(3)) with 
respect to more than one geothermal 
property by the partnership or S cor-
poration. 
Thus, for example, if a partnership or S 
corporation is engaged in the activity 
of exploring for, or exploiting, oil and 
gas resources with respect to 10 oil and 
gas properties, a partner or S corpora-
tion shareholder may aggregate those 
properties and treat the aggregated oil 
and gas activities as a single activity. 
If that partnership or S corporation 
also is engaged in the activity of farm-
ing with respect to two farms, the part-
ner or shareholder may aggregate the 
farms and treat the aggregated farming 
activities as a single separate activity. 
Except as provided in section 
465(c)(2)(B)(ii), the partner or share-
holder cannot aggregate the farming 
activity with the oil and gas activity. 

(b) Effective date. This section shall 
apply to taxable years beginning after 
December 31, 1983 and before January 1, 
1985. 

(Secs. 465(c)(2)(B) and 7805 of the Internal 
Revenue Code of 1954 (98 Stat. 814, 68A Stat. 
917; 26 U.S.C. 465(c)(2)(B) and 7805)) 

[T.D. 8012, 50 FR 9614, Mar. 11, 1985] 

§ 1.465–8 General rules; interest other 
than that of a creditor. 

(a) In general—(1) Amounts borrowed. 
This section applies to amounts bor-
rowed for use in an activity described 
in section 465(c)(1) or (c)(3)(A). 
Amounts borrowed with respect to an 
activity will not increase the bor-
rower’s amount at risk in the activity 
if the lender has an interest in the ac-
tivity other than that of a creditor or 
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is related to a person (other than the 
borrower) who has an interest in the 
activity other than that of a creditor. 
This rule applies even if the borrower 
is personally liable for the repayment 
of the loan or the loan is secured by 
property not used in the activity. For 
additional rules relating to the treat-
ment of amounts borrowed from these 
persons, see § 1.465–20. 

(2) Certain borrowed amounts excepted. 
(i) For purposes of determining a cor-
poration’s amount at risk, an interest 
in the corporation as a shareholder is 
not an interest in any activity of the 
corporation. Thus, amounts borrowed 
by a corporation from a shareholder 
may increase the corporation’s amount 
at risk. 

(ii) For purposes of determining a 
taxpayer’s amount at risk in an activ-
ity of holding real property, paragraph 
(a)(1) of this section does not apply to 
financing that is secured by real prop-
erty used in the activity and is either— 

(A) Qualified nonrecourse financing 
described in section 465(b)(6)(B); or 

(B) Financing that, if it were non-
recourse, would be financing described 
in section 465(b)(6)(B). 

(b) Loans for which the borrower is per-
sonally liable for repayment—(1) General 
rule. If a borrower is personally liable 
for the repayment of a loan for use in 
an activity, a person shall be consid-
ered a person with an interest in the 
activity other than that of a creditor 
only if the person has either a capital 
interest in the activity or an interest 
in the net profits of the activity. 

(2) Capital interest. For the purposes 
of this section a capital interest in an 
activity means an interest in the as-
sets of the activity which is distribut-
able to the owner of the capital inter-
est upon the liquidation of the activ-
ity. The partners of a partnership and 
the shareholders of an S corporation 
are considered to have capital interests 
in the activities conducted by the part-
nership or S corporation. 

(3) Interest in net profits. For the pur-
poses of this section it is not necessary 
for a person to have any incidents of 
ownership in the activity in order to 
have an interest in the net profits of 
the activity. For example, an employee 
or independent contractor any part of 
whose compensation is determined 

with reference to the net profits of the 
activity will be considered to have an 
interest in the net profits of the activ-
ity. 

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

Example 1. A, the owner of a herd of cattle 
sells the herd to partnership BCD. BCD pays 
A $10,000 in cash and executes a note for 
$30,000 payable to A. Each of the three part-
ners, B, C, and D, assumes personal liability 
for repayment of the amount owed A. In ad-
dition, BCD enters into an agreement with A 
under which A is to take care of the cattle 
for BCD in return for compensation equal to 
6 percent of BCD’s net profits from the activ-
ity. Because A has an interest in the net 
profits of BCD’s farming activity, A is con-
sidered to have an interest in the activity 
other than that of a creditor. Accordingly, 
amounts payable to A for use in that activ-
ity do not increase the partners’ amount at 
risk even though the partners assume per-
sonal liability for repayment. 

Example 2. Assume the same facts as in Ex-
ample 1 except that instead of receiving com-
pensation equal to 6 percent of BCD’s net 
profits from the activity, A instead receives 
compensation equal to 1 percent of the gross 
receipts from the activity. A does not have a 
capital interest in BCD. A’s interest in the 
gross receipts is not considered an interest 
in the net profits. Because B, C, and D as-
sumed personal liability for the amounts 
payable to A, and A has neither a capital in-
terest nor an interest in the net profits of 
the activity, A is not considered to have an 
interest in the activity other than that of a 
creditor with respect to the $30,000 loan. Ac-
cordingly, B, C, and D are at risk for their 
share of the loan if the other provisions of 
section 465 are met. 

Example 3. Assume the same facts as in Ex-
ample 1 except that instead of receiving 
compensation equal to 6 percent of BCD’s net 
profits from the activity, A instead receives 
compensation equal to 6 percent of the net 
profits from the activity or $15,000, which-
ever is greater. A is considered to have an in-
terest in the net profits from the activity 
and accordingly will be treated as a person 
with an interest in the activity other than 
that of a creditor. 

(c) Nonrecourse loans secured by assets 
with a readily ascertainable fair market 
value—(1) General rule. This paragraph 
shall apply in the case of a nonrecourse 
loan for use in an activity where the 
loan is secured by property which has a 
readily ascertainable fair market 
value. In the case of such a loan a per-
son shall be considered a person with 
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an interest in the activity other than 
that of a creditor only if the person has 
either a capital interest in the activity 
or an interest in the net profits of the 
activity. 

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

Example. X is an investor in an activity de-
scribed in section 465(c)(1). In order to raise 
money for the investment, X borrows money 
from A, the promoter (the person who 
brought X together with other taxpayers for 
the purpose of investing in the activity). The 
loan is secured by stock unrelated to the ac-
tivity which is listed on a national securities 
exchange. X’s stock has a readily ascertain-
able fair market value. A does not have a 
capital interest in the activity or an interest 
in its net profits. Accordingly, with respect 
to the loan secured by X’s stock, A does not 
have an interest in the activity other than 
that of a creditor. 

(d) Nonrecourse loans secured by assets 
without a readily ascertainable fair mar-
ket value—(1) General rule. This para-
graph shall apply in the case of a non-
recourse loan for use in an activity 
where the loan is secured by property 
which does not have a readily ascer-
tainable fair market value. In the case 
of such a loan a person shall be consid-
ered a person with an interest in the 
activity other than that of a creditor if 
the person stands to receive financial 
gain (other than interest) from the ac-
tivity or from the sale of interests in 
the activity. For the purposes of this 
section persons who stand to receive fi-
nancial gain from the activity include 
persons who receive compensation for 
services rendered in connection with 
the organization or operation of the ac-
tivity or for the sale of interests in the 
activity. Such a person will generally 
include the promoter of the activity 
who organizes the activity or solicits 
potential investors in the activity. 

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

Example. A is the promoter of an activity 
described in section 465(c)(1). As the pro-
moter, A organizes the activity and solicits 
potential investors. For these services A is 
paid a flat fee of $130x. This fee is paid out of 
the amounts contributed by the investors to 
the activity. X, one of the investors in the 
activity, borrows money from A for use in 
the activity. X is not personally liable for re-

payment to A of the amount borrowed. As se-
curity for the loan, X pledges an asset which 
does not have a readily ascertainable fair 
market value. A is considered a person with 
an interest in the activity other than that of 
a creditor with respect to this loan because 
the asset pledged as security does not have a 
readily ascertainable fair market value, X is 
not personally liable for repayment of the 
loan, and A received financial gain from the 
activity. Accordingly, X’s amount at risk in 
the activity is not increased despite the fact 
that property was pledged as security. 

(e) Effective date. This section applies 
to amounts borrowed after May 3, 2004. 

[T.D. 9124, 69 FR 24079, May 3, 2004; 69 FR 
26305, May 12, 2004] 

§ 1.465–20 Treatment of amounts bor-
rowed from certain persons and 
amounts protected against loss. 

(a) General rule. The following 
amounts are treated in the same man-
ner as borrowed amounts for which the 
taxpayer has no personal liability and 
for which no security is pledged— 

(1) Amounts that do not increase the 
taxpayer’s amount at risk because they 
are borrowed from a person who has an 
interest in the activity other than that 
of a creditor or from a person who is 
related to a person (other than the tax-
payer) who has an interest in the activ-
ity other than that of a creditor; and 

(2) Amounts (whether or not bor-
rowed) that are protected against loss. 

(b) Interest other than that of a cred-
itor; cross reference. See § 1.465–8 for addi-
tional rules relating to amounts bor-
rowed from a person who has an inter-
est in the activity other than that of a 
creditor or is related to a person (other 
than the taxpayer) who has an interest 
in the activity other than that of a 
creditor. 

(c) Amounts protected against loss; 
cross reference. See § 1.465–6 for rules re-
lating to amounts protected against 
loss. 

(d) Effective date. This section applies 
to amounts borrowed after May 3, 2004. 

[T.D. 9124, 69 FR 24079, May 3, 2004] 
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§ 1.465–27 Qualified nonrecourse fi-
nancing. 

(a) In general. Notwithstanding any 
provision of section 465(b) or the regu-
lations under section 465(b), for an ac-
tivity of holding real property, a tax-
payer is considered at risk for the tax-
payer’s share of any qualified non-
recourse financing which is secured by 
real property used in such activity. 

(b) Qualified nonrecourse financing se-
cured by real property—(1) In general. 
For purposes of section 465(b)(6) and 
this section, the term qualified non-
recourse financing means any financ-
ing— 

(i) Which is borrowed by the taxpayer 
with respect to the activity of holding 
real property; 

(ii) Which is borrowed by the tax-
payer from a qualified person or rep-
resents a loan from any federal, state, 
or local government or instrumentality 
thereof, or is guaranteed by any fed-
eral, state, or local government; 

(iii) For which no person is person-
ally liable for repayment, taking into 
account paragraphs (b)(3), (4), and (5) of 
this section; and 

(iv) Which is not convertible debt. 
(2) Security for qualified nonrecourse fi-

nancing—(i) Types of property. For a 
taxpayer to be considered at risk under 
section 465(b)(6), qualified nonrecourse 
financing must be secured only by real 
property used in the activity of holding 
real property. For this purpose, how-
ever, property that is incidental to the 
activity of holding real property will 
be disregarded. In addition, for this 
purpose, property that is neither real 
property used in the activity of holding 
real property nor incidental property 
will be disregarded if the aggregate 
gross fair market value of such prop-
erty is less than 10 percent of the ag-
gregate gross fair market value of all 
the property securing the financing. 

(ii) Look-through rule for partnerships. 
For purposes of paragraph (b)(2)(i) of 
this section, a borrower shall be treat-
ed as owning directly its proportional 
share of the assets in a partnership in 
which the borrower owns (directly or 
indirectly through a chain of partner-
ships) an equity interest. 

(3) Personal liability; partial liability. If 
one or more persons are personally lia-
ble for repayment of a portion of a fi-

nancing, the portion of the financing 
for which no person is personally liable 
may qualify as qualified nonrecourse 
financing. 

(4) Partnership liability. For purposes 
of section 465(b)(6) and this paragraph 
(b), the personal liability of any part-
nership for repayment of a financing is 
disregarded and, provided the require-
ments contained in paragraphs (b)(1)(i), 
(ii), and (iv) of this section are satis-
fied, the financing will be treated as 
qualified nonrecourse financing se-
cured by real property if— 

(i) The only persons personally liable 
to repay the financing are partner-
ships; 

(ii) Each partnership with personal 
liability holds only property described 
in paragraph (b)(2)(i) of this section 
(applying the principles of paragraph 
(b)(2)(ii) of this section in determining 
the property held by each partnership); 
and 

(iii) In exercising its remedies to col-
lect on the financing in a default or de-
fault-like situation, the lender may 
proceed only against property that is 
described in paragraph (b)(2)(i) of this 
section and that is held by the partner-
ship or partnerships (applying the prin-
ciples of paragraph (b)(2)(ii) of this sec-
tion in determining the property held 
by the partnership or partnerships). 

(5) Disregarded entities. Principles 
similar to those described in paragraph 
(b)(4) of this section shall apply in de-
termining whether a financing of an 
entity that is disregarded for federal 
tax purposes under § 301.7701–3 of this 
chapter is treated as qualified non-
recourse financing secured by real 
property. 

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

Example 1. Personal liability of a partnership; 
incidental property. (i) X is a limited liability 
company that is classified as a partnership 
for federal tax purposes. X engages only in 
the activity of holding real property. In addi-
tion to real property used in the activity of 
holding real property, X owns office equip-
ment, a truck, and maintenance equipment 
that it uses to support the activity of hold-
ing real property. X borrows $500 to use in 
the activity. X is personally liable on the fi-
nancing, but no member of X and no other 
person is liable for repayment of the financ-
ing under local law. The lender may proceed 
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against all of X’s assets if X defaults on the 
financing. 

(ii) Under paragraph (b)(2)(i) of this sec-
tion, the personal property is disregarded as 
incidental property used in the activity of 
holding real property. Under paragraph (b)(4) 
of this section, the personal liability of X for 
repayment of the financing is disregarded 
and, provided the requirements contained in 
paragraphs (b)(1)(i), (ii), and (iv) of this sec-
tion are satisfied, the financing will be treat-
ed as qualified nonrecourse financing secured 
by real property. 

Example 2. Bifurcation of a financing. The 
facts are the same as in Example 1, except 
that A, a member of X, is personally liable 
for repayment of $100 of the financing. If the 
requirements contained in paragraphs 
(b)(1)(i), (ii), and (iv) of this section are satis-
fied, then under paragraph (b)(3) of this sec-
tion, the portion of the financing for which A 
is not personally liable for repayment ($400) 
will be treated as qualified nonrecourse fi-
nancing secured by real property. 

Example 3. Personal liability; tiered partner-
ships. (i) UTP1 and UTP2, both limited liabil-
ity companies classified as partnerships, are 
the only general partners in Y, a limited 
partnership. Y borrows $500 with respect to 
the activity of holding real property. The fi-
nancing is a general obligation of Y. UTP1 
and UTP2, therefore, are personally liable to 
repay the financing. Under section 752, 
UTP1’s share of the financing is $300, and 
UTP2’s share is $200. No person other than Y, 
UTP1, and UTP2 is personally liable to repay 
the financing. Y, UTP1, and UTP2 each hold 
only real property. 

(ii) Under paragraph (b)(4) of this section, 
the personal liability of Y, UTP1, and UTP2 
to repay the financing is disregarded and, 
provided the requirements of paragraphs 
(b)(1)(i), (ii), and (iv) of this section are satis-
fied, UTP1’s $300 share of the financing and 
UTP2’s $200 share of the financing will be 
treated as qualified nonrecourse financing 
secured by real property. 

Example 4. Personal liability; tiered partner-
ships. The facts are the same as in Example 3, 
except that Y’s general partners are UTP1 
and B, an individual. Because B, an indi-
vidual, is also personally liable to repay the 
$500 financing, the entire financing fails to 
satisfy the requirement in paragraph 
(b)(1)(iii) of this section. Accordingly, 
UTP1’s $300 share of the financing will not be 
treated as qualified nonrecourse financing 
secured by real property. 

Example 5. Personal liability; tiered partner-
ships. The facts are the same as in Example 3, 
except that Y is a limited liability company 
and UTP1 and UTP2 are not personally liable 
for the debt. However, UTP1 and UTP2 each 
pledge property as security for the loan that 
is other than real property used in the activ-
ity of holding real property and other than 
property that is incidental to the activity of 

holding real property. The fair market value 
of the property pledged by UTP1 and UTP2 is 
greater than 10 percent of the sum of the ag-
gregate gross fair market value of the prop-
erty held by Y and the aggregate gross fair 
market value of the property pledged by 
UTP1 and UTP2. Accordingly, the financing 
fails to satisfy the requirement in paragraph 
(b)(1)(iii) of this section by virtue of its fail-
ure to satisfy paragraph (b)(4)(iii) of this sec-
tion. Therefore, the financing is not qualified 
nonrecourse financing secured by real prop-
erty. 

Example 6. Personal liability; Disregarded en-
tity. (i) X is a single member limited liability 
company that is disregarded as an entity 
separate from its owner for federal tax pur-
poses under § 301.7701–3 of this chapter. X 
owns certain real property and property that 
is incidental to the activity of holding the 
real property. X does not own any other 
property. For federal tax purposes, A, the 
sole member of X, is considered to own all of 
the property held by X and is engaged in the 
activity of holding real property through X. 
X borrows $500 and uses the proceeds to pur-
chase additional real property that is used in 
the activity of holding real property. X is 
personally liable to repay the financing, but 
A is not personally liable for repayment of 
the financing under local law. The lender 
may proceed against all of X’s assets if X de-
faults on the financing. 

(ii) X is disregarded so that the assets and 
liabilities of X are treated as the assets and 
liabilities of A. However, A is not personally 
liable for the $500 liability. Provided that the 
requirements contained in paragraphs 
(b)(1)(i), (ii), and (iv) of this section are satis-
fied, the financing will be treated as quali-
fied nonrecourse financing secured by real 
property with respect to A. 

(c) Effective date. This section is ef-
fective for any financing incurred on or 
after August 4, 1998. Taxpayers, how-
ever, may apply this section retro-
actively for financing incurred before 
August 4, 1998. 

[T.D. 8777, 63 FR 41421, Aug. 4, 1998] 

§ 1.466–1 Method of accounting for the 
redemption cost of qualified dis-
count coupons. 

(a) Introduction. Section 466 permits 
taxpayers who elect to use the method 
of accounting description in section 466 
to deduct the redemption cost (as de-
fined in paragraph (b) of this section) 
of qualified discount coupons (as de-
fined in paragraph (c) of this section) 
outstanding at the end of the taxable 
year and redeemed during the redemp-
tion period (within the meaning of 
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paragraph (d)(2) of this section) in ad-
dition to the redemption cost of quali-
fied discount coupons redeemed during 
the taxable year which were not de-
ducted for a prior taxable year. For the 
taxable year in which the taxpayer 
first uses this method of accounting, 
the taxpayer is not allowed to deduct 
the redemption costs of qualified dis-
count coupons redeemed during the 
taxable year that would have been de-
ductible for the prior taxable year had 
the taxpayer used this method of ac-
counting for such prior year. (See para-
graph (e) of this section for rules de-
scribing how this amount should be 
taken into account.) A taxpayer must 
use the accrual method of accounting 
for any trade or business for which an 
election is made under section 466. Fur-
thermore, the taxpayer must make an 
election in accordance with the rules in 
section 466(d) and § 1.466–3 for that 
trade or business. The method of ac-
counting in section 466 is applicable 
only to the taxpayer’s redemption of 
qualified discount coupons. Section 466 
does not apply to trading stamps or 
premium coupons, which are subject to 
the method of accounting in § 1.451–4, 
or to discount coupons that are not 
qualified discount coupons. 

(b) Redemption costs—(1) Costs deduct-
ible under section 466. The deduction al-
lowed by section 466 applies only to the 
redemption cost of qualified discount 
coupons. The term ‘‘redemption cost’’ 
means an amount equal to: 

(i) The lesser of: 
(A) The amount of the discount stat-

ed on the coupon, or 
(B) The cost incurred by the taxpayer 

for paying the discount; plus 
(ii) The amount payable to the re-

tailer (or other person redeeming the 
coupon from the person receiving the 
price discount) for services in redeem-
ing the coupon. 
The amount payable to the retailer or 
other person for services in redeeming 
the coupon is allowed only if the 
amount payable is stated on the cou-
pon. 

(2) Costs not deductible under section 
466. The term ‘‘redemption cost’’ in-
cludes only the amounts stated in 
paragraph (b)(1) of this section. 
Amounts other than those mentioned 
in paragraph (b)(1) of this section can-

not be deducted under the method of 
accounting described in section 466 
even though such amounts are incurred 
in relation to the redemption of quali-
fied discount coupons. Therefore, those 
amounts must be taken into account as 
if section 466 did not apply. Examples 
of such amounts are fees paid to the re-
demption center or clearinghouse and 
amounts payable to the retailer in ex-
cess of the amount stated on the cou-
pon. 

(c) Qualified discount coupons—(1) 
General rule. In order for a discount 
coupon (as defined in paragraph (c)(2)(i) 
of this section) to be considered a 
qualified discount coupon, all of the 
following requirements must be met: 

(i) The coupon must have been issued 
by and must be redeemable by the tax-
payer; 

(ii) The coupon must allow a discount 
on the purchase price of merchandise 
or other tangible personal property; 

(iii) The face amount of the coupon 
must not exceed five dollars; 

(iv) The coupon, by its terms, may 
not be used with other coupons to bring 
about a price discount reimbursable by 
the issuer of more than five dollars 
with respect to any item; and 

(v) There must exist a redemption 
chain (as defined in paragraph (c)(2)(ii) 
of this section) with respect to the cou-
pon. 

(2) Definitions—(i) Discount coupon. A 
discount coupon is a sales promotion 
device used to encourage the purchase 
of a specific product by allowing a pur-
chaser of that product to receive a dis-
count on its purchase price. The term 
‘‘discount coupon’’ does not include 
trading stamps or premium coupons, 
which are subject to the method of ac-
counting in § 1.451–4. A discount coupon 
may or may not be issued as part of a 
prior purchase. A discount coupon nor-
mally entitles its holders to receive 
nothing more than a reduction in the 
sales price of one of the issuer’s prod-
ucts. The discount may be stated in 
terms of a cash amount, a percentage 
or fraction of the purchase price, a 
‘‘two for the price of one’’ deal, or any 
other similar provision. A discount 
coupon need not be printed on paper in 
the form usually associated with cou-
pons; it may be a token or other object 
so long as it functions as a coupon. 
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(ii) Redemption chain. A redemption 
chain exists when the issuer redeems 
the coupon from some person other 
than the customer who used the cou-
pon to receive the price discount. Thus, 
in order to be treated as a qualified dis-
count coupon, the coupon must not be 
issued by the person that initially re-
deems the coupon from the customer. 
For purposes of determining whether a 
redemption chain exists, corporations 
that are members of the same con-
trolled group of corporations (as de-
fined in section 1563(a)) as the issuer of 
the coupon shall be treated as the 
issuer. Thus, if the issuer of the coupon 
and the retailer that initially redeems 
the coupon from the customer are 
members of the same controlled group 
of corporations, the coupon shall not 
be treated as a qualified discount cou-
pon. 

(d) Deduction for coupons redeemed 
during the redemption period—(1) General 
rule. Two special conditions must be 
met before the cost of redeeming quali-
fied discount coupons during the re-
demption period can be deducted from 
the taxpayer’s gross income for the 
taxable year preceding the redemption 
period. First, the qualified discount 
coupons must have been outstanding at 
the close of such taxable year. Second, 
the qualified discount coupons must 
have been received by the taxpayer be-
fore the close of the redemption period 
for that taxable year. 

(2) Redemption period. The taxpayer 
can select any redemption period so 
long as the period does not extend 
longer than 6 months after the close of 
the taxapayer’s taxable year. A change 
in the redemption period so selected 
shall be treated as a change in method 
of accounting. 

(3) Coupons received. The deduction 
provided for in section 466(a)(1) is lim-
ited to the redemption costs associated 
with coupons that are actually re-
ceived by the taxpayer within the re-
demption period. For purposes of this 
paragraph, if the issuer uses a redemp-
tion agent or clearinghouse to group, 
count, and verify coupons after they 
have been redeemed by a retailer, the 
coupons received by the redemption 
agent or clearinghouse will be 
considered to have been received by the 
issuer. Nothing in section 466, however, 

allows deductions to be made on the 
basis of estimated redemptions, wheth-
er such estimates are made by either 
the issuer or some other party. 

(e) Transitional adjustment—(1) In gen-
eral. An election to change from some 
other method of accounting for the re-
demption of discount coupons to the 
method of accounting described in sec-
tion 466 is a change in method of ac-
counting that requires a transitional 
adjustment. Unless the taxpayer can 
qualify for a waiver of the suspense ac-
count requirement as provided for in 
section 373(c) of the Revenue Act of 
1978 (92 Stat. 2865), the taxpayer should 
compute the transitional adjustment 
described in section 481(a)(2) according 
to the rules contained in this section. 
This adjustment should be taken into 
account according to the special rules 
in subsections (e) and (f) of section 466. 

(2) Net increase in taxable income. In 
the case of a transitional adjustment 
that would result in a net increase in 
taxable income under section 481(a)(2) 
for the year of change, that increase 
should be taken into income over a 
ten-year period consisting of the year 
of change and the immediately suc-
ceeding nine taxable years. For exam-
ple, assume that A, a calendar year 
taxpayer, makes an election to use the 
method of accounting described in sec-
tion 466 for the year 1980 and for subse-
quent years. Assume further that the 
amount of the transitional adjustment 
computed under section 481(a)(2) would 
result in a net increase in taxable in-
come of $100 for 1980. Under these facts, 
A should increase taxable income for 
1980 and each of the next nine taxable 
years by $10. 

(3) Suspense account—(i) In general. In 
the case of a transitional adjustment 
that would result in a net decrease in 
taxable income under section 481(a)(2) 
for the year of change, in lieu of apply-
ing section 481, the taxpayer must es-
tablish a separate suspense account for 
each trade or business for which the 
taxpayer has made an election to use 
section 466. The computation of the ini-
tial opening balance in the suspense ac-
count is described in paragraph 
(e)(3)(ii)(A) of this section. An initial 
adjustment to gross income for the 
year of election is described in 
paragaph (e)(3)(ii)(B) of this section. 
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Annual adjustments to the suspense 
account are described in paragraph 
(e)(3)(iii)(A) of this section, and gross 
income adjustments are described in 
paragraph (e)(3)(iii)(B) of this section. 
Examples are provided in paragraph 
(e)(4) of this section. The effect of the 
suspense account is to defer some part 
of, or all of, the deduction of the tran-
sitional adjustment until the taxpayer 
no longer redeems discount coupons in 
connection with the trade or business 
to which the suspense account relates. 

(ii) Establishing a suspense account— 
(A) Initial opening balance. To compute 
the initial opening balance of the sus-
pense account for the first taxable year 
for which the election to use section 
466 is effective, the taxpayer must de-
termine the dollar amount of the de-
duction that would have been allowed 
for qualified discount coupon redemp-
tion costs during the redemption pe-
riod for each of the three immediately 
preceding taxable years had the elec-
tion to use section 466 been in effect for 
those years. The initial opening bal-
ance of the suspense account is the 
largest such dollar amount reduced by 
the sum of the adjustments attrib-
utable to the change in method of ac-
counting that increase income for the 
year of change. 

(B) Initial year adjustment. If, in com-
puting the initial opening balance, the 
largest dollar amount of deduction 
that would have been allowed in any of 
the three prior years exceeds the ac-
tual cost of redeeming qualified dis-
count coupons received during the re-
demption period following the close of 
the year immediately preceding the 
year of election, the excess is included 
in income in the year of election. Sec-
tion 481(b) does not apply to this in-
crease in gross income. 

(iii) Annual adjustments—(A) Adjust-
ment to the suspense account. Adjust-
ments are made to the suspense ac-
count each year to account for fluctua-
tions in coupon redemptions. To com-
pute the annual adjustment, the tax-
payer must determine the amount to 
be deducted under section 466(a)(1) for 
the taxable year. If the amount is less 
than the opening balance in the sus-
pense account for the taxable year, the 
balance in the suspense account is re-
duced by the difference. Conversely, if 

such amount is greater than the open-
ing balance in the suspense account for 
the taxable year, the account is in-
creased by the difference (but not to an 
amount in excess of the initial opening 
balance described in paragraph (e)(3)(ii) 
of this section). Therefore, the balance 
in the suspense account will never be 
greater than the initial opening bal-
ance in the suspense account deter-
mined in paragraph (e)(3)(ii) of this sec-
tion. However, the balance in the sus-
pense account after adjustments may 
be less than this initial opening bal-
ance in the suspense account. 

(B) Gross income adjustments. Adjust-
ments to the suspense account for 
years subsequent to the year of the 
election also produce adjustments in 
the taxpayer’s gross income. Adjust-
ments which reduce the balance in the 
suspense account reduce gross income 
for the year in which the adjustment to 
the suspense account is made. Adjust-
ments which increase the balance in 
the suspense account increase gross in-
come for the year in which the adjust-
ment to the suspense account is made. 

(4) Examples. (i) The provisions of 
paragraph (e)(3) of this section may be 
illustrated by the following examples: 

Example 1. Assume that the issuer of quali-
fied discount coupons makes a timely elec-
tion under section 466 for its taxable year 
ending December 31, 1979, and does not select 
a coupon redemption period shorter than the 
statutory period of 6 months. Assume further 
that the taxpayer’s qualified discount cou-
pon redemption costs in the first 6 months of 
1977, 1978, and 1979 were $7, $13, and $8 respec-
tively, and that the accounting change ad-
justments that increase income for 1979 are 
$10. Since the accounting change adjustment 
that increases income for 1979, ($10), is great-
er than the taxpayer’s discount coupon re-
demptions during the first 6 months of 1979 
($8), the net section 481(a)(2) adjustment for 
the year of change results in a positive ad-
justment. Because of this, a suspense ac-
count is not required. The taxpayer should 
instead follow the rules in section 466(f) and 
in paragraph (e)(2) of this section in order to 
take this positive transitional adjustment 
into account. 

Example 2. Assume the same facts as in Ex-
ample 1, except that the sum of the account-
ing change adjustments that increase income 
for 1979 is equal to $2. Under these facts the 
initial opening balance in the suspense ac-
count on January 1, 1979 would be $11 (that 
is, the largest dollar amount of qualified 
coupon redemption costs in the pertinent 
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years ($13), reduced by the sum of the ac-
counting change adjustments that increase 
income in the year of change ($2)). Since the 
coupon redemption costs taken into account 
in determining the initial opening balance 
($13 in 1979) exceed the actual redemption 
costs in the first 6 months of the taxable 
year for which the election is first effective 
($8 in 1979), the excess of $5 is added to gross 
income for the year of election (1979). 

Example 3. Assume, in addition to the facts 
of Example 2, that coupon redemption costs 
during the redemption period for the 1979 
taxable year are $7. Since the qualifying re-
demption costs ($7) during the redemption 
period for the taxable year are less than the 
opening balance in the suspense account ($11) 
the taxpayer must reduce the suspense ac-
count balance by the difference ($4). The tax-
payer is also allowed to take a deduction 
equal to the amount of this adjustment to 
the suspense account. Thus, the net amount 
deductible for the 1979 taxable year after 
taking into account the coupon redemptions 
during the redemption period, the amount 
deductible because of the decrease in the sus-
pense account, and the initial year adjust-
ment determined in Example 2 is $6 
($7+$4¥$5). 

Example 4. Assume, in addition to the facts 
of Example 3, that coupon redemption costs 

during the redemption period for the 1980 
taxable year are $10. Since the qualifying re-
demption costs during the redemption period 
for the taxable year ($10) exceed the opening 
balance of the suspense account at the begin-
ning of the taxable year ($7), the suspense ac-
count must be increased by the difference 
($3). The taxpayer must also include $3 in 
gross income for the taxable year. Thus, the 
net amount deductible for the 1980 taxable 
year is $7 ($10¥$3). 

Example 5. Assume, in addition to the facts 
of Example 4, that coupon redemption costs 
during the redemption period for the 1981 
taxable year are $12. Since the qualifying re-
demption costs for the 1961 taxable year ($12) 
exceed the opening balance of the suspense 
account at the beginning of the taxable year 
($10), the suspense account must be increased 
by the difference ($2) but not above the ini-
tial opening balance ($11). Thus, the tax-
payer will increase the balance by $1. The 
taxpayer must also include $1 in gross in-
come for the taxable year. Thus, the net 
amount deductible for the 1981 taxable year 
is $11 ($12¥$1). 

(ii) The following table summarizes 
examples (2) through (5): 

Years ending Dec. 31— 

1977 1978 1979 1980 1981 1982 

Facts: 
Actual coupon redemption costs in first six months ....................................... $7 $13 $8 $7 $10 $12 
Accounting change adjustments that increase income in year of change .... ........ ........ 2 ........ ........ ........

Net adjustment decreasing income in year of change under sec. 481(a)(2) ........ ........ 6 ........ ........ ........

Adjustment to suspense account: 
Opening balance ............................................................................................. ........ ........ 11 7 10 11 
Addition to account ......................................................................................... ........ ........ ........ 3 1 ........
Reduction to account ...................................................................................... ........ ........ (4) ........ ........ ........

Opening balance for next year ......................................................... ........ ........ 7 10 11 ........

Amount deductible: 
Initial year adjustment ..................................................................................... ........ ........ (5) ........ ........ ........
Amount of deductible as actual coupon redemptions during redemption pe-

riod .............................................................................................................. ........ ........ 7 10 12 ........
Adjustment for increase in suspense account ............................................... ........ ........ ........ (3) (1) ........
Adjustment for decrease in suspense account .............................................. ........ ........ 4 ........ ........ ........

Net amount deductible for the year for coupons redeemed during 
the redemption period ................................................................... ........ ........ 6 7 11 ........

(f) Subchapter C transactions—(1) Gen-
eral rule. If a transfer of substantially 
all the assets of a trade or business in 
which discount coupons are redeemed 
is made to an acquiring corporation, 
and if the acquiring corporation deter-
mines its bases in these assets, in 
whole or part, with reference to the 

basis of these assets in the hands of the 
transferor, then for the purposes of sec-
tion 466(e) the principles of section 381 
and § 1.381(c)(4)–1 will apply. The appli-
cation of this rule is not limited to the 
transactions described in section 381(a). 
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Thus, the rule also applies, for exam-
ple, to transactions described in sec-
tion 351. 

(2) Special rules. If, in the case of a 
transaction described in paragraph 
(f)(1) of this section, an acquiring cor-
poration acquires assets that were used 
in a trade or business that was not sub-
ject to a section 466 election from a 
transferor that is owned or controlled 
directly (or indirectly through a chain 
of corporations) by the same interests, 
and if the acquiring corporation uses 
the acquired assets in a trade or busi-
ness for which the acquiring corpora-
tion later makes an election to use sec-
tion 466, then the acquiring corpora-
tion must establish a suspense account 
by taking into account not only its 
own experience but also the trans-
feror’s experience when the transferor 
held the assets in its trade or business. 
Furthermore, the transferor is not al-
lowed a deduction for qualified dis-
count coupons redeemed after the date 
of the transfer attributable to discount 
coupons issued by the transferor before 
the date of the transfer. Such redemp-
tions shall be considered to be made by 
the acquiring corporation. 

(3) Example. The provisions of para-
graph (f)(2) of this section may be illus-
trated by the following example: 

Example. Corporation S, a calendar year 
taxpayer, is a wholly owned subsidiary of 
Corporation P, a calendar year taxpayer. On 
December 31, 1982, S acquires from P 
sustantially all of the assets used in a trade 
or business in which qualified disount cou-
pons are redeemed. P had not made an elec-
tion under section 466 with respect to the re-
demption costs of the qualified discount cou-
pons issued in connection with that trade or 
business. S makes an election to use section 
466 for its taxable year ending December 31, 
1983, for the trade or business in which the 
acquired assets are used, and selects a re-
demption period of 6 months. Assume that 
P’s qualified discount coupon redemption 
costs in the first 6 months of 1981 and 1982 
were $120 and $140 respectively. Assume fur-
ther that S’s qualified discount coupon re-
demption costs in the first 6 months of 1983 
were $130, and that there are no accounting 
change adjustments that increase income 
with respect to the election. S must estab-
lish a suspense account by taking into ac-
count the largest dollar amount of deduc-
tions that would have been allowed under 
section 466(a)(1) for the 3 immediately pre-
ceding taxable years of P, including both P’s 
and S’s experience with respect to costs ac-

tually incurred during the redemption peri-
ods relating to those years. Thus, the initial 
opening balance of S’s suspense account is 
$140. S must also make an initial year ad-
justment of $10 ($140–$130), which S must in-
clude in income for S’s taxable year ending 
December 31, 1983. P may not take a deduc-
tion for the qualified coupon redemptions 
made after December 31, 1982, that are at-
tributable to coupons issued by P before De-
cember 31, 1982. Thus, none of the $130 quali-
fied discount coupon redemption costs in-
curred by S during the first six months of 
1983 may be deducted by P. 

[T.D. 8022, 50 FR 18474, May 1, 1985, as amend-
ed at 50 FR 21046, May 22, 1985] 

§ 1.466–2 Special protective election 
for certain taxpayers. 

(a) General rule. Section 373(c) of the 
Revenue Act of 1978 (92 Stat. 2865) al-
lows certain taxpayers, who in prior 
years have accounted for discount cou-
pons under a method of accounting rea-
sonably similar to the method de-
scribed in § 1.451–4, to elect to treat 
that method of accounting as a proper 
one for those prior years. There are 
several differences between this protec-
tive election and the section 466(d) 
election. First, the protective election 
applies only to a single continuous pe-
riod of taxable years the last year of 
which ends before January 1, 1979. Sec-
ond, an otherwise qualifying protective 
election may apply to coupons which 
are discount coupons but which would 
not be treated as qualified discount 
coupons under Code section 466. Third, 
certain expenses such as the cost of re-
demption center service fees, and 
amounts that are payable to the re-
tailer (or other person redeeming the 
coupons from the person receiving the 
price discount) for services in redeem-
ing the coupons but that are not stated 
on the coupon, can be subtracted from 
gross receipts for prior years covered 
by a protective election (if treated as 
deductible under the accounting meth-
od for such years), even though such 
expenses would not be deductible under 
Code section 466. 

(b) Requirements. In order to qualify 
for this special protective election, the 
following conditions must be met: 

(1) For a continuous period of one or 
more prior taxable years, (the last year 
of which ends before Jan. 1, 1979), the 
taxpayer must have used a method of 
accounting for discount coupons that is 
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reasonably similar to the method pro-
vided in § 1.451–4 or its predecessors 
under the Internal Revenue Code of 
1954; 

(2) The taxpayer must make an elec-
tion under section 466 of the Internal 
Revenue Code of 1954 according to the 
rules contained in § 1.466–3 for its first 
taxable year ending after December 31, 
1978; and 

(3) The taxpayer must make an elec-
tion under section 373(c) of the Rev-
enue Act of 1978 according to the rules 
contained in § 1.466–4 for its first tax-
able year ending after December 31, 
1978. 

(c) Amount to be subtracted from gross 
receipts. The amount the taxpayer may 
subtract under this section for the re-
demption costs of coupons shall include 
only: 

(1) Costs of the type permitted by 
§ 1.451–4 to be included in the estimated 
average cost of redeeming coupons, 
plus 

(2) Any amount designated or re-
ferred to on the coupon payable by the 
taxpayer to the person who allowed the 
discount on a sale by such person to 
the user of the coupon. 

Nothing in this paragraph shall allow 
an item to be deducted more than once. 

(d) Right to amend prior tax returns. 
This paragraph applies only to those 
taxpayers who have agreed in a prior 
year to discontinue the use of the 
method of accounting described in 
§ 1.451–4 for discount coupon redemp-
tions. If the taxpayer used such method 
of accounting on the original return 
filed for the prior taxable year, and if 
any such year is not closed under the 
statute of limitations or by reason of a 
closing agreement with the Internal 
Revenue Service, a taxpayer who has 
made a protective election may file an 
amended return and a claim for refund 
for such years. In this amended return, 
the taxpayer should account for its dis-
count coupon redemptions, according 
to the method of accounting described 
in § 1.451–4. This is not to be construed, 
however, to abrogate in any way the 
rules regarding the close of taxable 
years due to the statute of limitations 
or a binding closing agreement between 
the Internal Revenue Service and the 
taxpayer. 

(e) Suspense account not required. If 
the following three conditions are sat-
isfied, the taxpayer need not establish 
the suspense account otherwise re-
quired by section 466(e). First, the tax-
payer must make a timely election 
under these rules to protect prior 
years. Second, the method of account-
ing used in those years must have been 
used for all discount coupons issued by 
the taxpayer in those years in all the 
taxpayer’s separate trades or 
businesses in which coupons were 
issued. Third, either before or after an 
amendment to the taxpayer’s tax re-
turns as described in paragraph (d) of 
this section, a method of accounting 
reasonably similar to the method of ac-
counting described in § 1.451–4 must 
have been used for the taxable year 
ending on or before December 31, 1978. 
If these conditions are met, the tax-
payer will treat the election of the 
method under section 466 as a change 
in method of accounting to which the 
rules in section 481 and the regulations 
thereunder apply. 

(f) Definition: reasonably similar. For 
purposes of paragraphs (b)(1) and (e) of 
this section, a taxpayer will be consid-
ered to have used a method of account-
ing for discount coupons that is ‘‘rea-
sonably similar’’ to the method of ac-
counting provided in § 1.451–4 if the tax-
payer followed the method of account-
ing described in § 1.451–4 as if that 
method were a valid method of ac-
counting for discount coupon redemp-
tions. 

[T.D. 8022, 50 FR 18476, May 1, 1985] 

§ 1.466–3 Manner of and time for mak-
ing election under section 466. 

(a) In general. Section 466 provides a 
special method of accounting for ac-
crual basis taxpayers who issue quali-
fied discount coupons (as defined in 
section 466(b)). In order to use the spe-
cial method under section 466, a tax-
payer must make an election with re-
spect to the trade or business in con-
nection with which the qualified dis-
count coupons are issued. If a taxpayer 
issues qualified discount coupons in 
connection with more than one trade 
or business, the taxpayer may use the 
special method of accounting under 
section 466 only with respect to the 
qualified discount coupons issued in 
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connection with a trade or business for 
which an election is made. The election 
must be made in the manner prescribed 
in this section. The election does not 
require the prior consent of the Inter-
nal Revenue Service. An election under 
section 466 is effective for the taxable 
year for which it is made and for all 
subsequent taxable years, unless the 
taxpayer secures the prior consent of 
the Internal Revenue Service to revoke 
such election. 

(b) Manner of and time for making elec-
tion—(1) General rule. Except as pro-
vided in paragraph (b)(2) of this sec-
tion, an election is made under section 
466 and this section by filing a state-
ment of election containing the infor-
mation described in paragraph (c) of 
this section with the taxpayer’s income 
tax return for the taxpayer’s first tax-
able year for which the election is 
made. The election must be made not 
later than the time prescribed by law 
(including extensions thereof) for filing 
the income tax return for the first tax-
able year for which the election is 
made. Thus, the election may not be 
made for a taxable year by filing an 
amended income tax return after the 
time prescribed (including extensions) 
for filing the original return for such 
year. 

(2) Transitional rule. If the last day of 
the time prescribed by law (including 
extensions thereof) for filing a tax-
payer’s income tax return for the tax-
payer’s first taxable year ending after 
December 31, 1978, falls before Decem-
ber 3, 1979, and the taxpayer does not 
make an election under section 466 
with respect to such taxable year in 
the manner prescribed by paragraph 
(b)(1) of this section, an election is 
made under section 466 and this section 
with respect to such taxable year if— 

(i) Within the time prescribed by law 
(including extensions thereof) for filing 
the taxpayer’s income tax return for 
such taxable year, the taxpayer has 
made a reasonable effort to notify the 
Commissioner of the taxpayer’s intent 
to make an election under section 466 
with respect to such taxable year, and 

(ii) Before January 2, 1980, the tax-
payer files a statement of election 

containing the information described 
in paragraph (c) of this section to be 

associated with the taxpayer’s income 
tax return for such taxable year. 
For purposes of paragraph (b)(2)(i) of 
this section, a reasonable effort to no-
tify the Commissioner of an intent to 
make an election under section 466 
with respect to a taxable year includes 
the timely filing of an income tax re-
turn for such taxable year if the tax-
able income reported on the return re-
flects a deduction for the redemption 
costs of qualified discount coupons as 
determined under section 466(a). 

(c) Required information. The state-
ment of election required by paragraph 
(b) of this section must indicate that 
the taxpayer (identified by name, ad-
dress, and taxpayer identification num-
ber) is making an election under sec-
tion 466 and must set forth the fol-
lowing information: 

(1) A description of each trade or 
business for which the election is 
made; 

(2) The first taxable year for which 
the election is made; 

(3) The redemption period (as defined 
in section 466(c)(2)) for each trade or 
business for which the election is 
made; 

(4) If the taxpayer is required to es-
tablish a suspense account under sec-
tion 466(e) for a trade or business for 
which the election is made, the initial 
opening balance of such account (as de-
fined in section 466(e)(2)) for each such 
trade or business; and 

(5) In the case of an election under 
section 466 that results in a net in-
crease in taxable income under section 
481(a)(2), the amount of such net in-
crease. 
The statement of election should be 
made on a Form 3115, which need con-
tain no information other than that re-
quired by this paragraph or paragraph 
(c) of § 1.466–4. 

[T.D. 8022, 50 FR 18477, May 1, 1985] 

§ 1.466–4 Manner of and time for mak-
ing election under section 373(c) of 
the Revenue Act of 1978. 

(a) In general. Section 373(c)(2) of the 
Revenue Act of 1978 (92 Stat. 2865) pro-
vides an election for taxpayers who 
satisfy the requirements of section 
373(c)(2)(A) (i) and (ii) of the Act. The 
election is made with respect to a 
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method of accounting for the redemp-
tion costs of discount coupons used by 
the electing taxpayer in a continuous 
period of one or more taxable years 
ending before January 1, 1979. The elec-
tion must be made in the manner pre-
scribed by this section. The election 
does not require the prior consent of 
the Internal Revenue Service. 

(b) Manner of and time for making elec-
tion—(1) General rule. Except as pro-
vided in paragraph (b)(2) of this sec-
tion, the election under section 373(c) 
of the Revenue Act of 1978 is made by 
filing a statement of election con-
taining the information described in 
paragraph (c) of this section with the 
taxpayer’s income tax return for the 
taxpayer’s first taxable year ending 
after December 31, 1978. The election 
must be made not later than the time 
prescribed by law (including extensions 
thereof) for filing the income tax re-
turn for the taxpayer’s first taxable 
year ending after December 31, 1978. 
Thus, the election may not be made 
with an amended income tax return for 
such year filed after the time pre-
scribed (including extensions) for filing 
the original return. 

(2) Transitional rule. If the last day of 
the time prescribed by law (including 
extensions thereof) for filing a tax-
payer’s income tax return for the tax-
payer’s first taxable year ending after 
December 31, 1978, falls before Decem-
ber 3, 1979, and the taxpayer does not 
make an election in the manner pre-
scribed by paragraph (b)(1) of this sec-
tion, an election is made under section 
373(c) of the Act and this section with 
respect to a continuous period if— 

(i) Within the time prescribed by law 
(including extensions thereof) for filing 
the taxpayer’s income tax return for 
the taxpayer’s first taxable year ending 
after December 31, 1978, the taxpayer 
has made a reasonable effort to notify 
the Commissioner of the taxpayer’s in-
tent to make election under section 
373(c) of the Act with respect to the 
continuous period, and 

(ii) Before January 2, 1980, the tax-
payer files a statement of election con-
taining the information described in 
paragraph (c) of this section to be asso-
ciated with the taxpayer’s income tax 
return for the taxpayer’s first taxable 
year ending after December 31, 1978. 

(c) Required information. The state-
ment of election required by paragraph 
(b) of this section must indicate that 
the taxpayer (identified by name, ad-
dress, and taxpayer identification num-
ber) is making an election under sec-
tion 373(c) of the Revenue Act of 1978 
and must set forth the taxable years in 
the continuous period for which the 
election is made. The statement of 
election should be made on the same 
form 3115 on which the taxpayer has 
made a statement of election under 
section 466. The Form 3115 need contain 
no information other than that re-
quired by this paragraph or paragraph 
(c) of § 1466–3. 

[T.D. 8022, 50 FR 18478, May 1, 1985] 

§ 1.467–0 Table of contents. 
This section lists the captions that 

appear in §§ 1.467–1 through 1.467–9. 

§ 1.467–1 Treatment of lessors and lessees 
generally. 

(a) Overview. 
(1) In general. 
(2) Cases in which rules are inapplicable. 
(3) Summary of rules. 
(i) Basic rules. 
(ii) Special rules. 
(4) Scope of rules. 
(5) Application of other authorities. 
(b) Method of accounting for section 467 

rental agreements. 
(c) Section 467 rental agreements. 
(1) In general. 
(2) Increasing or decreasing rent. 
(i) Fixed rent. 
(A) In general. 
(B) Certain rent holidays disregarded. 
(ii) Fixed rent allocated to a rental period. 
(A) Specific allocation. 
(1) In general. 
(2) Rental agreements specifically allo-

cating fixed rent. 
(B) No specific allocation. 
(iii) Contingent rent. 
(A) In general. 
(B) Certain contingent rent disregarded. 
(3) Deferred or prepaid rent. 
(i) Deferred rent. 
(ii) Prepaid rent. 
(iii) Rent allocated to a calendar year. 
(iv) Examples. 
(4) Rental agreements involving total pay-

ments of $250,000 or less. 
(i) In general. 
(ii) Special rules in computing amount de-

scribed in paragraph (c)(4)(i) of this section. 
(d) Section 467 rent. 
(1) In general. 
(2) Fixed rent for a rental period. 
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(i) Constant rental accrual. 
(ii) Proportional rental accrual. 
(iii) Section 467 rental agreement accrual. 
(e) Section 467 interest. 
(1) In general. 
(2) Interest on fixed rent for a rental pe-

riod. 
(i) In general. 
(ii) Section 467 rental agreements with ade-

quate interest. 
(3) Treatment of interest. 
(f) Substantial modification of a rental 

agreement. 
(1) Treatment as new agreement. 
(i) In general. 
(ii) Limitation. 
(2) Post-modification agreement; in gen-

eral. 
(3) Other effects of a modification. 
(4) Special rules. 
(i) Carryover of character; leasebacks. 
(ii) Carryover of character; long-term 

agreements. 
(iii) Carryover of character; disqualified 

agreements. 
(iv) Allocation of rent. 
(v) Difference between aggregate rent and 

interest and aggregate payments. 
(A) In general. 
(B) Constant rental accrual prior to the 

modification. 
(C) Agreements described in this paragraph 

(f)(4)(v)(C). 
(vi) Principal purpose of tax avoidance. 
(5) Definitions. 
(6) Safe harbors. 
(7) Special rules for certain transfers. 
(i) In general. 
(ii) Exception. 
(g) Treatment of amounts payable by les-

sor to lessee. 
(1) Interest. 
(2) Other amounts. [Reserved] 
(h) Meaning of terms. 
(i) [Reserved] 
(j) Computational rules. 
(1) Counting conventions. 
(2) Conventions regarding timing of rent 

and payments. 
(i) In general. 
(ii) Time amount is payable. 
(3) Annualized fixed rent. 
(4) Allocation of fixed rent within a period. 
(5) Rental period length. 

§ 1.467–2 Rent accrual for section 467 rental 
agreements without adequate interest. 

(a) Section 467 rental agreements for which 
proportional rental accrual is required. 

(b) Adequate interest on fixed rent. 
(1) In general. 
(2) Section 467 rental agreements that pro-

vide for a variable rate of interest. 
(3) Agreements with both deferred and pre-

paid rent. 
(c) Computation of proportional rental 

amount. 

(1) In general. 
(2) Section 467 rental agreements that pro-

vide for a variable rate of interest. 
(d) Present value. 
(e) Applicable Federal rate. 
(1) In general. 
(2) Source of applicable Federal rates. 
(3) 110 percent of applicable Federal rate. 
(4) Term of the section 467 rental agree-

ment. 
(i) In general. 
(ii) Section 467 rental agreements with 

variable interest. 
(f) Examples. 

§ 1.467–3 Disqualified leasebacks and long-term 
agreements. 

(a) General rule. 
(b) Disqualified leaseback or long-term 

agreement. 
(1) In general. 
(2) Leaseback. 
(3) Long-term agreement. 
(i) In general. 
(ii) Statutory recovery period. 
(A) In general. 
(B) Special rule for rental agreements re-

lating to properties having different statu-
tory recovery periods. 

(c) Tax avoidance as principal purpose for 
increasing or decreasing rent. 

(1) In general. 
(2) Tax avoidance. 
(i) In general. 
(ii) Significant difference in tax rates. 
(iii) Special circumstances. 
(3) Safe harbors. 
(4) Uneven rent test. 
(i) In general. 
(ii) Special rule for real estate. 
(iii) Operating rules. 
(d) Calculating constant rental amount. 
(1) In general. 
(2) Initial or final short periods. 
(3) Method to determine constant rental 

amount; no short periods. 
(i) Step 1. 
(ii) Step 2. 
(iii) Step 3. 
(e) Examples. 

§ 1.467–4 Section 467 loan. 

(a) In general. 
(1) Overview. 
(2) No section 467 loan in the case of cer-

tain section 467 rental agreements. 
(3) Rental agreements subject to constant 

rental accrual. 
(4) Special rule in applying the provisions 

of § 1.467–7 (e), (f), or (g). 
(b) Principal balance. 
(1) In general. 
(2) Section 467 rental agreements that pro-

vide for prepaid fixed rent and adequate in-
terest. 

(3) Timing of payments. 
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(c) Yield. 
(1) In general. 
(i) Method of determining yield. 
(ii) Method of stating yield. 
(iii) Rounding adjustments. 
(2) Yield of section 467 rental agreements 

for which constant rental amount or propor-
tional rental amount is computed. 

(3) Yield for purposes of applying para-
graph (a)(4) of this section. 

(4) Determination of present values. 
(d) Contingent payments. 
(e) Section 467 rental agreements that call 

for payments before or after the lease term. 
(f) Examples. 

§ 1.467–5 Section 467 rental agreements with 
variable interest. 

(a) Variable interest on deferred or prepaid 
rent. 

(1) In general. 
(2) Exceptions. 
(b) Variable rate treated as fixed. 
(1) In general. 
(2) Variable interest adjustment amount. 
(i) In general. 
(ii) Positive or negative adjustment. 
(3) Section 467 loan balance. 
(c) Examples. 

§ 1.467–6 Section 467 rental agreements with 
contingent payments. [Reserved] 

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

(a) Section 467 recapture. 
(b) Recapture amount. 
(1) In general. 
(2) Prior understated inclusion. 
(3) Section 467 gain. 
(i) In general. 
(ii) Certain dispositions. 
(c) Special rules. 
(1) Gifts. 
(2) Dispositions at death. 
(3) Certain tax-free exchanges. 
(i) In general. 
(ii) Dispositions covered. 
(A) In general. 
(B) Transfers to certain tax-exempt organi-

zations. 
(4) Dispositions by transferee. 
(5) Like-kind exchanges and involuntary 

conversions. 
(6) Installment sales. 
(7) Dispositions covered by section 170(e), 

341(e)(12), or 751(c). 
(d) Examples. 
(e) Other rules relating to dispositions. 
(1) In general. 
(2) Treatment of section 467 loan. 
(3) [Reserved] 
(4) Examples. 
(f) Treatment of assignments by lessee and 

lessee-financed renewals. 
(1) Substitute lessee use. 
(2) Treatment of section 467 loan. 

(3) Lessor use. 
(4) Examples. 
(g) Application of section 467 following a 

rental agreement modification. 
(1) Substantial modifications. 
(i) Treatment of pre-modification items. 
(ii) Computations with respect to post- 

modification items. 
(iii) Adjustments. 
(A) Adjustment relating to certain prepay-

ments. 
(B) Adjustment relating to retroactive be-

ginning of lease term. 
(iv) Coordination with rules relating to dis-

positions and assignments. 
(A) Dispositions. 
(B) Assignments. 
(2) Other modifications. 
(i) Computation of section 467 loan for 

modified agreement. 
(ii) Change in balance of section 467 loan. 
(iii) Section 467 rent and interest after the 

modification. 
(iv) Applicable Federal rate. 
(v) Modification effective within a rental 

period. 
(vi) Other adjustments. 
(vii) Coordination with rules relating to 

dispositions and assignments. 
(viii) Exception for agreements entered 

into prior to effective date of section 467. 
(3) Adjustment by Commissioner. 
(4) Effective date of modification. 
(5) Examples. 
(h) Omissions or duplications. 
(1) In general. 
(2) Example. 

§ 1.467–8 Automatic consent to change to con-
stant rental accrual for certain rental agree-
ments. 

(a) General rule. 
(b) Agreements to which automatic con-

sent applies. 

§ 1.467–9 Effective dates and automatic method 
changes for certain agreements. 

(a) In general. 
(b) Automatic consent for certain rental 

agreements. 
(c) Application of regulation project IA– 

292–84 to certain leasebacks and long-term 
agreements. 

(d) Entered into. 
(e) Change in method of accounting. 
(1) In general. 
(2) Application of regulation project IA– 

292–84. 
(3) Automatic change procedures. 

[T.D. 8820, 64 FR 26851, May 18, 1999, as 
amended by T.D. 8917, 66 FR 1039, Jan. 5, 2001] 

§ 1.467–1 Treatment of lessors and les-
sees generally. 

(a) Overview—(1) In general. When ap-
plicable, section 467 requires a lessor 
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and lessee of tangible property to treat 
rents consistently and to use the ac-
crual method of accounting (and time 
value of money principles) regardless 
of their overall method of accounting. 
In addition, in certain cases involving 
tax avoidance, the lessor and lessee 
must take rent and stated or imputed 
interest into account under a constant 
rental accrual method, pursuant to 
which the rent is treated as accruing 
ratably over the entire lease term. 

(2) Cases in which rules are inappli-
cable. Section 467 applies only to leases 
(or other similar arrangements) that 
constitute section 467 rental agree-
ments as defined in paragraph (c) of 
this section. For example, a rental 
agreement is not a section 467 rental 
agreement, and, therefore, is not sub-
ject to the provisions of this section 
and §§ 1.467–2 through 1.467–9 (the sec-
tion 467 regulations), if it specifies 
equal amounts of rent for each month 
throughout the lease term and all pay-
ments of rent are due in the calendar 
year to which the rent relates (or in 
the preceding or succeeding calendar 
year). In addition, the section 467 regu-
lations do not apply to a rental agree-
ment that requires total rents of 
$250,000 or less. For purposes of deter-
mining whether the agreement has 
total rents of $250,000 or less, certain 
specified contingent rent is dis-
regarded. 

(3) Summary of rules—(i) Basic rules. 
Paragraph (c) of this section provides 
rules for determining whether a rental 
agreement is a section 467 rental agree-
ment. Paragraphs (d) and (e) of this 
section provide rules for determining 
the amount of rent and interest, re-
spectively, required to be taken into 
account by a lessor and lessee under a 
section 467 rental agreement. Para-
graphs (f) through (h) and (j) of this 
section provide various definitions and 
special rules relating to the applica-
tion of the section 467 regulations. 
Paragraph (i) of this section is re-
served. 

(ii) Special rules. Section 1.467–2 pro-
vides rules for section 467 rental agree-
ments that have deferred or prepaid 
rents without providing for adequate 
interest. Section 1.467–3 provides rules 
for application of the constant rental 
accrual method, including criteria for 

determining whether an agreement is 
subject to this method. Section 1.467–4 
provides rules for establishing and ad-
justing a section 467 loan (the amount 
that a lessor is deemed to have loaned 
to the lessee, or vice versa, pursuant to 
the application of the section 467 regu-
lations). Section 1.467–5 provides rules 
for applying the section 467 regulations 
where a rental agreement requires pay-
ments of interest at a variable rate. 
Section 1.467–6, relating to the treat-
ment of certain section 467 rental 
agreements with contingent payments, 
is reserved. Section 1.467–7 provides 
rules for the treatment of dispositions 
by a lessor of property subject to a sec-
tion 467 rental agreement and the 
treatment of assignments by lessees 
and certain lessee-financed renewals of 
a section 467 rental agreement. Section 
1.467–7 also provides rules for the treat-
ment of modified rental agreements. 
Section 1.467–8 provides special transi-
tional rules relating to the method of 
accounting for certain rental agree-
ments entered into on or before May 18, 
1999. Finally, § 1.467–9 provides the ef-
fective date rules for the section 467 
regulations. 

(4) Scope of rules. No inference should 
be drawn from any provision of this 
section or §§ 1.467–2 through 1.467–9 con-
cerning whether— 

(i) For Federal tax purposes, an ar-
rangement constitutes a lease; or 

(ii) For Federal tax purposes, any ob-
ligation of the lessee under a rental 
agreement is treated as rent. 

(5) Application of other authorities. 
Notwithstanding section 467 and the 
regulations thereunder, other authori-
ties such as section 446(b) clear-reflec-
tion-of-income principles, section 482, 
and the substance-over-form doctrine, 
may be applied by the Commissioner to 
determine the income and expense 
from a rental agreement (including the 
proper allocation of fixed rent under a 
rental agreement). 

(b) Method of accounting for section 467 
rental agreements. If a rental agreement 
is a section 467 rental agreement, as de-
scribed in paragraph (c) of this section, 
the lessor and lessee must each take 
into account for any taxable year the 
sum of— 
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(1) The section 467 rent for the tax-
able year (as defined in paragraph (d) of 
this section); and 

(2) The section 467 interest for the 
taxable year (as defined in paragraph 
(e) of this section). 

(c) Section 467 rental agreements—(1) In 
general. Except as otherwise provided 
in paragraph (c)(4) of this section, the 
term section 467 rental agreement means 
a rental agreement, as defined in para-
graph (h)(12) of this section, that has 
increasing or decreasing rents (as de-
scribed in paragraph (c)(2) of this sec-
tion), or deferred or prepaid rents (as 
described in paragraph (c)(3) of this 
section). 

(2) Increasing or decreasing rent—(i) 
Fixed rent—(A) In general. A rental 
agreement has increasing or decreasing 
rent if the annualized fixed rent, as de-
scribed in paragraph (j)(3) of this sec-
tion, allocated to any rental period ex-
ceeds the annualized fixed rent allo-
cated to any other rental period in the 
lease term. 

(B) Certain rent holidays disregarded. 
Notwithstanding the provisions of 
paragraph (c)(2)(i)(A) of this section, a 
rental agreement does not have in-
creasing or decreasing rent if the in-
creasing or decreasing rent is solely at-
tributable to a rent holiday provision 
allowing reduced rent (or no rent) for a 
period of three months or less at the 
beginning of the lease term. 

(ii) Fixed rent allocated to a rental pe-
riod—(A) Specific allocation—(1) In gen-
eral. If a rental agreement provides a 
specific allocation of fixed rent, as de-
scribed in paragraph (c)(2)(ii)(A)(2) of 
this section, the amount of fixed rent 
allocated to each rental period during 
the lease term is the amount of fixed 
rent allocated to that period by the 
rental agreement. 

(2) Rental agreements specifically allo-
cating fixed rent. A rental agreement 
specifically allocates fixed rent if the 
rental agreement unambiguously speci-
fies, for periods no longer than a year, 
a fixed amount of rent for which the 
lessee becomes liable on account of the 
use of the property during that period, 
and the total amount of fixed rent 
specified is equal to the total amount 
of fixed rent payable under the lease. 
For example, a rental agreement pro-
viding that rent is $100,000 per calendar 

year, and providing for total payments 
of fixed rent equal to the total amount 
specified, specifically allocates rent. A 
rental agreement stating only when 
rent is payable does not specifically al-
locate rent. 

(B) No specific allocation. If a rental 
agreement does not provide a specific 
allocation of fixed rent (for example, 
because the total amount of fixed rent 
specified is not equal to the total 
amount of fixed rent payable under the 
lease), the amount of fixed rent allo-
cated to a rental period is the amount 
of fixed rent payable during that rental 
period. If an amount of fixed rent is 
payable before the beginning of the 
lease term, it is allocated to the first 
rental period in the lease term. If an 
amount of fixed rent is payable after 
the end of the lease term, it is allo-
cated to the last rental period in the 
lease term. 

(iii) Contingent rent—(A) In general. A 
rental agreement has increasing or de-
creasing rent if it requires (or may re-
quire) the payment of contingent rent 
(as defined in paragraph (h)(2) of this 
section), other than contingent rent 
described in paragraph (c)(2)(iii)(B) of 
this section. 

(B) Certain contingent rent disregarded. 
For purposes of this paragraph 
(c)(2)(iii), rent is disregarded to the ex-
tent it is contingent as the result of 
one or more of the following provi-
sions— 

(1) A qualified percentage rents pro-
vision, as defined in paragraph (h)(8) of 
this section; 

(2) An adjustment based on a reason-
able price index, as defined in para-
graph (h)(10) of this section; 

(3) A provision requiring the lessee to 
pay third-party costs, as defined in 
paragraph (h)(15) of this section; 

(4) A provision requiring the payment 
of late payment charges, as defined in 
paragraph (h)(4) of this section; 

(5) A loss payment provision, as de-
fined in paragraph (h)(7) of this section; 

(6) A qualified TRAC provision, as de-
fined in paragraph (h)(9) of this section; 

(7) A residual condition provision, as 
defined in paragraph (h)(13) of this sec-
tion; 

(8) A tax indemnity provision, as de-
fined in paragraph (h)(14) of this sec-
tion; 
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(9) A variable interest rate provision, 
as defined in paragraph (h)(16) of this 
section; or 

(10) Any other provision provided in 
regulations or other published guid-
ance issued by the Commissioner, but 
only if the provision is designated as 
contingent rent to be disregarded for 
purposes of this paragraph (c)(2)(iii). 

(3) Deferred or prepaid rent—(i) De-
ferred rent. A rental agreement has de-
ferred rent under this paragraph (c)(3) 
if the cumulative amount of rent allo-
cated as of the close of a calendar year 
(determined under paragraph (c)(3)(iii) 
of this section) exceeds the cumulative 
amount of rent payable as of the close 
of the succeeding calendar year. 

(ii) Prepaid rent. A rental agreement 
has prepaid rent under this paragraph 
(c)(3) if the cumulative amount of rent 
payable as of the close of a calendar 
year exceeds the cumulative amount of 
rent allocated as of the close of the 
succeeding calendar year (determined 
under paragraph (c)(3)(iii) of this sec-
tion). 

(iii) Rent allocated to a calendar year. 
For purposes of this paragraph (c)(3), 
the rent allocated to a calendar year is 
the sum of— 

(A) The fixed rent allocated to any 
rental period (determined under para-
graph (c)(2)(ii) of this section) that be-
gins and ends in the calendar year; 

(B) A ratable portion of the fixed rent 
allocated to any other rental period 
that begins or ends in the calendar 
year; and (C) Any contingent rent that 
accrues during the calendar year. 

(iv) Examples. The following examples 
illustrate the application of this para-
graph (c)(3): 

Example 1. (i) A and B enter into a rental 
agreement that provides for the lease of 
property to begin on January 1, 2000, and end 
on December 31, 2003. The rental agreement 
provides that rent of $100,000 accrues during 
each year of the lease term. Under the rental 
agreement, no rent is payable during cal-
endar year 2000, a payment of $100,000 is to be 
made on December 31, 2001, and December 31, 
2002, and a payment of $200,000 is to be made 
on December 31, 2003. A and B both select the 
calendar year as their rental period. Thus, 
the amount of rent allocated to each rental 
period under paragraph (c)(2)(ii) of this sec-
tion is $100,000. Therefore, the rental agree-
ment does not have increasing or decreasing 
rent as described in paragraph (c)(2)(i) of this 
section. 

(ii) Under paragraph (c)(3)(i) of this sec-
tion, a rental agreement has deferred rent if, 
at the close of a calendar year, the cumu-
lative amount of rent allocated under para-
graph (c)(3)(iii) of this section exceeds the 
cumulative amount of rent payable as of the 
close of the succeeding year. In this example, 
there is no deferred rent: the rent allocated 
to 2000 ($100,000) does not exceed the cumu-
lative rent payable as of December 31, 2001 
($100,000); the rent allocated to 2001 and pre-
ceding years ($200,000) does not exceed the 
cumulative rent payable as of December 31, 
2002 ($200,000); the rent allocated to 2002 and 
preceding years ($300,000) does not exceed the 
cumulative rent payable as of December 31, 
2003 ($400,000); and the rent allocated to 2003 
and preceding years ($400,000) does not exceed 
the cumulative rent payable as of December 
31, 2004 ($400,000). Therefore, because the 
rental agreement does not have increasing or 
decreasing rent and does not have deferred or 
prepaid rent, the rental agreement is not a 
section 467 rental agreement. 

Example 2. (i) A and B enter into a rental 
agreement that provides for a 10-year lease 
of personal property, beginning on January 
1, 2000, and ending on December 31, 2009. The 
rental agreement provides for accruals of 
rent of $10,000 during each month of the lease 
term. Under paragraph (c)(3)(iii) of this sec-
tion, $120,000 is allocated to each calendar 
year. The rental agreement provides for a 
$1,200,000 payment on December 31, 2000. 

(ii) The rental agreement does not have in-
creasing or decreasing rent as described in 
paragraph (c)(2)(i) of this section. The rental 
agreement, however, provides prepaid rent 
under paragraph (c)(3)(ii) of this section be-
cause the cumulative amount of rent payable 
as of the close of a calendar year exceeds the 
cumulative amount of rent allocated as of 
the close of the succeeding calendar year. 
For example, the cumulative amount of rent 
payable as of the close of 2000 ($1,200,000 is 
payable on December 31, 2000) exceeds the cu-
mulative amount of rent allocated as of the 
close of 2001, the succeeding calendar year 
($240,000). Accordingly, the rental agreement 
is a section 467 rental agreement. 

(4) Rental agreements involving total 
payments of $250,000 or less—(i) In gen-
eral. A rental agreement is not a sec-
tion 467 rental agreement if, as of the 
agreement date (as defined in para-
graph (h)(1) of this section), it is not 
reasonably expected that the sum of 
the aggregate amount of rental pay-
ments under the rental agreement and 
the aggregate value of all other consid-
eration to be received for the use of 
property (taking into account any pay-
ments of contingent rent, and any 
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other contingent consideration) will 
exceed $250,000. 

(ii) Special rules in computing amount 
described in paragraph (c)(4)(i) of this 
section of this section. The following 
rules apply in determining the amount 
described in paragraph (c)(4)(i) of this 
section: 

(A) Stated interest on deferred rent 
is not taken into account. However, 
the Commissioner may recharacterize 
a portion of stated interest as addi-
tional rent if a rental agreement pro-
vides for interest on deferred rent at a 
rate that, in light of all of the facts 
and circumstances, is clearly greater 
than the arm’s-length rate of interest 
that would have been charged in a 
lending transaction between the lessor 
and lessee. 

(B) Consideration that does not in-
volve a cash payment is taken into ac-
count at its fair market value. A liabil-
ity that is either assumed or secured 
by property acquired subject to the li-
ability is taken into account at the 
sum of its remaining principal amount 
and accrued interest (if any) thereon 
or, in the case of an obligation origi-
nally issued at a discount, at the sum 
of its adjusted issue price and accrued 
qualified stated interest (if any), with-
in the meaning of § 1.1273–1(c)(1). 

(C) All rental agreements that are 
part of the same transaction or a series 
of related transactions involving the 
same lessee (or any related person) and 
the same lessor (or any related person) 
are treated as a single rental agree-
ment. Whether two or more rental 
agreements are part of the same trans-
action or a series of related trans-
actions depends on all the facts and 
circumstances. 

(D) If an agreement includes a provi-
sion increasing or decreasing rent pay-
able solely as a result of an adjustment 
based on a reasonable price index, the 
amount described in paragraph (c)(4)(i) 
of this section must be determined as if 
the applicable price index did not 
change during the lease term. 

(E) If an agreement includes a vari-
able interest rate provision (as defined 
in paragraph (h)(16) of this section), the 
amount described in paragraph (c)(4)(i) 
of this section must be determined by 
using fixed rate substitutes (deter-
mined in the same manner as under 

§ 1.1275–5(e), treating the agreement 
date as the issue date) for the variable 
rates of interest applicable to the les-
sor’s indebtedness. 

(F) Contingent rent described in 
paragraphs (c)(2)(iii)(B)(3) through (8) 
of this section is not taken into ac-
count. 

(d) Section 467 rent—(1) In general. The 
section 467 rent for a taxable year is 
the sum of— 

(i) The fixed rent for any rental pe-
riod (determined under paragraph (d)(2) 
of this section) that begins and ends in 
the taxable year; 

(ii) A ratable portion of the fixed rent 
for any other rental period beginning 
or ending in the taxable year; and 

(iii) In the case of a section 467 rental 
agreement that provides for contingent 
rent, the contingent rent that accrues 
during the taxable year. 

(2) Fixed rent for a rental period—(i) 
Constant rental accrual. In the case of a 
section 467 rental agreement that is a 
disqualified leaseback or long-term 
agreement (as described in § 1.467–3(b)), 
the fixed rent for a rental period is the 
constant rental amount (as determined 
under § 1.467–3(d)). 

(ii) Proportional rental accrual. In the 
case of a section 467 rental agreement 
that is not described in paragraph 
(d)(2)(i) of this section, and does not 
provide adequate interest on fixed rent 
(as determined under § 1.467–2(b)), the 
fixed rent for a rental period is the pro-
portional rental amount (as deter-
mined under § 1.467–2(c)). 

(iii) Section 467 rental agreement ac-
crual. In the case of a section 467 rental 
agreement that is not described in ei-
ther paragraph (d)(2)(i) or (ii) of this 
section, the fixed rent for a rental pe-
riod is the amount of fixed rent allo-
cated to the rental period under the 
rental agreement, as determined under 
paragraph (c)(2)(ii) of this section. 

(e) Section 467 interest—(1) In general. 
The section 467 interest for a taxable 
year is the sum of— 

(i) The interest on fixed rent for any 
rental period that begins and ends in 
the taxable year; 

(ii) A ratable portion of the interest 
on fixed rent for any other rental pe-
riod beginning or ending in the taxable 
year; and 
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(iii) In the case of a section 467 rental 
agreement that provides for contingent 
rent, any interest that accrues on the 
contingent rent during the taxable 
year. 

(2) Interest on fixed rent for a rental pe-
riod—(i) In general. Except as provided 
in paragraph (e)(2)(ii) of this section 
and § 1.467–5(b)(1)(ii), the interest on 
fixed rent for a rental period is equal to 
the product of— 

(A) The principal balance of the sec-
tion 467 loan (as described in § 1.467– 
4(b)) at the beginning of the rental pe-
riod; and 

(B) The yield of the section 467 loan 
(as described in § 1.467–4(c)). 

(ii) Section 467 rental agreements with 
adequate interest. Except in the case of 
a section 467 rental agreement that is a 
disqualified leaseback or long-term 
agreement, if a section 467 rental 
agreement provides adequate interest 
under § 1.467–2(b)(1)(i) (agreements with 
no deferred or prepaid rent) or § 1.467– 
2(b)(1)(ii) (agreements with adequate 
interest stated at a single fixed rate), 
the interest on fixed rent for a rental 
period is the amount of interest pro-
vided in the rental agreement for the 
period. 

(3) Treatment of interest. If the section 
467 interest for a rental period is a 
positive amount, the lessor has inter-
est income and the lessee has an inter-
est expense. If the section 467 interest 
for a rental period is a negative 
amount, the lessee has interest income 
and the lessor has an interest expense. 
Section 467 interest is treated as inter-
est for all purposes of the Internal Rev-
enue Code. 

(f) Substantial modification of a rental 
agreement—(1) Treatment as new agree-
ment—(i) In general. If a substantial 
modification of a rental agreement oc-
curs after June 3, 1996, the post-modi-
fication agreement is treated as a new 
agreement and the date on which the 
modification occurs is treated as the 
agreement date in applying section 467 
and the regulations thereunder to the 
post-modification agreement. Thus, for 
example, the post-modification agree-
ment is treated as a new agreement en-
tered into on the date the modification 
occurs for purposes of determining 
whether it is a section 467 rental agree-
ment under this section, whether it is 

a disqualified leaseback or long-term 
agreement under § 1.467–3, and whether 
it is entered into after the applicable 
effective date in § 1.467–9. 

(ii) Limitation. In the case of a sub-
stantial modification of a rental agree-
ment occurring on or before May 18, 
1999, this paragraph (f) applies only if— 

(A) The rental agreement was a dis-
qualified leaseback or long-term agree-
ment before the modification and the 
agreement date, determined without 
regard to the modification, is after 
June 3, 1996; or 

(B) The post-modification agreement 
would, after application of the rules in 
this paragraph (f) (other than the spe-
cial rule for disqualified agreements in 
paragraph (f)(4)(iii) of this section), be 
a disqualified leaseback or long-term 
agreement. 

(2) Post-modification agreement; in gen-
eral. For purposes of determining 
whether a post-modification agreement 
is a section 467 rental agreement or a 
disqualified leaseback or long-term 
agreement under paragraph (f)(1) of 
this section, the terms of the post- 
modification agreement are, except as 
provided in paragraph (f)(4) of this sec-
tion, only those terms that provide for 
rights and obligations relating to post- 
modification items (within the mean-
ing of paragraph (f)(5)(iv) of this sec-
tion). 

(3) Other effects of a modification. For 
rules relating to amounts that must be 
taken into account following certain 
modifications, see § 1.467–7(g). 

(4) Special rules—(i) Carryover of char-
acter; leasebacks. If an agreement is a 
leaseback prior to its modification and 
the lessee prior to the modification (or 
a related person) is the lessee after the 
modification, the post-modification 
agreement is a leaseback even if the 
post-modification lessee did not have 
an interest in the property at any time 
during the two-year period ending on 
the date on which the modification oc-
curs. 

(ii) Carryover of character; long-term 
agreements. If an agreement is a long- 
term agreement prior to its modifica-
tion and the entire agreement (as 
modified) would be a long-term agree-
ment, the post-modification agreement 
is a long-term agreement. 
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(iii) Carryover of character; disqualified 
agreements. If an agreement (as in ef-
fect before its modification) is a dis-
qualified leaseback or long-term agree-
ment as the result of a determination 
(whether occurring before or after the 
modification) under § 1.467–3(b)(1)(ii) 
and the post-modification agreement is 
a section 467 rental agreement (or the 
entire agreement (as modified) would 
be a section 467 rental agreement), the 
post-modification agreement will, not-
withstanding its treatment as a new 
agreement under paragraph (f)(1)(i) of 
this section, be subject to constant 
rental accrual unless the Commissioner 
determines that, because of the ab-
sence of tax avoidance potential, the 
post-modification agreement should 
not be treated as a disqualified lease-
back or long-term agreement. 

(iv) Allocation of rent. If the entire 
agreement (as modified) provides a spe-
cific allocation of fixed rent, as de-
scribed in paragraph (c)(2)(ii)(A)(2) of 
this section, the post-modification 
agreement is treated as an agreement 
that provides a specific allocation of 
fixed rent. If the entire agreement (as 
modified) does not provide a specific al-
location of fixed rent, the fixed rent al-
located to rental periods during the 
lease term of the post-modification 
agreement is determined by applying 
the rules of paragraph (c)(2)(ii)(B) of 
this section to the entire agreement (as 
modified). 

(v) Difference between aggregate rent 
and interest and aggregate payments—(A) 
In general. Except as provided in para-
graph (f)(4)(v)(B) of this section, a post- 
modification agreement described in 
paragraph (f)(4)(v)(C) of this section is 
treated as a section 467 rental agree-
ment subject to proportional rental ac-
crual (determined under § 1.467–2(c)). 

(B) Constant rental accrual prior to the 
modification. A post-modification agree-
ment described in paragraph (f)(4)(v)(C) 
of this section is treated as a section 
467 rental agreement subject to con-
stant rental accrual if— 

(1) Constant rental accrual is re-
quired under paragraph (f)(4)(iii) of this 
section; or 

(2) The post-modification agreement 
involves total payments of more than 
$250,000 (as described in paragraph (c)(4) 
of this section), and the Commissioner 

determines that the post-modification 
agreement is a disqualified leaseback 
or long-term agreement. 

(C) Agreements described in this para-
graph (f)(4)(v)(C). A post-modification 
agreement is described in this para-
graph (f)(4)(v)(C) if the aggregate 
amount of fixed rent and stated inter-
est treated as post-modification items 
does not equal the aggregate amount of 
payments treated as post-modification 
items. 

(vi) Principal purpose of tax avoidance. 
If a principal purpose of a substantial 
modification is to avoid the purpose or 
intent of section 467 or the regulations 
thereunder, the Commissioner may 
treat the entire agreement (as modi-
fied) as a single agreement for purposes 
of section 467 and the regulations 
thereunder. 

(5) Definitions. The following defini-
tions apply for purposes of this para-
graph (f) and § 1.467–7(g): 

(i) A modification of a rental agree-
ment is any alteration, including any 
deletion or addition, in whole or in 
part, of a legal right or obligation of 
the lessor or lessee thereunder, wheth-
er the alteration is evidenced by an ex-
press agreement (oral or written), con-
duct of the parties, or otherwise. 

(ii) A modification is substantial only 
if, based on all of the facts and cir-
cumstances, the legal rights or obliga-
tions that are altered and the degree to 
which they are altered are economi-
cally substantial. A modification of a 
rental agreement will not be treated as 
substantial solely because it is not de-
scribed in paragraph (f)(6) of this sec-
tion. 

(iii) A modification occurs on the ear-
lier of the first date on which there is 
a binding contract that substantially 
sets forth the terms of the modifica-
tion or the date on which agreement to 
such terms is otherwise evidenced. 

(iv) Post-modification items with re-
spect to any modification of a rental 
agreement are all items (other than 
pre-modification items) provided under 
the terms of the entire agreement (as 
modified). 

(v) Pre-modification items with respect 
to any modification of a rental agree-
ment are pre-modification rent, inter-
est thereon, and payments allocable 
thereto (whether payable before or 
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after the modification.) For this pur-
pose— 

(A) Pre-modification rent is rent al-
locable to periods before the effective 
date of the modification, but only to 
the extent such rent is payable under 
the entire agreement (as modified) at 
the time such rent was due under the 
agreement in effect before the modi-
fication; and 

(B) Pre-modification items are iden-
tified by applying payments, in the 
order payable under the entire agree-
ment (as modified) unless the agree-
ment specifies otherwise, to rent and 
interest thereon in the order in which 
amounts accrue. 

(vi) The entire agreement (as modified) 
with respect to any modification is the 
agreement consisting of pre-modifica-
tion terms providing for rights and ob-
ligations that are not affected by the 
modification and post-modification 
terms providing for rights and obliga-
tions that differ from the rights and 
obligations under the agreement in ef-
fect before the modification. For exam-
ple, if a 10-year rental agreement that 
provides for rent of $25,000 per year is 
modified at the end of the 5th year to 
provide for rent of $30,000 per year in 
subsequent years, the entire agreement 
(as modified) provides for a 10-year 
lease term and provides for rent of 
$25,000 per year in years 1 through 5 
and rent of $30,000 per year in years 6 
through 10. The result would be the 
same if the modification provided for 
both the increase in rent and the sub-
stitution of a new lessee. 

(6) Safe harbors. Notwithstanding the 
provisions of paragraph (f)(5) of this 
section, a modification of a rental 
agreement is not a substantial modi-
fication if the modification occurs sole-
ly as the result of one or more of the 
following— 

(i) The refinancing of any indebted-
ness incurred by the lessor to acquire 
the property subject to the rental 
agreement and secured by such prop-
erty (or any refinancing thereof) but 
only if all of the following conditions 
are met— 

(A) Neither the amount, nor the time 
for payment, of the principal amount 
of the new indebtedness differs from 
the amount and time for payment of 
the remaining principal amount of the 

refinanced indebtedness, except for de 
minimis changes; 

(B) For each of the remaining rental 
periods, the rent allocation schedule, 
the payments of rent and interest, and 
the amount accrued under section 467 
are changed only to the extent nec-
essary to take into account the change 
in financing costs, and such changes 
are made pursuant to the terms of the 
rental agreement in effect before the 
modification; 

(C) The lessor and the lessee are not 
related persons to each other or to any 
lender to the lessor with respect to the 
property (whether under the refinanced 
indebtedness or the new indebtedness); 
and 

(D) With respect to the indebtedness 
being refinanced, the lessor was grant-
ed a unilateral option (within the 
meaning of § 1.1001–3(c)(3)) by the cred-
itor to repay the refinanced indebted-
ness, exercisable with or without the 
lessee’s consent; 

(ii) A change in the obligation of the 
lessee to make any of the contingent 
payments described in paragraphs 
(c)(2)(iii)(B)(3) through (8) of this sec-
tion; or 

(iii) A change in the amount of fixed 
rent allocated to a rental period that, 
when combined with all previous 
changes in the amount of fixed rent al-
located to the rental period, does not 
exceed one percent of the fixed rent al-
located to that rental period prior to 
the modification. 

(7) Special rules for certain transfers— 
(i) In general. For purposes of this para-
graph (f), a substitution of a new lessee 
or a sale, exchange, or other disposi-
tion by a lessor of property subject to 
a rental agreement will not, by itself, 
be treated as a substantial modifica-
tion unless a principal purpose of the 
transaction giving rise to the modifica-
tion is the avoidance of Federal income 
tax. In determining whether a principal 
purpose of the transaction giving rise 
to the modification is the avoidance of 
Federal income tax— 

(A) The safe harbors and other prin-
ciples of § 1.467–3(c) are taken into ac-
count; and 

(B) The Commissioner may treat the 
post-modification agreement as a new 
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agreement or treat the entire agree-
ment (as modified) as a single agree-
ment. 

(ii) Exception. Notwithstanding the 
provisions of paragraph (f)(7)(i) of this 
section, the continuing lessor and the 
new lessee (in the case of a substi-
tution of a new lessee) or the new les-
sor and the continuing lessee (in the 
case of a sale, exchange, or other dis-
position by a lessor of property subject 
to a rental agreement) may, in appro-
priate cases, request the Commissioner 
to treat the transaction as if it were a 
substantial modification in order to 
have the provisions of paragraph 
(f)(4)(iii) of this section and § 1.467– 
7(g)(1) apply to the transaction. 

(g) Treatment of amounts payable by 
lessor to lessee—(1) Interest. For purposes 
of determining present value, any 
amounts payable by the lessor to the 
lessee as interest on prepaid rent are 
treated as negative amounts. 

(2) Other amounts. [Reserved] 
(h) Meaning of terms. The following 

meanings apply for purposes of this 
section and §§ 1.467–2 through 1.467–9: 

(1) Agreement date means the earlier 
of the lease date or the first date on 
which there is a binding written con-
tract that substantially sets forth the 
terms under which the property will be 
leased. 

(2) Contingent rent means any rent 
that is not fixed rent, including any 
amount reflecting an adjustment based 
on a reasonable price index (as defined 
in paragraph (h)(10) of this section) or 
a variable interest rate provision (as 
defined in paragraph (h)(16) of this sec-
tion). 

(3) Fixed rent means any rent to the 
extent its amount and the time at 
which it is required to be paid are fixed 
and determinable under the terms of 
the rental agreement as of the lease 
date. The following rules apply for the 
purpose of determining the extent to 
which rent is fixed rent: 

(i) The possibility of a breach, de-
fault, or other early termination of the 
rental agreement and any adjustments 
based on a reasonable price index or a 
variable interest rate provision are dis-
regarded. 

(ii) Rent will not fail to be treated as 
fixed rent merely because of the possi-
bility of impairment by insolvency, 

bankruptcy, or other similar cir-
cumstances. 

(iii) If the lease term (as defined in 
paragraph (h)(6) of this section) in-
cludes one or more periods as to which 
either the lessor or the lessee has an 
option to renew or extend the term of 
the agreement, rent will not fail to be 
treated as fixed rent merely because 
the option has not been exercised. 

(iv) If the lease term includes one or 
more periods during which a substitute 
lessee or lessor may have use of the 
property, rent will not fail to be treat-
ed as fixed rent merely because the 
contingencies relating to the obliga-
tion of the lessee (or a related person) 
to make payments in the nature of 
rent have not occurred. 

(v) If either the lessor or the lessee 
has an unconditional option or options, 
exercisable on one or more dates dur-
ing the lease term, that, if exercised, 
require payments of rent to be made 
under an alternative payment schedule 
or schedules, the amount of fixed rent 
and the dates on which such rent is re-
quired to be paid are determined on the 
basis of the payment schedule that, as 
of the agreement date, is most likely 
to occur. If payments of rent are made 
under an alternative payment schedule 
that differs from the payment schedule 
assumed in applying the preceding sen-
tence, then, for purposes of paragraph 
(f) of this section, the rental agreement 
is treated as having been modified at 
the time the option to make payments 
on such alternative schedule is exer-
cised. 

(4) Late payment charge means any 
amount required to be paid by the les-
see to the lessor as additional com-
pensation for the lessee’s failure to 
make any payment of rent under a 
rental agreement when due. 

(5) Lease date means the date on 
which the lessee first has the right to 
use of the property that is the subject 
of the rental agreement. 

(6) Lease term means the period dur-
ing which the lessee has use of the 
property subject to the rental agree-
ment, including any option of the les-
sor to renew or extend the term of the 
agreement. An option of the lessee to 
renew or extend the term of the agree-
ment is included in the lease term only 
if it is expected, as of the agreement 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00321 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



312 

26 CFR Ch. I (4–1–13 Edition) § 1.467–1 

date, that the option will be exercised. 
For this purpose, a lessee is generally 
expected to exercise an option if, for 
example, as of the agreement date the 
rent for the option period is less than 
the expected fair market value rental 
for such period. The lessor’s or lessee’s 
determination that an option period is 
either included in or excluded from the 
lease term is not binding on the Com-
missioner. If the lessee (or a related 
person) agrees that one or both of them 
will or could be obligated to make pay-
ments in the nature of rent (within the 
meaning of § 1.168(i)–2(b)(2)) for a period 
when another lessee (the substitute les-
see) or the lessor will have use of the 
property subject to the rental agree-
ment, the Commissioner may, in appro-
priate cases, treat the period when the 
substitute lessee or lessor will have use 
of the property as part of the lease 
term. See § 1.467–7(f) for special rules 
applicable to the lessee, substitute les-
see, and lessor. This paragraph (h)(6) 
applies to section 467 rental agree-
ments entered into after March 6, 2001. 
However, taxpayers may choose to 
apply this paragraph (h)(6) to any rent-
al agreement that is described in 
§ 1.467–9(a) and is entered into on or be-
fore March 6, 2001. 

(7) A loss payment provision means a 
provision that requires the lessee to 
pay the lessor a sum of money (which 
may be either a stipulated amount or 
an amount determined by reference to 
a formula or other objective measure) 
if the property subject to the rental 
agreement is lost, stolen, damaged or 
destroyed, or otherwise rendered un-
suitable for any use (other than for 
scrap purposes). 

(8) A qualified percentage rents provi-
sion means a provision pursuant to 
which the rent is equal to a fixed per-
centage of the lessee’s receipts or sales 
(whether or not receipts or sales are 
adjusted for returned merchandise or 
Federal, state, or local sales taxes), but 
only if the percentage does not vary 
throughout the lease term. A provision 
will not fail to be treated as a qualified 
percentage rents provision solely by 
reason of one or more of the following 
additional terms: 

(i) Differing percentages of receipts 
or sales apply to different departments 
or separate floors of a retail store, but 

only if the percentage applicable to a 
particular department or floor does not 
vary throughout the lease term. 

(ii) The percentage is applied to re-
ceipts or sales in excess of deter-
minable dollar amounts, but only if the 
determinable dollar amounts are fixed 
and do not vary throughout the lease 
term. 

(9) A qualified TRAC provision means a 
terminal rental adjustment clause (as 
defined in section 7701(h)(3)) contained 
in a qualified motor vehicle operating 
agreement (as defined in section 
7701(h)(2)), but only if the adjustment 
to the rental price is based on a reason-
able estimate, determined as of any 
date between the agreement date and 
the lease date (or, in the event the 
agreement date is the same as or later 
than the lease date, determined as of 
the agreement date), of the fair market 
value of the motor vehicle (including 
any trailer) at the end of the lease 
term. 

(10) An adjustment is based on a rea-
sonable price index if the adjustment re-
flects inflation or deflation occurring 
over a period during the lease term and 
is determined consistently under a gen-
erally recognized index for measuring 
inflation or deflation (for example, the 
non-seasonally adjusted U.S. City Av-
erage All Items Consumer Price Index 
for All Urban Consumers (CPI-U), 
which is published by the Bureau of 
Labor Statistics of the Department of 
Labor). An adjustment will not fail to 
be treated as one that is based on a 
reasonable price index merely because 
the adjustment may be limited to a 
fixed percentage, but only if the parties 
reasonably expect, as of any date be-
tween the agreement date and the lease 
date (or, in the event the agreement 
date is the same as the lease date, as of 
such date), that the fixed percentage 
will actually limit the amount of the 
rent payable during less than 50 per-
cent of the lease term. 

(11) For purposes of determining 
whether a section 467 rental agreement 
is a leaseback within the meaning of 
§ 1.467–3(b)(2), two persons are related 
persons if they are related persons 
within the meaning of section 
465(b)(3)(C). In all other cases, two per-
sons are related persons if they either 
have a relationship to each other that 
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is specified in section 267(b) or section 
707(b)(1) or are related entities within 
the meaning of sections 168(h)(4)(A), 
(B), or (C). 

(12) Rental agreement includes any 
agreement, whether written or oral, 
that provides for the use of tangible 
property and is treated as a lease for 
Federal income tax purposes. 

(13) A residual condition provision 
means a provision in a rental agree-
ment that requires a payment to be 
made by either the lessor or the lessee 
to the other party based on the dif-
ference between the actual condition of 
the property subject to the agreement, 
determined as of the expiration of the 
lease term, and the expected condition 
of the property at the expiration of the 
lease term, as set forth in the rental 
agreement. The amount of any such 
payment may be determined by ref-
erence to any objective measure relat-
ing to the use or condition of the prop-
erty, such as miles, hours or other du-
ration of use, units of production, or 
similar measure. A provision will be 
treated as a residual condition provi-
sion only if the payment represents 
compensation for the use of, or wear 
and tear on, the property in excess of, 
or below, a standard set forth in the 
rental agreement, and the standard is 
reasonably expected, as of any date be-
tween the agreement date and the lease 
date (or, in the event the agreement 
date is the same as or later than the 
lease date, as of the agreement date), 
to be met at the expiration of the lease 
term. 

(14) A tax indemnity provision means a 
provision in a rental agreement that 
may require the lessee to make one or 
more payments to the lessor in the 
event that the Federal, foreign, state, 
or local income tax consequences actu-
ally realized by a lessor from owning 
the property subject to the rental 
agreement and leasing it to the lessee 
differ from the consequences reason-
ably expected by the lessor, but only if 
the differences in such consequences 
result from a misrepresentation, act, 
or failure to act on the part of the les-
see, or any other factor not within the 
control of the lessor or any related per-
son. 

(15) Third-party costs include any real 
estate taxes, insurance premiums, 

maintenance costs, and any other costs 
(excluding a debt service cost) that re-
late to the leased property and are not 
within the control of the lessor or les-
see or any person related to the lessor 
or lessee. 

(16) A variable interest rate provision 
means a provision in a rental agree-
ment that requires the rent payable by 
the lessee to the lessor to be adjusted 
by the dollar amount of changes in the 
amount of interest payable by the les-
sor on any indebtedness that was in-
curred to acquire the property subject 
to the rental agreement (or any refi-
nancing thereof), but— 

(i) Only to the extent the changes are 
attributable to changes in the interest 
rate; and 

(ii) Only if the indebtedness provides 
for interest at one or more qualified 
floating rates (within the meaning of 
§ 1.1275–5(b)), or the changes are attrib-
utable to a refinancing at a fixed rate 
or one or more qualified floating rates. 

(i) [Reserved] 
(j) Computational rules. For purposes 

of this section and §§ 1.467–2 through 
1.467–9, the following rules apply— 

(1) Counting conventions. Any reason-
able counting convention may be used 
(for example, 30 days per month/360 
days per year) to determine the length 
of a rental period or to perform any 
computation. Rental periods of the 
same descriptive length, for example 
annual, semiannual, quarterly, or 
monthly, may be treated as being of 
equal length. 

(2) Conventions regarding timing of rent 
and payments—(i) In general. For pur-
poses of determining present values 
and yield only, except as otherwise pro-
vided in this section and §§ 1.467–2 
through 1.467–8— 

(A) The rent allocated to a rental pe-
riod is taken into account on the last 
day of the rental period; 

(B) Any amount payable during the 
first half of the first rental period is 
treated as payable on the first day of 
that rental period; 

(C) Any amount payable during the 
first half of any other rental period is 
treated as payable on the last day of 
the preceding rental period; 

(D) Any amount payable during the 
second half of a rental period is treated 
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as payable on the last day of the rental 
period; and 

(E) Any amount payable at the mid-
point of a rental period is treated, in 
applying this paragraph (j)(2), as an 
amount payable during the first half of 
the rental period. 

(ii) Time amount is payable. For pur-
poses of this section and §§ 1.467–2 
through 1.467–9, an amount is payable 
on the last day for timely payment 
(that is, the last day such amount may 
be paid without incurring interest, 
computed at an arm’s-length rate, a 
substantial penalty, or other substan-
tial detriment (such as giving the les-
sor the right to terminate the agree-
ment, bring an action to enforce pay-
ment, or exercise other similar rem-
edies under the terms of the agreement 
or applicable law)). This paragraph 
(j)(2)(ii) applies to section 467 rental 
agreements entered into after March 6, 
2001. However, taxpayers may choose to 
apply this paragraph (j)(2)(ii) to any 
rental agreement that is described in 
§ 1.467–9(a) and is entered into on or be-
fore March 6, 2001. 

(3) Annualized fixed rent. Annualized 
fixed rent is determined by multiplying 
the fixed rent allocated to the rental 
period under paragraph (c)(2)(ii) of this 
section by the number of periods of the 
rental period’s length in a calendar 
year. Thus, if the fixed rent allocated 
to a rental period is $10,000 and the 
rental period is one month, the 
annualized fixed rent for that rental 
period is $120,000 ($10,000 times 12). 

(4) Allocation of fixed rent within a pe-
riod. A rental agreement that allocates 
fixed rent to any period is treated as 
allocating fixed rent ratably within 
that period. Thus, if a rental agree-
ment provides that $120,000 is allocated 
to each calendar year in the lease 
term, $10,000 of rent is allocated to 
each calendar month. 

(5) Rental period length. Except as pro-
vided in § 1.467–3(d)(1) (relating to 
agreements for which constant rental 
accrual is required), rental periods may 
be of any length, may vary in length, 
and may be different as between the 
lessor and the lessee as long as— 

(i) The rental periods are one year or 
less, cover the entire lease term, and 
do not overlap; 

(ii) Each scheduled payment under 
the rental agreement (other than a 
payment scheduled to occur before or 
after the lease term) occurs within 30 
days of the beginning or end of a rental 
period; and 

(iii) In the case of a rental agreement 
that does not provide a specific alloca-
tion of fixed rent, the rental periods se-
lected do not cause the agreement to 
be treated as a section 467 rental agree-
ment unless all alternative rental pe-
riod schedules would result in such 
treatment. 

[T.D. 8820, 64 FR 26853, May 18, 1999, as 
amended by T.D. 8917, 66 FR 1039, Jan. 5, 2001] 

§ 1.467–2 Rent accrual for section 467 
rental agreements without ade-
quate interest. 

(a) Section 467 rental agreements for 
which proportional rental accrual is re-
quired. Under § 1.467–1(d)(2)(ii), the fixed 
rent for each rental period is the pro-
portional rental amount, computed 
under paragraph (c) of this section, if— 

(1) The section 467 rental agreement 
is not a disqualified leaseback or long- 
term agreement under § 1.467–3(b); and 

(2) The section 467 rental agreement 
does not provide adequate interest on 
fixed rent under paragraph (b) of this 
section. 

(b) Adequate interest on fixed rent—(1) 
In general. A section 467 rental agree-
ment provides adequate interest on 
fixed rent if, disregarding any contin-
gent rent— 

(i) The rental agreement has no de-
ferred or prepaid rent as described in 
§ 1.467–1(c)(3); 

(ii) The rental agreement has de-
ferred or prepaid rent, and— 

(A) The rental agreement provides in-
terest (the stated rate of interest) on 
deferred or prepaid fixed rent at a sin-
gle fixed rate (as defined in § 1.1273– 
1(c)(1)(iii)); 

(B) The stated rate of interest on 
fixed rent is no lower than 110 percent 
of the applicable Federal rate (as de-
fined in paragraph (e)(3) of this sec-
tion); 

(C) The amount of deferred or prepaid 
fixed rent on which interest is charged 
is adjusted at least annually to reflect 
the amount of deferred or prepaid fixed 
rent as of a date no earlier than the 
date of the preceding adjustment and 
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no later than the date of the suc-
ceeding adjustment; and 

(D) The rental agreement requires in-
terest to be paid or compounded at 
least annually; 

(iii) The rental agreement provides 
for deferred rent but no prepaid rent, 
and the sum of the present values 
(within the meaning of paragraph (d) of 
this section) of all amounts payable by 
the lessee as fixed rent (and interest, if 
any, thereon) is equal to or greater 
than the sum of the present values of 
the fixed rent allocated to each rental 
period; or 

(iv) The rental agreement provides 
for prepaid rent but no deferred rent, 
and the sum of the present values of all 
amounts payable by the lessee as fixed 
rent, plus the sum of the negative 
present values of all amounts payable 
by the lessor as interest, if any, on pre-
paid fixed rent, is equal to or less than 
the sum of the present values of the 
fixed rent allocated to each rental pe-
riod. 

(2) Section 467 rental agreements that 
provide for a variable rate of interest. For 
purposes of the adequate interest test 
under paragraph (b)(1) of this section, 
if a section 467 rental agreement pro-
vides for variable interest, the rental 
agreement is treated as providing for 
fixed rates of interest on deferred or 
prepaid fixed rent equal to the fixed 
rate substitutes (determined in the 
same manner as under § 1.1275–5(e), 
treating the agreement date as the 
issue date) for the variable rates called 
for by the rental agreement. For pur-
poses of this section, a rental agree-
ment provides for variable interest if 
all stated interest provided by the 
agreement is paid or compounded at 
least annually at a rate or rates that 
meet the requirements of § 1.1275– 
5(a)(3)(i)(A) or (B) and (a)(4). 

(3) Agreements with both deferred and 
prepaid rent. If an agreement has both 
deferred and prepaid rent, the agree-
ment provides adequate interest under 
paragraph (b)(1) of this section if the 
conditions set forth in paragraph 
(b)(1)(ii)(A) through (D) of this section 
are met for both the prepaid and the 
deferred rent. For purposes of this 
paragraph (b)(3), an agreement will be 
considered to meet the condition set 
forth in paragraph (b)(1)(ii)(A) of this 

section if the agreement provides a sin-
gle fixed rate of interest on the de-
ferred rent and a single fixed rate of in-
terest on the prepaid rent, even if those 
rates are not the same. This paragraph 
(b)(3) applies to section 467 rental 
agreements entered into after March 6, 
2001. However, taxpayers may choose to 
apply this paragraph (b)(3) to any rent-
al agreement that is described in 
§ 1.467–9(a) and is entered into on or be-
fore March 6, 2001. 

(c) Computation of proportional rental 
amount—(1) In general. The propor-
tional rental amount for a rental pe-
riod is the amount of fixed rent allo-
cated to the rental period under § 1.467– 
1(c)(2)(ii), multiplied by a fraction. The 
numerator of the fraction is the sum of 
the present values of the amounts pay-
able under the terms of the section 467 
rental agreement as fixed rent and in-
terest thereon. The denominator of the 
fraction is the sum of the present val-
ues of the fixed rent allocated to each 
rental period under the rental agree-
ment. 

(2) Section 467 rental agreements that 
provide for a variable rate of interest. To 
calculate the proportional rental 
amount for a section 467 rental agree-
ment that provides for a variable rate 
of interest, see § 1.467–5. 

(d) Present value. For purposes of de-
termining adequate interest under 
paragraph (b) of this section or the pro-
portional rental amount under para-
graph (c) of this section, the present 
value of any amount is determined 
using a discount rate equal to 110 per-
cent of the applicable Federal rate. In 
general, present values are determined 
as of the first day of the first rental pe-
riod in the lease term. However, if a 
section 467 rental agreement calls for 
payments of fixed rent prior to the 
lease term, present values are deter-
mined as of the first day a fixed rent 
payment is called for by the agree-
ment. For purposes of the present 
value determination under paragraph 
(b)(1)(iv) of this section, the fixed rent 
allocated to a rental period must be 
discounted from the first day of the 
rental period. For other conventions 
and rules relating to the determination 
of present value, see § 1.467–1(g) and (j). 

(e) Applicable Federal rate—(1) In gen-
eral. The applicable Federal rate for a 
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section 467 rental agreement is the ap-
plicable Federal rate in effect on the 
agreement date. The applicable Federal 
rate for a rental agreement means— 

(i) The Federal short-term rate if the 
term of the rental agreement is not 
over 3 years; 

(ii) The Federal mid-term rate if the 
term of the rental agreement is over 3 
years but not over 9 years; and 

(iii) The Federal long-term rate if the 
term of the rental agreement is over 9 
years. 

(2) Source of applicable Federal rates. 
The Internal Revenue Service publishes 
the applicable Federal rates, based on 
annual, semiannual, quarterly, and 
monthly compounding, each month in 
the Internal Revenue Bulletin (see 
§ 601.601(d) of this chapter). However, 
the applicable Federal rates may be 
based on any compounding assumption. 
To convert a rate based on one 
compounding assumption to an equiva-
lent rate based on a different 
compounding assumption, see § 1.1272– 
1(j), Example 1. 

(3) 110 percent of applicable Federal 
rate. For purposes of § 1.467–1, this sec-
tion and §§ 1.467–3 through 1.467–9, 110 
percent of the applicable Federal rate 
means 110 percent of the applicable 
Federal rate based on semiannual 
compounding or any rate based on a 
different compounding assumption that 
is equivalent to 110 percent of the ap-
plicable Federal rate based on semi-
annual compounding. The Internal 
Revenue Service publishes 110 percent 
of the applicable Federal rates, based 
on annual, semiannual, quarterly, and 
monthly compounding, each month in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2) of this chapter). 

(4) Term of the section 467 rental agree-
ment—(i) In general. For purposes of de-
termining the applicable Federal rate 
under this paragraph (e), the term of 
the section 467 rental agreement in-
cludes the lease term, any period be-
fore the lease term beginning with the 
first day an amount of fixed rent is 
payable under the terms of the rental 
agreement, and any period after the 
lease term ending with the last day an 
amount of fixed rent or interest there-
on is payable under the rental agree-
ment. 

(ii) Section 467 rental agreements with 
variable interest. If a section 467 rental 
agreement provides variable interest 
on deferred or prepaid fixed rent, the 
term of the rental agreement for pur-
poses of calculating the applicable Fed-
eral rate is the longest period between 
interest rate adjustment dates, or, if 
the rental agreement provides an ini-
tial fixed rate of interest on deferred or 
prepaid fixed rent, the period between 
the agreement date and the last day 
the fixed rate applies, if this period is 
longer. If, as described in § 1.1274– 
4(c)(2)(ii), the rental agreement pro-
vides for a qualified floating rate (as 
defined in § 1.1275–5(b)) that in sub-
stance resembles a fixed rate, the ap-
plicable Federal rate is determined by 
reference to the lease term. 

(f) Examples. The following examples 
illustrate the application of this sec-
tion. In each of these examples it is as-
sumed that the rental agreement is not 
a disqualified leaseback or long-term 
agreement subject to constant rental 
accrual. The examples are as follows: 

Example 1. (i) C agrees to lease property 
from D for five years beginning on January 
1, 2000, and ending on December 31, 2004. The 
section 467 rental agreement provides that 
rent of $100,000 accrues in each calendar year 
in the lease term and that rent of $500,000 
plus $120,000 of interest is payable on Decem-
ber 31, 2004. Assume that the parties select 
the calendar year as the rental period and 
that 110 percent of the applicable Federal 
rate is 10 percent, compounded annually. 

(ii) The rental agreement has deferred rent 
under § 1.467–1(c)(3)(i) because the fixed rent 
allocated to calendar years 2000, 2001, and 
2002 is not paid until 2004. In addition, be-
cause the rental agreement does not state an 
interest rate, the rental agreement does not 
satisfy the requirements of paragraph 
(b)(1)(ii) of this section. 

(iii)(A) Because the rental agreement has 
deferred fixed rent and no prepaid rent, the 
agreement has adequate interest only if the 
present value test provided in paragraph 
(b)(1)(iii) of this section is met. The present 
value of all fixed rent and interest payable 
under the rental agreement is $384,971.22, de-
termined as follows: $620,000/(1.10) 5 = 
$384,971.22. The present value of all fixed rent 
allocated under the rental agreement (dis-
counting the amount of fixed rent allocated 
to a rental period from the last day of the 
rental period) is $379,078.68, determined as 
follows: 
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$379, . $100,
( . )

.
078 68 000

1 110

10

5

= × − −

(B) The rental agreement provides ade-
quate interest on fixed rent because the 
present value of the single amount payable 
under the section 467 rental agreement ex-
ceeds the sum of the present values of fixed 
rent allocated. 

(iv) For an example illustrating the com-
putation of the yield on the rental agree-
ment and the allocation of the interest and 
rent provided for under the rental agree-
ment, see § 1.467–4(f), Example 2. 

Example 2. (i) E and F enter into a section 
467 rental agreement for the lease of equip-
ment beginning on January 1, 2000, and end-
ing on December 31, 2004. The rental agree-
ment provides that rent of $100,000 accrues 
for each calendar month during the lease 
term. All rent is payable on December 31, 
2004, together with interest on accrued rent 
at a qualified floating rate set at a current 
value (as defined in § 1.1275–5(a)(4)) that is 
compounded at the end of each calendar 
month and adjusted at the beginning of each 
calendar month throughout the lease term. 
Therefore, the rental agreement provides for 
variable interest within the meaning of para-
graph (b)(2) of this section. 

(ii) On the agreement date the qualified 
floating rate is 7.5 percent, and 110 percent of 
the applicable Federal rate, as defined in 
paragraph (e)(3) of this section, based on 
monthly compounding, is 7 percent. Under 
paragraph (b)(2) of this section, the fixed 
rate substitute for the qualified floating rate 
is 7.5 percent and the agreement is treated as 
providing for interest at this fixed rate for 
purposes of determining whether adequate 
interest is provided under paragraph (b) of 

this section. Accordingly, the requirements 
of paragraph (b)(1)(ii) of this section are sat-
isfied, and the rental agreement has ade-
quate interest. 

Example 3. (i) X and Y enter into a section 
467 rental agreement for the lease of real 
property beginning on January 1, 2000, and 
ending on December 31, 2002. The rental 
agreement provides that rent of $800,000 is al-
locable to 2000, $1,000,000 is allocable to 2001, 
and $1,200,000 is allocable to 2002. Under the 
rental agreement, Y must make a $3,000,000 
payment on December 31, 2002. Assume that 
both X and Y choose the calendar year as the 
rental period, X and Y are calendar year tax-
payers, and 110 percent of the applicable Fed-
eral rate is 8.5 percent compounded annually. 

(ii) The rental agreement fails to provide 
adequate interest under paragraph (b)(1) of 
this section. Therefore, under § 1.467– 
1(d)(2)(ii), the fixed rent for each rental pe-
riod is the proportional rental amount. 

(iii)(A) The proportional rental amount is 
computed under paragraph (c) of this sec-
tion. Because the rental agreement does not 
call for any fixed rent payments prior to the 
lease term, under paragraph (d) of this sec-
tion, the present value is determined as of 
the first day of the first rental period in the 
lease term. The present value of the single 
amount payable by the lessee under the rent-
al agreement is computed as follows: 

$2, , .
$3, ,

( . )
348 724 30

000 000

1 085 3=
+

(B) The sum of the present values of the 
fixed rent allocated to each rental period 
(discounting the fixed rent allocated to a 
rental period from the last day of such rental 
period) is computed as follows: 

$2, ,272.
$800,

( . )

$1, ,

( . )

$1,200,

( . )
526 20

000

1 085

000 000

1 085

000

1 0852 3=
+

+
+

+
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(C) Thus, the fraction for determining the 
proportional rental amount is .9297194 
($2,348,724.30/$2,526,272.20). The section 467 in-
terest for each of the taxable years within 
the lease term is computed and taken into 
account as provided in § 1.467–4. The section 
467 rent for each of the taxable years within 
the lease term is as follows: 

Taxable year Section 467 rent 

2000 ........................... $743,775.52 
($ 800,000×.9297194). 

2001 ........................... 929,719.40 
($1,000,000×.9297194). 

2002 ........................... 1,115,663.28 
($1,200,000×.9297194). 

[T.D. 8820, 64 FR 26859, May 18, 1999, as 
amended by T.D. 8917, 66 FR 1040, Jan. 5, 2001] 

§ 1.467–3 Disqualified leasebacks and 
long-term agreements. 

(a) General rule. Under § 1.467– 
1(d)(2)(i), constant rental accrual (as 
described under paragraph (d) of this 
section) must be used to determine the 
fixed rent for each rental period in the 
lease term if the section 467 rental 
agreement is a disqualified leaseback 
or long-term agreement within the 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00327 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092 E
R

18
M

Y
99

.0
00

<
/G

P
H

>
E

R
18

M
Y

99
.0

01
<

/G
P

H
>

E
R

18
M

Y
99

.0
02

<
/G

P
H

>

pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



318 

26 CFR Ch. I (4–1–13 Edition) § 1.467–3 

meaning of paragraph (b) of this sec-
tion. Constant rental accrual may not 
be used in the absence of a determina-
tion by the Commissioner, pursuant to 
paragraph (b)(1)(ii) of this section, that 
the rental agreement is disqualified. 
Such determination may be made ei-
ther on a case-by-case basis or in regu-
lations or other guidance published by 
the Commissioner (see § 601.601(d)(2) of 
this chapter) providing that a certain 
type or class of leaseback or long-term 
agreement will be treated as disquali-
fied and subject to constant rental ac-
crual. 

(b) Disqualified leaseback or long-term 
agreement—(1) In general. A leaseback 
(as defined in paragraph (b)(2) of this 
section) or a long-term agreement (as 
defined in paragraph (b)(3) of this sec-
tion) is disqualified only if— 

(i) A principal purpose for providing 
increasing or decreasing rent is the 
avoidance of Federal income tax (as de-
scribed in paragraph (c) of this sec-
tion); 

(ii) The Commissioner determines 
that, because of the tax avoidance pur-
pose, the agreement should be treated 
as a disqualified leaseback or long- 
term agreement; and 

(iii) For section 467 rental agree-
ments entered into before July 19, 1999, 
the amount determined with respect to 
the rental agreement under § 1.467– 
1(c)(4) (relating to the exception for 
rental agreements involving total pay-
ments of $250,000 or less) exceeds 
$2,000,000. 

(2) Leaseback. A section 467 rental 
agreement is a leaseback if the lessee 
(or a related person) had any interest 
(other than a de minimis interest) in 
the property at any time during the 
two-year period ending on the agree-
ment date. For this purpose, interests 
in property include options and agree-
ments to purchase the property 
(whether or not the lessee or related 
person was considered the owner of the 
property for Federal income tax pur-
poses) and, in the case of subleased 
property, any interest as a sublessor. 

(3) Long-term agreement—(i) In general. 
A section 467 rental agreement is a 
long-term agreement if the lease term 
exceeds 75 percent of the property’s 
statutory recovery period. 

(ii) Statutory recovery period—(A) In 
general. The term statutory recovery 
period means— 

(1) In the case of property depreciable 
under section 168, the applicable period 
determined under section 467(e)(3)(A); 

(2) In the case of land, 19 years; and 
(3) In the case of any other tangible 

property, the period that would apply 
under section 467(e)(3)(A) if the prop-
erty were property to which section 168 
applied. 

(B) Special rule for rental agreements 
relating to properties having different 
statutory recovery periods. In the case of 
a rental agreement relating to two or 
more related properties that have dif-
ferent statutory recovery periods, the 
statutory recovery period for purposes 
of paragraph (b)(3)(ii)(A) of this section 
is the weighted average, based on the 
fair market values of the properties on 
the agreement date, of the statutory 
recovery periods of each of the prop-
erties. 

(c) Tax avoidance as principal purpose 
for increasing or decreasing rent—(1) In 
general. In determining whether a prin-
cipal purpose for providing increasing 
or decreasing rent is the avoidance of 
Federal income tax, all relevant facts 
and circumstances are taken into ac-
count. However, an agreement will not 
be treated as a disqualified leaseback 
or long-term agreement if either of the 
safe harbors set forth in paragraph 
(c)(3) of this section is met. The mere 
failure of a leaseback or long-term 
agreement to meet one of these safe 
harbors will not, by itself, cause the 
agreement to be treated as one in 
which tax avoidance was a principal 
purpose for providing increasing or de-
creasing rent. 

(2) Tax avoidance—(i) In general. If, as 
of the agreement date, a significant 
difference between the marginal tax 
rates of the lessor and lessee can rea-
sonably be expected at some time dur-
ing the lease term, the agreement will 
be closely scrutinized and clear and 
convincing evidence will be required to 
establish that tax avoidance is not a 
principal purpose for providing increas-
ing or decreasing rent. The term 
‘‘marginal tax rate’’ means the per-
centage determined by dividing one 
dollar into the amount of the increase 
or decrease in the Federal income tax 
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liability of the taxpayer that would re-
sult from an additional dollar of rental 
income or deduction. 

(ii) Significant difference in tax rates. A 
significant difference between the mar-
ginal tax rates of the lessor and lessee 
is reasonably expected if— 

(A) The rental agreement has in-
creasing rents and the lessor’s mar-
ginal tax rate is reasonably expected to 
exceed the lessee’s marginal tax rate 
by more than 10 percentage points dur-
ing any rental period to which the 
rental agreement allocates annualized 
fixed rent that is less than the average 
rent allocated to all calendar years (de-
termined by taking into account the 
rules set forth in paragraph (c)(4)(iii) of 
this section); or 

(B) The rental agreement has de-
creasing rents and the lessee’s mar-
ginal tax rate is reasonably expected to 
exceed the lessor’s marginal tax rate 
by more than 10 percentage points dur-
ing any rental period to which the 
rental agreement allocates annualized 
fixed rent that is greater than the av-
erage rent allocated to all calendar 
years (determined by taking into ac-
count the rules set forth in paragraph 
(c)(4)(iii) of this section). 

(iii) Special circumstances. In deter-
mining the expected marginal tax rates 
of the lessor and lessee, net operating 
loss and credit carryovers and any 
other attributes or special cir-
cumstances reasonably expected to af-
fect the Federal income tax liability of 
the taxpayer (including the alternative 
minimum tax) are taken into account. 
For example, in the case of a partner-
ship or S corporation, the amount of 
rental income or deduction that would 
be allocable to the partners or share-
holders, respectively, is taken into ac-
count. 

(3) Safe harbors. Tax avoidance will 
not be considered a principal purpose 
for providing increasing or decreasing 
rent if— 

(i) The uneven rent test (as defined in 
paragraph (c)(4) of this section) is met; 
or 

(ii) The increase or decrease in rent 
is wholly attributable to one or more 
of the following provisions— 

(A) A contingent rent provision set 
forth in § 1.467–1(c)(2)(iii)(B); or 

(B) A single rent holiday provision 
allowing reduced rent (or no rent) for 
one consecutive period during the lease 
term, but only if— 

(1) The rent holiday is for a period of 
three months or less at the beginning 
of the lease term and for no other pe-
riod; or 

(2) The duration of the rent holiday 
is reasonable, determined by reference 
to commercial practice (as of the 
agreement date) in the locality where 
the use of the property occurs, and 
does not exceed the lesser of 24 months 
or 10 percent of the lease term. 

(4) Uneven rent test—(i) In general. 
The uneven rent test is met if the rent 
allocated to each calendar year does 
not vary from the average rent allo-
cated to all calendar years (determined 
in accordance with the rules set forth 
in paragraph (c)(4)(iii) of this section) 
by more than 10 percent. 

(ii) Special rule for real estate. Para-
graph (c)(4)(i) of this section is applied 
by substituting ‘‘15 percent’’ for ‘‘10 
percent’’ if the rental agreement is a 
long-term agreement and at least 90 
percent of the property subject to the 
agreement (determined on the basis of 
fair market value as of the agreement 
date) consists of real property (as de-
fined in § 1.856–3(d)). 

(iii) Operating rules. In determining 
whether the uneven rent test has been 
met, the following rules apply: 

(A) Any contingent rent attributable 
to a provision set forth in § 1.467– 
1(c)(2)(iii)(B)(3) through (9) is dis-
regarded. 

(B) If the lease term includes one or 
more partial calendar years (a period 
less than a complete calendar year), 
the average rent allocated to each cal-
endar year is the total rent allocated 
under the rental agreement, divided by 
the actual length (in years) of the lease 
term. The rent allocated to a partial 
calendar year is annualized by multi-
plying the allocated rent by the num-
ber of periods of the partial calendar 
year’s length in a full calendar year 
and the annualized rent is treated as 
the amount of rent allocated to that 
year in determining whether the un-
even rent test is met. 

(C) In the case of a rental agreement 
not described in paragraph (c)(4)(ii) of 
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this section, an initial rent holiday pe-
riod and any rent allocated to such pe-
riod are disregarded for purposes of 
this paragraph (c)(4) if taking such pe-
riod and rent into account would cause 
the agreement to fail to meet the un-
even rent test. For purposes of this 
paragraph (c)(4), an initial rent holiday 
period is any period of three months or 
less at the beginning of the lease term 
during which annualized fixed rent (de-
termined by treating such period as a 
rental period for purposes of § 1.467– 
1(j)(3)) is less than the average rent al-
located to all calendar years (deter-
mined before the application of this 
paragraph (c)(4)(iii)(C)). 

(D) In the case of a rental agreement 
described in paragraph (c)(4)(ii) of this 
section, one qualified rent holiday pe-
riod and any rent allocated to such pe-
riod are disregarded for purposes of 
this paragraph (c)(4) if taking such pe-
riod and rent into account would cause 
the agreement to fail the uneven rent 
test. For this purpose, a qualified rent 
holiday period is a consecutive period 
that is an initial rent holiday period or 
that meets the following conditions: 

(1) The period does not exceed the 
lesser of 24 months or 10 percent of the 
lease term (determined before the ap-
plication of this paragraph 
(c)(4)(iii)(D)). 

(2) Annualized fixed rent during the 
period (determined by treating the pe-
riod as a rental period for purposes of 
§ 1.467–1(j)(3)) is less than the average 
rent allocated to all calendar years (de-
termined before the application of this 
paragraph (c)(4)(iii)(D)). 

(3) Providing less than average rent 
for the period is reasonable, deter-
mined by reference to commercial 
practice (as of the agreement date) in 
the locality where the use of the prop-
erty occurs. 

(E) If the rental agreement contains 
a variable interest rate provision, the 
uneven rent test is applied by treating 
the rent as having been fixed under the 
terms of the rental agreement for the 
entire lease term using fixed rate sub-
stitutes (determined in the same man-
ner as § 1.1275–5(e), treating the agree-
ment date as the issue date) for the 
variable rates of interest provided 
under the terms of the lessor’s indebt-
edness. 

(d) Calculating constant rental 
amount—(1) In general. Except as pro-
vided in paragraph (d)(2) of this sec-
tion, the constant rental amount is the 
amount that, if paid at the end of each 
rental period, would result in a present 
value equal to the present value of all 
amounts payable under the disqualified 
leaseback or long-term agreement as 
rent and interest. In computing the 
constant rental amount, the rules for 
determining present value are the same 
as those provided in § 1.467–2(d) for com-
puting the proportional rental amount. 
If constant rental accrual is required, 
all rental periods (other than an initial 
or final short period of not more than 
one month) must be equal in length 
and satisfy the requirements of § 1.467– 
1(j)(5). 

(2) Initial or final short periods. If a 
disqualified leaseback or long-term 
agreement has an initial or final short 
rental period, the constant rental 
amount for the initial or final short pe-
riod may be determined under any rea-
sonable method. However, the sum of 
the present values of all the constant 
rental amounts must equal the present 
values of all amounts payable under 
the disqualified leaseback or long-term 
agreement as rent and interest. Any 
adjustment necessary to eliminate the 
section 467 loan balance because of the 
method used to determine the constant 
rental amount for short periods must 
be taken into account as section 467 
rent for the final rental period. 

(3) Method to determine constant rental 
amount; no short periods—(i) Step 1. De-
termine the present value of amounts 
payable under the disqualified lease-
back or long-term agreement as rent or 
interest. 

(ii) Step 2. Determine the present 
value of $1 to be received at the end of 
each rental period during the lease 
term as of the first day of the first 
rental period during the lease term (or, 
if earlier, the first day a rent payment 
is required under the rental agree-
ment). 

(iii) Step 3. Divide the amount deter-
mined in paragraph (d)(3)(i) of this sec-
tion (Step 1) by the number of dollars 
determined in paragraph (d)(3)(ii) of 
this section (Step 2). 
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(e) Examples. The following examples 
illustrate the application of this sec-
tion: 

Example 1. (i) K, lessor, and L, lessee, enter 
into a long-term agreement for a 10-year 
lease of personal property beginning on Jan-
uary 1, 2000. K and L are C corporations that 
use the calendar year as their taxable year. 
K does not have any unused losses or credits 
from taxable years preceding 2000. In addi-
tion, as of the agreement date, K expects 
that it will be subject to the maximum rate 
of tax imposed by section 11 in 2000 and that 
it will not be limited in its ability to use any 
losses or credits. As of the agreement date, L 
expects that it will be subject to the alter-
native minimum tax imposed by section 55 in 
2000. The rental agreement provides for rent 
allocations in each year of the lease term, as 
follows: 

Year Amount 

2000 ............................................................... $427,500 
2001 ............................................................... 442,500 
2002 ............................................................... 457,500 
2003 ............................................................... 472,500 
2004 ............................................................... 487,500 
2005 ............................................................... 502,500 
2006 ............................................................... 517,500 
2007 ............................................................... 532,500 
2008 ............................................................... 547,500 
2009 ............................................................... 562,500 

(ii) As described in paragraph (c)(2) of this 
section, as of the agreement date, a signifi-
cant difference between the marginal tax 
rates of the lessor and lessee can reasonably 
be expected at some time during the lease 
term. First, the rental agreement has in-
creasing rents. Second, the lessor’s marginal 
tax rate exceeds the lessee’s marginal tax 
rate by more than 10 percentage points dur-
ing a rental period to which the rental agree-
ment allocates less than a ratable portion of 
the aggregate amount of rent payable under 
the agreement. For example, for the year 
2000, the lessor’s expected marginal tax rate 
is 35 percent, the percentage determined by 
dividing the increase in the Federal income 
tax liability of K that would result from an 
additional dollar of rental income ($.35) by 
$1. Because the lessee is subject to the alter-
native minimum tax, the lessee’s expected 
marginal tax rate for 2000 is 20 percent, the 
percentage determined by dividing the de-
crease in the Federal income tax liability 
(taking into account both the decrease in the 
lessee’s regular tax and the increase in the 
lessee’s alternative minimum tax) that 
would result from an additional dollar of 
rental deduction ($.20) by $1. Further, for the 
year 2000, the rent allocated in accordance 
with the rental agreement is $427,500, which 
is less than a ratable portion of the aggre-
gate amount of rental payments, $495,000, de-
termined by dividing the total rents payable 

under the agreement ($4,950,000) by the num-
ber of years in the lease term (10). Thus, be-
cause a significant difference between the 
marginal tax rates of the lessor and lessee 
can reasonably be expected during the lease 
term, the agreement will be closely scruti-
nized and clear and convincing evidence will 
be required to establish that tax avoidance is 
not a principal purpose for providing increas-
ing rent. 

Example 2. (i) A and B enter into a long- 
term agreement for a 5-year lease of personal 
property beginning on July 1, 2000, and end-
ing on June 30, 2005. The rental agreement 
provides that the rent is allocated to the cal-
endar years in the lease term in accordance 
with the following schedule and is paid at 
successive six-month intervals (on December 
31 and June 30) during the lease term: 

Year Amount 

2000 ............................................................... $450,000 
2001 ............................................................... 900,000 
2002 ............................................................... 900,000 
2003 ............................................................... 1,100,000 
2004 ............................................................... 1,100,000 
2005 ............................................................... 550,000 

(ii) In determining whether the uneven 
rent test described in paragraph (c)(4)(i) of 
this section is met, the total amount of rent 
allocated under the rental agreement is 
$5,000,000, and the lease term is five years. 
The average rent for each year is $1,000,000 
(see paragraph (c)(4)(iii)(B) of this section), 
and the uneven rent test is met if the rent 
for each year is not less than $900,000 and not 
more than $1,100,000. The test is met for 2000 
because the annualized rent for that year is 
$900,000. The test is met for 2005 because the 
annualized rent for that year is $1,100,000. 
The test is met for each of the years 2001 
through 2004 because the rent for each of 
these years is not less than $900,000 and not 
more than $1,100,000. Accordingly, because 
the uneven rent test of paragraph (c)(4)(i) of 
this section is met, the long-term agreement 
will not be treated as disqualified. 

Example 3. (i) C and D enter into a long- 
term agreement for a lease of personal prop-
erty beginning on October 1, 1999, and ending 
on December 31, 2005. The rental agreement 
provides that the rent is allocated to the cal-
endar years in the lease term in accordance 
with the following schedule and is paid at 
successive six-month intervals (on December 
31 and June 30) during the lease term: 

Year Amount 

1999 ............................................................... $0 
2000 ............................................................... 900,000 
2001 ............................................................... 900,000 
2002 ............................................................... 900,000 
2003 ............................................................... 1,100,000 
2004 ............................................................... 1,100,000 
2005 ............................................................... 1,100,000 
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(ii) The three-month rent holiday period at 
the beginning of the lease term is an initial 
rent holiday within the meaning of para-
graph (c)(4)(iii)(C) of this section. Moreover, 
the agreement would fail the uneven rent 
test if the rent holiday period and the rent 
allocated to the period were taken into ac-
count. Thus, under paragraph (c)(4)(iii)(C) of 
this section, the period and the rent allo-
cated to the period are disregarded for pur-
poses of applying the uneven rent test. In 
that case, the lease term is six years, and the 
uneven rent test is met because the average 
rent for each year in the lease term is 
$1,000,000 and the rent for each calendar year 
in the lease term is not less than $900,000 nor 
more than $1,100,000. Accordingly, the long- 
term agreement will not be treated as dis-
qualified. 

Example 4. (i) E and F enter into a long- 
term agreement for a 6-year lease of personal 
property beginning on January 1, 2000, and 
ending on December 31, 2005. The rental 
agreement provides that the rent allocated 
to the calendar years in the lease term and 
paid at successive six-month intervals (on 
June 30 and December 31) during the lease 
term is the sum of the interest on the les-
sor’s indebtedness, in the amount of 
$4,637,577, and an amount determined in ac-
cordance with the following schedule: 

Year Amount 

2000 ............................................................... $539,574 
2001 ............................................................... 583,603 
2002 ............................................................... 631,225 
2003 ............................................................... 886,733 
2004 ............................................................... 959,090 
2005 ............................................................... 1,037,352 

(ii) Assume further that the lessor’s in-
debtedness bears interest at the rate of 2 per-
cent in excess of the 6-month London Inter-
bank Offered Rate (LIBOR) in effect on the 
first day of the 6-month period for each rent-
al period and that, on the agreement date, 
the interest rate under this formula would be 
8 percent. If the interest rate remained fixed 
during the entire lease term, the formula for 
determining the rent payable by the lessee 
would result in payments of rent in the 
amount of $450,000 for each six-month period 
in 2000, 2001, and 2002, and $550,000 for each 
six-month period in 2003, 2004, and 2005. 

(iii) Under paragraph (c)(4)(iii)(E) of this 
section, the fixed rate substitute for the 
variable interest rate provision produces a 
schedule of fixed rents that meets the un-
even rent test of paragraph (c)(4)(i) of this 
section. Thus, even if the actual rents pay-
able under the rental agreement do not meet 
the uneven rent test because of fluctuations 
in the 6-month LIBOR, the uneven rent test 
will be treated as having been met, and the 
long-term agreement will not be treated as 
disqualified. 

Example 5. (i) G and H enter into a long- 
term 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 rent is payable 
to G at the rate of $40,000 per month in ar-
rears, subject to an adjustment based on 
changes in prevailing interest rates during 
the lease term. Under this adjustment, the 
lessor is entitled to receive an amount equal 
to the sum of a specified dollar amount, 
which increases each month as payments of 
rent are made, and interest on a notional 
principal amount (as defined in § 1.446–3(c)(3)) 
at a qualified floating rate (as defined in 
§ 1.1275–5(b)). The notional principal amount 
is initially established at 80 percent of the 
cost of the property. As each payment of 
rent is made, the notional principal amount 
is reduced (but not below zero) to an amount 
that would represent the outstanding prin-
cipal balance of a loan the payments on 
which are equal to the monthly payments of 
rent. As of the agreement date, the value of 
the qualified floating rate is 9 percent. Al-
though G did not incur indebtedness specifi-
cally for the purpose of acquiring the prop-
erty, the parties agreed to the adjustment 
provisions in order to compensate G for its 
general costs of borrowing. 

(ii) The adjustment provision produces a 
schedule of rent payments that is virtually 
identical to the schedule that would have re-
sulted if G had actually borrowed money in 
an amount and on terms identical to the 
terms used in determining interest on the 
notional principal amount and the adjust-
ment were based on that indebtedness. An 
adjustment based on actual indebtedness of 
the lessor would have been a variable inter-
est rate provision eligible for a safe harbor 
under paragraph (c)(3)(ii)(A) of this section. 
Accordingly, based on all the facts and cir-
cumstances, the adjustment provision did 
not have as one of its principal purposes the 
avoidance of Federal income tax, and thus 
the long-term agreement will not be treated 
as disqualified. 

Example 6. (i) X and Y enter into a lease-
back for a 5-year lease of personal property 
beginning on January 1, 1998, and ending on 
December 31, 2002. The rental agreement pro-
vides that $0 of rent is allocated to years 
1998, 1999, and 2000, and that rent of 
$17,500,000 is allocated to years 2001 and 2002. 
The rental agreement provides that the rent 
allocated to each year is payable on Decem-
ber 31 of that year. Assume all rental periods 
are the calendar year. Assume also that 110 
percent of the applicable Federal rate based 
on annual compounding is 12 percent. 

(ii)(A) If the Commissioner determines 
that the leaseback is disqualified, the con-
stant rental amount is computed as follows: 

(B) Step 1 in calculating the constant rent-
al amount is to determine the present value 
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of the two payments due under the rental 
agreement as follows: 

$21, ,536
$17,500,

( . )

$17,500,

( . )
051

000

112

000

1124 5= +

(iii) Because no amounts of rent are pay-
able before the lease term, Step 2 in calcu-
lating the constant rental amount is to de-
termine the present value as of the first day 
of the lease term of $1 to be received at the 
end of each rental period during the lease 
term. This results in a present value of 
$3.6047762. In Step 3 the amount determined 
in Step 1 is divided by the number of dollars 
determined in Step 2. Thus, the constant 
rental amount is $5,839,901 for each calendar 
year during the lease term computed as fol-
lows: 

$5, ,901
$21, ,

.
839

051 536

3 6047762
=

[T.D. 8820, 64 FR 26860, May 18, 1999, as 
amended by T.D. 8917, 66 FR 1040, Jan. 5, 2001] 

§ 1.467–4 Section 467 loan. 
(a) In general—(1) Overview. Except as 

provided in paragraph (a)(2) of this sec-
tion, the section 467 loan rules of this 
section apply to a section 467 rental 
agreement if, as of the first day of a 
rental period, there is a difference be-
tween the amount of fixed rent payable 
under the rental agreement on or be-
fore the first day and the amount of 
fixed rent required to be accrued in ac-
cordance with § 1.467–1(d)(2) before the 
first day. Paragraph (b) of this section 
provides rules for computing the prin-
cipal balance of a section 467 loan at 
the beginning of any rental period. The 
principal balance of a section 467 loan 
may be positive or negative. For Fed-
eral tax purposes, if the principal bal-
ance is positive, the amount represents 
a loan from the lessor to the lessee, 
and if the principal balance is negative, 
the amount represents a loan from the 
lessee to the lessor. 

(2) No section 467 loan in the case of 
certain section 467 rental agreements. Ex-
cept as provided in paragraphs (a)(3) 
and (4) of this section, this section does 
not apply to section 467 rental agree-
ments that provide adequate interest 
under § 1.467–2(b)(1)(i) (agreements with 
no deferred or prepaid rent) or § 1.467– 
2(b)(1)(ii) (agreements with deferred or 
prepaid rent that provide adequate 
stated interest at a single fixed rate). 

(3) Rental agreements subject to con-
stant rental accrual. Notwithstanding 
the provisions of paragraph (a)(2) of 
this section, this section applies to 
rental agreements subject to constant 
rental accrual under § 1.467–3 (relating 
to disqualified leasebacks or long-term 
agreements). 

(4) Special rule in applying the provi-
sions of § 1.467–7(e), (f), or (g). Notwith-
standing the provisions of paragraph 
(a)(2) of this section, section 467 loan 
balances must be computed for section 
467 rental agreements that are not sub-
ject to constant rental accrual under 
§ 1.467–3 and that provide adequate in-
terest under § 1.467–2(b)(1)(i) or (ii), but 
only for purposes of applying the provi-
sions of § 1.467–7(e) (relating to disposi-
tions of property subject to a section 
467 rental agreement), § 1.467–7(f) (relat-
ing to assignments by lessees and les-
see-financed renewals), and § 1.467–7(g) 
(relating to modifications of rental 
agreements). 

(b) Principal balance—(1) In general. 
Except as provided in paragraph (b)(2) 
of this section or in § 1.467–7(e), (f), or 
(g), the principal balance of the section 
467 loan at the beginning of a rental pe-
riod equals— 

(i) The fixed rent accrued in pre-
ceding rental periods; 

(ii) Increased by the sum of— 
(A) The interest on fixed rent includ-

ible in the gross income of the lessor 
for preceding rental periods; and 

(B) Any amount payable by the lessor 
on or before the first day of the rental 
period as interest on prepaid fixed rent; 
and 

(iii) Decreased by the sum of— 
(A) The interest on prepaid fixed rent 

includible in the gross income of the 
lessee for preceding rental periods; and 

(B) Any amount payable by the lessee 
on or before the first day of the rental 
period as fixed rent or interest thereon. 

(2) Section 467 rental agreements that 
provide for prepaid fixed rent and ade-
quate interest. If a section 467 rental 
agreement calls for prepaid fixed rent 
and provides adequate interest under 
§ 1.467–2(b)(1)(iv), the principal balance 
of the section 467 loan at the beginning 
of a rental period equals the principal 
balance determined under paragraph 
(b)(1) of this section, plus the fixed rent 
accrued for that rental period. 
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(3) Timing of payments. For purposes 
of this paragraph (b), the day on which 
an amount is payable is determined 
under the rules of § 1.467–1(j)(2)(i)(B) 
through (E) and § 1.467–1(j)(2)(ii). 

(c) Yield—(1) In general—(i) Method of 
determining yield. Except as provided in 
paragraphs (c)(2) and (3) of this section, 
the yield of a section 467 loan is the 
discount rate at which the sum of the 
present values of all amounts payable 
by the lessee as fixed rent and interest 
on fixed rent, plus the sum of the 
present values of all amounts payable 
by the lessor as interest on prepaid 
fixed rent, equals the sum of the 
present values of the fixed rent that ac-
crues in accordance with § 1.467–1(d)(2). 
The yield must be constant over the 
term of the section 467 rental agree-
ment and, when expressed as a percent-
age, must be calculated to at least two 
decimal places. 

(ii) Method of stating yield. In deter-
mining the section 467 interest for a 
rental period, the yield of the section 
467 loan must be stated appropriately 
by taking into account the length of 
the rental period. Section 1.1272–1(j), 
Example 1, provides a formula for con-
verting a yield based on a period of one 
length to an equivalent yield based on 
a period of a different length. 

(iii) Rounding adjustments. Any ad-
justment necessary to eliminate the 
section 467 loan because of rounding 
the yield to two or more decimal places 
must be taken into account as an ad-
justment to the section 467 interest for 
the final rental period determined as 
provided in paragraph (e) of this sec-
tion. 

(2) Yield of section 467 rental agree-
ments for which constant rental amount 
or proportional rental amount is com-
puted. In the case of a section 467 rent-
al agreement to which § 1.467–1(d)(2)(i) 
or (ii) applies, the yield of the section 
467 loan equals 110 percent of the appli-
cable Federal rate (based on a 
compounding period equal to the 
length of the rental period). 

(3) Yield for purposes of applying para-
graph (a)(4) of this section. For purposes 
of applying paragraph (a)(4) of this sec-
tion, the yield of the section 467 loan 
balance of any party, or prior party, to 
a section 467 rental agreement for a pe-
riod is the same for all parties and is 

the yield that results in the net ac-
crual of positive or negative interest 
for that period equal to the amount of 
such interest that accrues under the 
terms of the rental agreement for that 
period. For example, if property sub-
ject to a section 467 rental agreement 
is sold (transferred) and the beginning 
section 467 loan balance of the trans-
feror (as described in § 1.467–7(e)(2)(i)) is 
positive and the beginning section 467 
loan balance of the transferee (as de-
scribed in § 1.467–7(e)(2)(ii)) is negative, 
the yield on each of these loan balances 
for any period is the same for all par-
ties and is the yield that results in the 
net accrual of positive or negative in-
terest, taking into account the aggre-
gate positive or negative interest on 
the section 467 loan balances of both 
the transferor and transferee, equal to 
the amount of such interest that ac-
crues under the terms of the rental 
agreement for that period. 

(4) Determination of present values. 
The rules for determining present 
value in computing the yield of a sec-
tion 467 loan are the same as those pro-
vided in § 1.467–2(d) for computing the 
proportional rental amount. 

(d) Contingent payments. Except as 
otherwise required, contingent pay-
ments are not taken into account in 
calculating either the yield or the prin-
cipal balance of a section 467 loan. 

(e) Section 467 rental agreements that 
call for payments before or after the lease 
term. If a section 467 rental agreement 
calls for the payment of fixed rent or 
interest thereon before the beginning 
of the lease term, this section is ap-
plied by treating the period beginning 
on the first day an amount is payable 
and ending on the day before the begin-
ning of the first rental period of the 
lease term as one or more rental peri-
ods. If a rental agreement calls for the 
payment of fixed rent or interest there-
on after the end of the lease term, this 
section is applied by treating the pe-
riod beginning on the day after the end 
of the last rental period of the lease 
term and ending on the last day an 
amount of fixed rent or interest there-
on is payable as one or more rental pe-
riods. Rental period length for the pe-
riod before the lease term or after the 
lease term is determined in accordance 
with the rules of § 1.467–1(j)(5). 
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(f) Examples. The following examples 
illustrate the application of this sec-
tion: 

Example 1. (i)(A) A leases property to B for 
a three-year period beginning on January 1, 
2000, and ending on December 31, 2002. The 
section 467 rental agreement has the fol-
lowing rent allocation schedule and payment 
schedule: 

Rent 
allocation Payment 

2000 ........................................... $400,000 ....................
2001 ........................................... 600,000 ....................
2002 ........................................... 800,000 $1,800,000 

(B) The rental agreement requires a $1.8 
million payment to be made on December 31, 
2002, but does not provide for interest on de-
ferred rent. Assume A and B choose the cal-
endar year as the rental period length and 
that 110 percent of the applicable Federal 
rate based on annual compounding is 10 per-
cent. Assume also that the agreement is not 
a leaseback or long-term agreement and, 
therefore, is not subject to constant rental 
accrual. 

(ii) Because the section 467 rental agree-
ment does not provide adequate interest 
under § 1.467–2(b) and is not subject to con-
stant rental accrual, the fixed rent that ac-
crues during each rental period is the propor-
tional rental amount as described in § 1.467– 
2(c). The proportional rental amounts for 
each rental period are as follows: 
2000 ................................................................. $370,370.37 
2001 ................................................................. 555,555.56 
2002 ................................................................. 740,740.73 

(iii) A section 467 loan arises at the begin-
ning of the second rental period because the 
rent payable on or before that day (zero) is 
less than the fixed rent accrued under § 1.467– 
1(d)(2) in all preceding rental periods 
($370,370.37). Under paragraph (c)(2) of this 
section, the yield of the loan is equal to 110 
percent of the applicable Federal rate (10 
percent compounded annually). Because no 
payments are treated as made on or before 
the first day of the second rental period, the 
principal balance of the loan at the begin-
ning of the second rental period is $370,370.37. 
The interest for the second rental period on 
fixed rent is $37,037.04 (.10×$370,370.37) and, 
under § 1.467–1(e)(3), is treated as interest in-

come of the lessor and as an interest expense 
of the lessee. 

(iv) Because no payments are made on or 
before the first day of the third rental pe-
riod, the principal balance of the loan at the 
beginning of the third rental period is equal 
to the fixed rent accrued during the first and 
second rental periods plus the lessor’s inter-
est income on fixed rent for the second rent-
al period ($962,962.97 = $370,370.37 + $555,555.56 
+ $37,037.04). The interest for the third rental 
period on fixed rent is $96,296.30 
(.10×$962,962.97). Thus, the sum of the fixed 
rent and interest on fixed rent for the three 
rental periods is equal to the total amount 
paid over the lease term (first year fixed rent 
accrual, $370,370.37, plus second year fixed 
rent and interest accrual, $555,555.56 + 
$37,037.04, plus third year fixed rent and in-
terest accrual, $740,740.73 + $96,296.30, equals 
$1,800,000). B takes the amounts of interest 
and rent into account as interest and rent 
expense, respectively, and A takes such 
amounts into account as interest and rent 
income, respectively, for the calendar years 
identified above, regardless of their respec-
tive overall methods of accounting. 

Example 2. (i) The facts are the same as in 
Example 1, § 1.467–2(f). C agrees to lease prop-
erty from D for five years beginning on Jan-
uary 1, 2000, and ending on December 31, 2004. 
The section 467 rental agreement provides 
that rent of $100,000 accrues in each calendar 
year in the lease term and that rent of 
$500,000 plus $120,000 of interest is payable on 
December 31, 2004. The parties select the cal-
endar year as the rental period, and 110 per-
cent of the applicable Federal rate is 10 per-
cent, compounded annually. The rental 
agreement has deferred rent but provides 
adequate interest on fixed rent. 

(ii)(A) Pursuant to paragraph (c)(1) of this 
section, the yield of the section 467 loan is 
10.775078%, compounded annually. The fol-
lowing is a schedule of the rent allocable to 
each rental period during the lease term, the 
balance of the section 467 loan as of the end 
of each rental period (determined, in the 
case of the calendar year 2004, without re-
gard to the single payment of rent and inter-
est in the amount of $620,000 payable on the 
last day of the lease term), and the interest 
on the section 467 loan allocable to each 
rental period: 

Calendar year Section 467 
interest 

Section 467 
rent 

Section 467 
loan balance 

2000 ................................................................................................................... $0 $100,000.00 $100,000.00 
2001 ................................................................................................................... 10,775.08 100,000.00 210,775.08 
2002 ................................................................................................................... 22,711.18 100,000.00 333,486.26 
2003 ................................................................................................................... 35,933.41 100,000.00 469,419.67 
2004 ................................................................................................................... 50,580.33 100,000.00 620,000.00 
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(B) C takes the amounts of interest and 
rent into account as expense and D takes 
such amounts into account as income for the 
calendar years identified above, regardless of 
their respective overall methods of account-
ing. 

[T.D. 8820, 64 FR 26863, May 18, 1999] 

§ 1.467–5 Section 467 rental agree-
ments with variable interest. 

(a) Variable interest on deferred or pre-
paid rent—(1) In general. This section 
provides rules for computing section 
467 rent and interest in the case of sec-
tion 467 rental agreements providing 
variable interest. For purposes of this 
section, a rental agreement provides 
for variable interest if the rental 
agreement provides for stated interest 
that is paid or compounded at least an-
nually at a rate or rates that meet the 
requirements of § 1.1275–5(a)(3)(i)(A) or 
(B) and (a)(4). If a section 467 rental 
agreement provides for interest that is 
neither variable interest nor fixed in-
terest, the agreement provides for con-
tingent payments. 

(2) Exceptions. This section is not ap-
plicable to section 467 rental agree-
ments that provide adequate interest 
under § 1.467–2(b)(1)(i) (agreements with 
no deferred or prepaid rent) or (b)(1)(ii) 
(rental agreements with stated interest 
at a single fixed rate). The exceptions 
in this paragraph (a)(2) do not apply to 
rental agreements subject to constant 
rental accrual under § 1.467–3. 

(b) Variable rate treated as fixed—(1) In 
general. If a section 467 rental agree-
ment provides variable interest— 

(i) The fixed rate substitutes (deter-
mined in the same manner as under 
§ 1.1275–5(e), treating the agreement 
date as the issue date) for the variable 
rates of interest on deferred or prepaid 
fixed rent provided by the rental agree-
ment must be used in computing the 
proportional rental amount under 
§ 1.467–2(c), the constant rental amount 
under § 1.467–3(d), the principal balance 
of a section 467 loan under § 1.467–4(b), 
and the yield of a section 467 loan 
under § 1.467–4(c); and 

(ii) The interest on fixed rent for any 
rental period is equal to the amount 
that would be determined under § 1.467– 
1(e)(2) if the section 467 rental agree-
ment did not provide variable interest, 
using the fixed rate substitutes deter-
mined under paragraph (b)(1)(i) of this 

section in place of the variable rates 
called for by the rental agreement, plus 
the variable interest adjustment 
amount provided in paragraph (b)(2) of 
this section. 

(2) Variable interest adjustment 
amount—(i) In general. The variable in-
terest adjustment amount for a rental 
period equals the difference between— 

(A) The amount of interest that, 
without regard to section 467, would 
have accrued during the rental period 
under the terms of the section 467 rent-
al agreement; and 

(B) The amount of interest that, 
without regard to section 467, would 
have accrued during the rental period 
under the terms of the section 467 rent-
al agreement using the fixed rate sub-
stitutes determined under paragraph 
(b)(1)(i) of this section in place of the 
variable interest rates called for by the 
rental agreement. 

(ii) Positive or negative adjustment. If 
the amount determined under para-
graph (b)(2)(i)(A) of this section is 
greater than the amount determined 
under paragraph (b)(2)(i)(B) of this sec-
tion, the variable interest adjustment 
amount is positive. If the amount de-
termined under paragraph (b)(2)(i)(A) 
of this section is less than the amount 
determined under paragraph (b)(2)(i)(B) 
of this section, the variable interest 
adjustment amount is negative. 

(3) Section 467 loan balance. The vari-
able interest adjustment amount is not 
taken into account in determining the 
principal balance of a section 467 loan 
under § 1.467–4(b). Instead, the section 
467 loan balance is computed as if all 
amounts payable under the section 467 
rental agreement were based on the 
fixed rate substitutes determined under 
paragraph (b)(1)(i) of this section. 

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

Example 1. (i) X and Y enter into a section 
467 rental agreement for the lease of personal 
property beginning on January 1, 2000, and 
ending on December 31, 2002. The rental 
agreement allocates $100,000 of rent to 2000, 
$200,000 to 2001, and $100,000 to 2002, and re-
quires the lessee to pay all $400,000 of rent on 
December 31, 2002. The rental agreement re-
quires the accrual of interest on unpaid ac-
crued rent at two different qualified floating 
rates (as defined in § 1.1275–5(b)), one for 2001 
and the other for 2002, such interest to be 
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paid on December 31 of the year it accrues. 
The rental agreement provides that the 
qualified floating rate is set at a current 
value within the meaning of § 1.1275–5(a)(4). 
Assume that on the agreement date, 110 per-
cent of the applicable Federal rate is 10 per-
cent, compounded annually. Assume also 
that the agreement is not a leaseback or 
long-term agreement and, therefore, is not 
subject to constant rental accrual. 

(ii) To determine if the section 467 rental 
agreement provides for adequate interest 
under § 1.467–2(b), § 1.467–2(b)(2) requires the 
use of fixed rate substitutes (in this example 
determined in the same manner as under 
§ 1.1275–5(e)(3)(i) treating the agreement date 
as the issue date) in place of the variable 
rates called for by the rental agreement. As-
sume that on the agreement date the quali-
fied floating rates, and therefore the fixed 
rate substitutes, relating to 2001 and 2002 are 
10 and 15 percent compounded annually. Tak-
ing into account the fixed rate substitutes, 
the sum of the present values of all amounts 
payable by the lessee as fixed rent and inter-
est thereon is greater than the sum of the 

present values of the fixed rent allocated to 
each rental period. Accordingly, the rental 
agreement provides adequate interest under 
§ 1.467–2(b)(1)(iii) and the fixed rent accruing 
in each calendar year during the rental 
agreement is the fixed rent allocated under 
the rental agreement. 

(iii) Because the section 467 rental agree-
ment provides for variable interest on unpaid 
accrued fixed rent at qualified floating rates 
and the qualified floating rates are set at a 
current value, the requirements of § 1.1275– 
5(a)(3)(i)(A) and (4) are met and the rental 
agreement provides for variable interest 
within the meaning of paragraph (a)(1) of 
this section. Therefore, under paragraph 
(b)(1)(i) of this section, the yield of the sec-
tion 467 loan is computed based on the fixed 
rate substitutes. Under § 1.467–4(c), the con-
stant yield (rounded to two decimal places) 
equals 13.63 percent compounded annually. 
Based on the fixed rate substitutes, the fixed 
rent, interest on fixed rent, and the principal 
balance of the section 467 loan, for each cal-
endar year during the lease term, are as fol-
lows: 

Accrued rent Accrued 
interest 

Projected 
payment 

Cumulative 
loan 

2000 .................................................................................... $100,000 $0 $0 $100,000 
2001 .................................................................................... 200,000 13,630 (10,000 ) 303,630 
2002 .................................................................................... 100,000 41,370 (445,000 ) 0 

(iv) To compute the actual reported inter-
est on fixed rent for each calendar year, the 
variable interest adjustment amount, as de-
scribed in paragraph (b)(2) of this section, 
must be added to the accrued interest deter-
mined in paragraph (iii) of this Example 1. 
Assume that the variable rates for 2001 and 
2002 are actually 11 and 14 percent, respec-
tively. Without regard to section 467, the in-
terest that would have accrued during each 
calendar year under the terms of the section 
467 rental agreement, and the interest that 
would have accrued under the terms of the 
rental agreement using the fixed rate sub-
stitutes determined under paragraph (b)(1)(i) 
of this section are as follows: 

Accrued interest 
under rental 
agreement 

Accrued interest 
using fixed rate 

substitutes 

2000 ............................... $0 $0 
2001 ............................... 11,000 10,000 
2002 ............................... 42,000 45,000 

(v) Under paragraph (b)(2) of this section, 
the variable interest adjustment amount is 
$1,000 ($11,000¥$10,000) for 2001 and is ¥$3,000 
($42,000¥$45,000) for 2002. Thus, under para-
graph (b)(1)(ii) of this section, the actual in-
terest on fixed rent for 2001 is $14,630 ($13,630 
+ $1,000) and for 2002 is $38,370 
($41,370¥$3,000). 

Example 2. (i) The facts are the same as in 
Example 1 except that 110 percent of the ap-
plicable Federal rate is 15 percent com-
pounded annually and the section 467 rental 
agreement does not provide adequate inter-
est under § 1.467–2(b). Consequently, the fixed 
rent for each calendar year during the lease 
is the proportional rental amount. 

(ii) The sum of the present values of the 
fixed rent provided for each calendar year 
during the lease term, discounted at 15 per-
cent compounded annually, equals 
$303,936.87. 

(iii)(A) Paragraph (b)(1)(i) of this section 
requires the proportional rental amount to 
be computed based on the assumption that 
interest will accrue and be paid based on the 
fixed rate substitutes. Thus, the sum of the 
present values of the projected payments 
under the section 467 rental agreement 
equals $300,156.16, computed as follows: 

$  10,000/(1.15) = $   7,561.44
  445,000/(1.15) =   292,594.72
                                 $300,156.16

2

3

(B) The fraction for computing the propor-
tional rental amount equals .9875609 
($300,156.16/$303,936.87). 
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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-

endar year during the lease term are as fol-
lows: 

Proportional 
rent 

Accrued 
interest 

Projected 
payment 

Cumulative 
loan 

2000 .................................................................................... $98,756.09 $0.00 $0 $98,756.09 
2001 .................................................................................... 197,512.18 14,813.41 (10,000 ) 301,081.68 
2002 .................................................................................... 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 tax-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 
(c)(3)(ii)(B) of this section, this para-
graph (c)(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 tax-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 511(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-

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. 

(5) 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. 

(7) Dispositions covered by section 
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 

2000 ................................... $0 $0 
2001 ................................... 87,500 0 
2002 ................................... 87,500 175,000 
2003 ................................... 87,500 175,000 
2004 ................................... 87,500 0 

(B) Assume that both X and Y are calendar 
year 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-

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 
rent 

Section 467 
interest 

2000 ................................. $65,812.55 $0 
2001 ................................. 65,812.55 7,239.38 
2002 ................................. 65,812.55 15,275.09 
2003 ................................. 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: 

Allocation Payment 

2000 ................................... $60,000 $0 
2001 ................................... 65,000 0 
2002 ................................... 70,000 175,000 
2003 ................................... 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 
rent 

Section 467 in-
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 $8,552.12 (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 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00340 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



331 

Internal Revenue Service, Treasury § 1.467–7 

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 351(a). Under paragraph (c)(3) of 
this section, because of the application of 
section 351, 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 ((4×$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 
(3×$87,500)). 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: 

(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 

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 
year 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 Section 467 inter-
est Section 467 rent Section 467 loan 

balance 

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(f)(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 
$1,981,550.71 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, 
$1,981,550.71, 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 $1,981,550.71. 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 

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— 

(1) 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 
(f)(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 

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 (f)(2)(iv)(C) of this sec-
tion if the current transfer had not oc-
curred. 

(v) For purposes of paragraph 
(f)(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)). 

(iii) Because S’s $114,759.98 section 467 loan 
balance is positive, under paragraph 
(f)(2)(iii)(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 
(f)(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: 

Calendar year Payment Section 467 inter-
est Section 467 rent Section 467 loan 

balance 

Beginning ...................................................... .............................. .............................. .............................. $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 Section 467 inter-
est 

Section 467 loan 
balance 

Beginning ......................................................................................... .............................. .............................. $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 
tangible personal property from C for a pe-
riod of five years. The rental agreement pro-
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 
year 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 

2000 ................................... $200,000 $400,000 
2001 ................................... 200,000 300,000 
2002 ................................... 200,000 200,000 
2003 ................................... 200,000 100,000 

Calendar year Rent Payments 

2004 ................................... 200,000 0 

(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 Section 467 loan 
balance 

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 (f)(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 
(f)(2)(iv)(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 
(f)(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 (f)(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(f)(4)(vi): 

(i) 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— 

(1) Adjustments required under this 
paragraph (g) are taken into account 
before applying paragraphs (a), (b), (c), 
and (e) of this section; 

(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— 

(1) 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: 

(i) 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 
(g)(2)(i) 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 
(g)(2)(i) 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 
(g)(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 

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) Exception 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 
(g)(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 7- 
year 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(f)(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– 
1(f)(5)(v)(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-

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)(i)(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 

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 2,000,000 
2005 ................................... 1,200,000 1,000,000 

(B) The agreement remains subject to pro-
portional rental accrual after the modifica-

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 
(g)(2) of this section applies. Under para-
graph (g)(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-

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 Section 467 loan 
balance 

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)(i). 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: 

Calendar Section 467 rent Section 467 interest Payments Section 467 loan 
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)(i)(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 
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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 
$474,513.10 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)(i)(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 
(g)(2)(ii)(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. 98–60 (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. 

(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)(ii)(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 IA– 
292–84 to certain leasebacks and long-term 
agreements. In the case of any leaseback 
or long-term agreement (other than a 
disqualified leaseback 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 IA–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– 
1(f)(1)(i)). 

(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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with the provisions of §§ 1.467–1 through 
1.467–7. 

(2) Application of regulation project IA– 
292–84. For the first taxable year end-
ing after May 18, 1999, a taxpayer is 
granted consent of the Commissioner 
to change its method of accounting for 
any rental agreement described in 
paragraph (c) of this section to comply 
with the provisions of regulation 
project IA–292–84 (1996–2 C.B. 462) (see 
§ 601.601(d)(2) of this chapter). 

(3) Automatic change procedures. A 
taxpayer changing its method of ac-
counting in accordance with this para-
graph (e) must follow the automatic 
change in accounting method provi-
sions of Rev. Proc. 98–60 (see 
§ 601.601(d)(2) of this chapter) except, 
for purposes of this paragraph (e), the 
scope limitations in section 4.02 of Rev. 
Proc. 98–60 are not applicable. A meth-
od change in accordance with para-
graph (e)(1) of this section is made on a 
cut-off basis so no adjustment under 
section 481(a) is required. 

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

§ 1.468A–0 Nuclear decommissioning 
costs; table of contents. 

This section lists the paragraphs con-
tained in §§ 1.468A–1 through 1.468A–9. 

§ 1.468A–1 Nuclear decommissioning costs; 
general rules. 

(a) Introduction. 
(b) Definitions. 
(c) Special rules applicable to certain ex-

perimental nuclear facilities. 

§ 1.468A–2 Treatment of electing taxpayer. 

(a) In general. 
(b) Limitation on payments to a nuclear 

decommissioning fund. 
(1) In general. 
(2) Excess contributions not deductible. 
(c) Deemed payment rules. 
(1) In general. 
(2) Cash payment by customer. 
(d) Treatment of distributions. 
(1) In general. 
(2) Exceptions to inclusion in gross income. 
(i) Payment of administrative costs and in-

cidental expenses. 
(ii) Withdrawals of excess contributions. 
(iii) Actual distributions of amounts in-

cluded in gross income as deemed distribu-
tions. 

(e) Deduction when economic performance 
occurs. 

§ 1.468A–3 Ruling amount. 

(a) In general. 
(b) Level funding limitation. 
(c) Funding period. 
(d) Decommissioning costs allocable to a 

fund. 
(1) General rule. 
(2) Total estimated cost of decommis-

sioning. 
(3) Taxpayer’s share. 
(e) Manner of requesting schedule of ruling 

amounts. 
(1) In general. 
(2) Information required. 
(3) Administrative procedures. 
(f) Review and revision of schedule of rul-

ing amounts. 
(1) Mandatory review. 
(2) Elective review. 
(3) Determination of revised schedule of 

ruling amounts. 
(g) Special rule permitting payments to a 

nuclear decommissioning fund before receipt 
of an initial or revised ruling amount appli-
cable to a taxable year. 

§ 1.468A–4 Treatment of nuclear 
decommissioning fund. 

(a) In general. 
(b) Modified gross income. 
(c) Special rules. 
(1) Period for computation of modified 

gross income. 
(2) Gain or loss upon distribution of prop-

erty by a fund. 
(3) Denial of credits against tax. 
(4) Other corporate taxes inapplicable. 
(d) Treatment as corporation for purposes 

of subtitle F. 

§ 1.468A–5 Nuclear decommissioning fund— 
miscellaneous provisions. 

(a) Qualification requirements. 
(1) In general. 
(2) Limitation on contributions. 
(3) Limitation on use of fund. 
(i) In general. 
(ii) Definition of administrative costs and 

expenses. 
(4) Trust provisions. 
(b) Prohibitions against self-dealing. 
(1) In general. 
(2) Self-dealing defined. 
(3) Disqualified person defined. 
(c) Disqualification of nuclear decommis-

sioning fund. 
(1) In general. 
(2) Exception to disqualification. 
(i) In general. 
(ii) Excess contribution defined. 
(iii) Taxation of income attributable to an 

excess contribution. 
(3) Effect of disqualification. 
(4) Further effects of disqualification. 
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(d) Termination of nuclear decommis-
sioning fund upon substantial completion of 
decommissioning. 

(1) In general. 
(2) Additional rules. 
(3) Substantial completion of decommis-

sioning defined. 

§ 1.468A–6 Disposition of an interest in a 
nuclear power plant. 

(a) In general. 
(b) Requirements. 
(c) Tax consequences. 
(1) The transferor and its Fund. 
(2) The transferee and its Fund. 
(3) Basis. 
(d) Determination of proportionate 

amount. 
(e) Calculation of schedule of ruling 

amounts and schedule of deduction amounts 
for dispositions described in this section. 

(1) Transferor. 
(i) Taxable year of disposition. 
(ii) Taxable years after the disposition. 
(2) Transferee. 
(i) Taxable year of disposition. 
(ii) Taxable years after the disposition. 
(3) Examples. 
(f) Anti-abuse provision. 

§ 1.468A–7 Manner of and time for making 
election. 

(a) In general. 
(b) Required information. 

§ 1.468A–8 Special transfers to qualified funds 
pursuant to section 468A(f). 

(a) General rule. 
(1) In general. 
(2) Pre-2005 nonqualifying amount. 
(i) In general. 
(ii) Pre-2005 nonqualifying amount of 

transferee. 
(3) Transfers in multiple years. 
(4) Deemed payment rules. 
(i) In general. 
(ii) Special rule for certain transfers. 
(b) Deduction for amounts transferred. 
(1) In general. 
(2) Amount of deduction. 
(i) General Rule. 
(ii) Election. 
(A) In general. 
(B) Manner of making election. 
(C) Election allowed for property trans-

ferred prior to December 23, 2010. 
(3) Denial of deduction for previously de-

ducted amounts. 
(4) Transfers of qualified nuclear decom-

missioning funds. 
(5) Special rules. 
(i) Gain or loss not recognized on transfers 

to fund. 
(ii) Taxpayer basis in fund. 
(iii) Fund basis in transferred property. 
(A) In general. 

(B) Basis in case of election. 
(c) Schedule of deductions required. 
(1) In general. 
(2) Transfers in multiple taxable years. 
(3) Transfer of partial interest in fund. 
(4) Special transfer permitted before re-

ceipt of schedule. 
(d) Manner of requesting schedule of deduc-

tion amounts. 
(1) In general. 
(2) Information required. 
(3) Statement required. 
(4) Administrative procedures. 

§ 1.468A–9 Effective/applicability date. 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468A–1 Nuclear decommissioning 
costs; general rules. 

(a) Introduction. Section 468A pro-
vides an elective method for taking 
into account nuclear decommissioning 
costs for Federal income tax purposes. 
In general, an eligible taxpayer that 
elects the application of section 468A 
pursuant to the rules contained in 
§ 1.468A–7 is allowed a deduction (as de-
termined under § 1.468A–2) for the tax-
able year in which the taxpayer makes 
a cash payment to a nuclear decommis-
sioning fund. Taxpayers using an ac-
crual method of accounting that do not 
elect the application of section 468A 
are not allowed a deduction for nuclear 
decommissioning costs prior to the 
taxable year in which economic per-
formance occurs with respect to such 
costs (see section 461(h)). 

(b) Definitions. The following terms 
are defined for purposes of section 468A 
and §§ 1.468A–1 through 1.468A–9: 

(1) The term eligible taxpayer means 
any taxpayer that possesses a quali-
fying interest in a nuclear power plant 
(including a nuclear power plant that 
is under construction). 

(2) The term qualifying interest 
means— 

(i) A direct ownership interest; and 
(ii) A leasehold interest in any por-

tion of a nuclear power plant if— 
(A) The holder of the leasehold inter-

est is primarily liable under Federal or 
State law for decommissioning such 
portion of the nuclear power plant; and 

(B) No other person establishes a nu-
clear decommissioning fund with re-
spect to such portion of the nuclear 
power plant. 

(3) The term direct ownership interest 
includes an interest held as a tenant in 
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common or joint tenant, but does not 
include stock in a corporation that 
owns a nuclear power plant or an inter-
est in a partnership that owns a nu-
clear power plant. Thus, in the case of 
a partnership that owns a nuclear 
power plant, the election under section 
468A must be made by the partnership 
and not by the partners. In the case of 
an unincorporated organization de-
scribed in § 1.761–2(a)(3) that elects 
under section 761(a) to be excluded 
from the application of subchapter K, 
each taxpayer that is a co-owner of the 
nuclear power plant is eligible to make 
a separate election under section 468A. 

(4) The terms nuclear decommissioning 
fund and qualified nuclear decommis-
sioning fund mean a fund that satisfies 
the requirements of § 1.468A–5. The 
term nonqualified fund means a fund 
that does not satisfy those require-
ments. 

(5) The term nuclear power plant 
means any nuclear power reactor that 
is used predominantly in the trade or 
business of the furnishing or sale of 
electric energy. Each unit (that is, nu-
clear reactor) located on a multi-unit 
site is a separate nuclear power plant. 
The term nuclear power plant also in-
cludes the portion of the common fa-
cilities of a multi-unit site allocable to 
a unit on that site. 

(6) The term nuclear decommissioning 
costs or decommissioning costs includes 
all otherwise deductible expenses to be 
incurred in connection with the en-
tombment, decontamination, dis-
mantlement, removal and disposal of 
the structures, systems and compo-
nents of a nuclear power plant, wheth-
er that nuclear power plant will con-
tinue to produce electric energy or has 
permanently ceased to produce electric 
energy. Such term includes all other-
wise deductible expenses to be incurred 
in connection with the preparation for 
decommissioning, such as engineering 
and other planning expenses, and all 
otherwise deductible expenses to be in-
curred with respect to the plant after 
the actual decommissioning occurs, 
such as physical security and radiation 
monitoring expenses. Such term also 
includes costs incurred in connection 
with the construction, operation, and 
ultimate decommissioning of a facility 
used solely to store, pending accept-

ance by the government for permanent 
storage or disposal, spent nuclear fuel 
generated by the nuclear power plant 
or plants located on the same site as 
the storage facility. Such term does 
not include otherwise deductible ex-
penses to be incurred in connection 
with the disposal of spent nuclear fuel 
under the Nuclear Waste Policy Act of 
1982 (Pub. L. 97–425). An expense is oth-
erwise deductible for purposes of this 
paragraph (b)(6) if it would be deduct-
ible under chapter 1 of the Internal 
Revenue Code without regard to sec-
tion 280B. 

(7) The term public utility commission 
means any State or political subdivi-
sion thereof, any agency, instrumen-
tality or judicial body of the United 
States, or any judicial body, commis-
sion or other similar body of the Dis-
trict of Columbia or of any State or 
any political subdivision thereof that 
establishes or approves rates for the 
furnishing or sale of electric energy. 

(8) The term ratemaking proceeding 
means any proceeding before a public 
utility commission in which rates for 
the furnishing or sale of electric energy 
are established or approved. Such term 
includes a generic proceeding that ap-
plies to two or more taxpayers that are 
subject to the jurisdiction of a single 
public utility commission. 

(9) The term special transfer means 
any transfer of funds to a qualified nu-
clear decommissioning fund pursuant 
to § 1.468A–8. 

(c) Special rules applicable to certain 
experimental nuclear facilities. (1) The 
owner of a qualifying interest in an ex-
perimental nuclear facility possesses a 
qualifying interest in a nuclear power 
plant for purposes of paragraph (b) of 
this section if such person is engaged 
in the trade or business of the fur-
nishing or sale of electric energy. 

(2) An owner of stock in a corpora-
tion that owns an experimental nuclear 
facility possesses a qualifying interest 
in a nuclear power plant for purposes of 
paragraph (b)(1) of this section if— 

(i) Such stockholder satisfies the 
conditions of paragraph (c)(1) of this 
section; and 

(ii) The corporation that directly 
owns the facility is not engaged in the 
trade or business of the furnishing or 
sale of electric energy. 
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(3) For purposes of this paragraph (c), 
an experimental nuclear facility is a 
nuclear power reactor that is used pre-
dominantly for the purpose of con-
ducting experimentation and research. 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468A–2 Treatment of electing tax-
payer. 

(a) In general. An eligible taxpayer 
that elects the application of section 
468A pursuant to the rules contained in 
§ 1.468A–7 (an electing taxpayer) is al-
lowed a deduction for the taxable year 
in which the taxpayer makes a cash 
payment (or is deemed to make a cash 
payment as provided in paragraph (c) 
of this section) to a nuclear decommis-
sioning fund and for any taxable year 
in which a deduction is allowed for a 
special transfer described in § 1.468A–8. 
The amount of the deduction for any 
taxable year equals the total amount 
of cash payments made (or deemed 
made) by the electing taxpayer to a nu-
clear decommissioning fund (or nuclear 
decommissioning funds) during such 
taxable year under this section, plus 
any amount allowable as a deduction 
in that taxable year for a special trans-
fer described in § 1.468A–8. The amount 
of a special transfer permitted under 
§ 1.468A–8 is not treated as a cash pay-
ment for purposes of this paragraph (a), 
and a taxpayer making a special trans-
fer is allowed a ratable deduction in 
each taxable year during the remaining 
useful life of the nuclear power plant 
for the special transfer. A payment 
may not be made (or deemed made) to 
a nuclear decommissioning fund before 
the first taxable year in which all of 
the following conditions are satisfied: 

(1) The construction of the nuclear 
power plant to which the nuclear de-
commissioning fund relates has com-
menced. 

(2) A ruling amount is applicable to 
the nuclear decommissioning fund (see 
§ 1.468A–3). 

(b) Limitation on payments to a nuclear 
decommissioning fund—(1) In general. 
For purposes of paragraph (a) of this 
section, the maximum amount of cash 
payments made (or deemed made) to a 
nuclear decommissioning fund under 
paragraph (a) of this section during 
any taxable year shall not exceed the 
ruling amount applicable to the nu-

clear decommissioning fund for such 
taxable year (as determined under 
§ 1.468A–3). 

(2) Excess contributions not deductible. 
If the amount of cash payments made 
(or deemed made) to a nuclear decom-
missioning fund during any taxable 
year exceeds the limitation of para-
graph (b)(1) of this section, the excess 
is not deductible by the electing tax-
payer. In addition, see paragraph (c) of 
§ 1.468A–5 for rules which provide that 
the Internal Revenue Service may dis-
qualify a nuclear decommissioning 
fund if the amount of cash payments 
made (or deemed made) to a nuclear 
decommissioning fund during any tax-
able year exceeds the limitation of 
paragraph (b)(1) of this section. 

(3) Special transfer disregarded. The 
amount of a special transfer permitted 
under § 1.468A–8 is not treated as a cash 
payment for purposes of this paragraph 
(b). 

(c) Deemed payment rules—(1) In gen-
eral. The amount of any cash payment 
made by an electing taxpayer to a nu-
clear decommissioning fund on or be-
fore the 15th day of the third calendar 
month after the close of any taxable 
year (the deemed payment deadline 
date) shall be deemed made during 
such taxable year if the electing tax-
payer irrevocably designates the 
amount as relating to such taxable 
year on its timely filed Federal income 
tax return for such taxable year (see 
§ 1.468A–7(b)(4)(iii) and (iv) for rules re-
lating to such designation). 

(2) Cash payment by customer. The 
amount of any cash payment made by 
a customer of an electing taxpayer to a 
nuclear decommissioning fund of such 
electing taxpayer shall be deemed 
made by the electing taxpayer if the 
amount is included in the gross income 
of the electing taxpayer in the manner 
prescribed by section 88 and § 1.88–1. 

(d) Treatment of distributions—(1) In 
general. Except as otherwise provided 
in paragraph (d)(2) of this section, the 
amount of any actual or deemed dis-
tribution from a nuclear decommis-
sioning fund shall be included in the 
gross income of the electing taxpayer 
for the taxable year in which the dis-
tribution occurs. The amount of any 
distribution of property equals the fair 
market value of the property on the 
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date of the distribution. See § 1.468A– 
5(c) and (d) for rules relating to the 
deemed distribution of the assets of a 
nuclear decommissioning fund in the 
case of a disqualification or termi-
nation of the fund. A distribution from 
a nuclear decommissioning fund shall 
include an expenditure from the fund 
or the use of the fund’s assets— 

(i) To satisfy, in whole or in part, the 
liability of the electing taxpayer for 
decommissioning costs of the nuclear 
power plant to which the fund relates; 
and 

(ii) To pay administrative costs and 
other incidental expenses of the fund. 

(2) Exceptions to inclusion in gross in-
come—(i) Payment of administrative costs 
and incidental expenses. The amount of 
any payment by a nuclear decommis-
sioning fund for administrative costs 
or other incidental expenses of such 
fund (as defined in § 1.468A–5(a)(3)(ii)) 
shall not be included in the gross in-
come of the electing taxpayer unless 
such amount is paid to the electing 
taxpayer (in which case the amount of 
the payment is included in the gross 
income of the electing taxpayer under 
section 61). 

(ii) Withdrawals of excess contribu-
tions. The amount of a withdrawal of 
an excess contribution (as defined in 
§ 1.468A–5(c)(2)(ii)) by an electing tax-
payer pursuant to the rules of § 1.468A– 
5(c)(2) shall not be included in the gross 
income of the electing taxpayer. See 
paragraph (b)(2) of this section, which 
provides that the payment of such 
amount to the nuclear decommis-
sioning fund is not deductible by the 
electing taxpayer. 

(iii) Actual distributions of amounts in-
cluded in gross income as deemed distribu-
tions. If the amount of a deemed dis-
tribution is included in the gross in-
come of the electing taxpayer for the 
taxable year in which the deemed dis-
tribution occurs, no further amount is 
required to be included in gross income 
when the amount of the deemed dis-
tribution is actually distributed by the 
nuclear decommissioning fund. The 
amount of a deemed distribution is ac-
tually distributed by a nuclear decom-
missioning fund as the first actual dis-
tributions are made by the nuclear de-
commissioning fund on or after the 
date of the deemed distribution. 

(e) Deduction when economic perform-
ance occurs. An electing taxpayer using 
an accrual method of accounting is al-
lowed a deduction for nuclear decom-
missioning costs no earlier than the 
taxable year in which economic per-
formance occurs with respect to such 
costs (see section 461(h)(2)). The 
amount of nuclear decommissioning 
costs that is deductible under this 
paragraph (e) is determined without re-
gard to section 280B (see § 1.468A– 
1(b)(6)). A deduction is allowed under 
this paragraph (e) whether or not a de-
duction was allowed with respect to 
such costs under section 468A(a) and 
paragraph (a) of this section for an ear-
lier taxable year. 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468A–3 Ruling amount. 

(a) In general. (1) Except as otherwise 
provided in paragraph (g) of this sec-
tion or in § 1.468A–8 (relating to deduc-
tions for special transfers into a nu-
clear decommissioning fund), an elect-
ing taxpayer is allowed a deduction 
under section 468A(a) for the taxable 
year in which the taxpayer makes a 
cash payment (or is deemed to make a 
cash payment) to a nuclear decommis-
sioning fund only if the taxpayer has 
received a schedule of ruling amounts 
for the nuclear decommissioning fund 
that includes a ruling amount for such 
taxable year. Except as provided in 
paragraph (a)(4) or (5) of this section, a 
schedule of ruling amounts for a nu-
clear decommissioning fund (schedule 
of ruling amounts) is a ruling (within 
the meaning of § 601.201(a)(2) of this 
chapter) specifying the annual pay-
ments (ruling amounts) that, over the 
taxable years remaining in the funding 
period as of the date the schedule first 
applies, will result in a projected bal-
ance of the nuclear decommissioning 
fund as of the last day of the funding 
period equal to (and in no event greater 
than) the amount of decommissioning 
costs allocable to the fund. The pro-
jected balance of a nuclear decommis-
sioning fund as of the last day of the 
funding period shall be calculated by 
taking into account the fair market 
value of the assets of the fund as of the 
first day of the first taxable year to 
which the schedule of ruling amounts 
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applies and the estimated rate of re-
turn to be earned by the assets of the 
fund after payment of the estimated 
administrative costs and incidental ex-
penses to be incurred by the fund (as 
defined in § 1.468A–5(a)(3)(ii)), including 
all Federal, State and local income 
taxes to be incurred by the fund (the 
after-tax rate of return). See paragraph 
(c) of this section for a definition of 
funding period and paragraph (d) of 
this section for guidance with respect 
to the amount of decommissioning 
costs allocable to a fund. 

(2) Each schedule of ruling amounts 
must be consistent with the principles 
and provisions of this section and must 
be based on reasonable assumptions 
concerning— 

(i) The after-tax rate of return to be 
earned by the assets of the qualified 
nuclear decommissioning fund; 

(ii) The total estimated cost of de-
commissioning the nuclear power plant 
(see paragraph (d)(2) of this section); 
and 

(iii) The frequency of contributions 
to a nuclear decommissioning fund for 
a taxable year (for example, monthly, 
quarterly, semi-annual or annual con-
tributions). 

(3) The Internal Revenue Service 
(IRS) shall provide a schedule of ruling 
amounts that is identical to the sched-
ule of ruling amounts proposed by the 
taxpayer in connection with the tax-
payer’s request for a schedule of ruling 
amounts (see paragraph (e)(2)(viii) of 
this section), but no schedule of ruling 
amounts shall be provided unless the 
taxpayer’s proposed schedule of ruling 
amounts is consistent with the prin-
ciples and provisions of this section 
and is based on reasonable assump-
tions. If a proposed schedule of ruling 
amounts is not consistent with the 
principles and provisions of this sec-
tion or is not based on reasonable as-
sumptions, the taxpayer may propose 
an amended schedule of ruling amounts 
that is consistent with such principles 
and provisions and is based on reason-
able assumptions. 

(4) The taxpayer bears the burden of 
demonstrating that the proposed 
schedule of ruling amounts is con-
sistent with the principles and provi-
sions of this section and is based on 
reasonable assumptions. If a public 

utility commission established or ap-
proved the currently applicable rates 
for the furnishing or sale by the tax-
payer of electricity from the plant, the 
taxpayer can generally satisfy this bur-
den of proof by demonstrating that the 
schedule of ruling amounts is cal-
culated using the assumptions used by 
the public utility commission in its 
most recent order. In addition, a tax-
payer that owns an interest in a de-
regulated nuclear plant may submit as-
sumptions used by a public utility 
commission that formerly had regu-
latory jurisdiction over the plant as 
support for the assumptions used in 
calculating the taxpayer’s proposed 
schedule of ruling amounts, with the 
understanding that the assumptions 
used by the public utility commission 
may be given less weight if they are 
out of date or were developed in a pro-
ceeding for a different taxpayer. The 
use of other industry standards, such 
as the assumptions underlying the tax-
payer’s most recent financial assurance 
filing with the NRC, are an alternative 
means of demonstrating that the tax-
payer has calculated its proposed 
schedule of ruling amounts on a rea-
sonable basis. Consistency with finan-
cial accounting statements is not suffi-
cient, in the absence of other sup-
porting evidence, to meet the tax-
payer’s burden of proof under this para-
graph (a)(4). 

(5) The IRS will approve, at the re-
quest of the taxpayer, a formula or 
method for determining a schedule of 
ruling amounts (rather than providing 
a schedule specifying a dollar amount 
for each taxable year) if the formula or 
method is consistent with the prin-
ciples and provisions of this section 
and is based on reasonable assump-
tions. See paragraph (f)(1)(ii) of this 
section for a special rule relating to 
the mandatory review of ruling 
amounts that are determined pursuant 
to a formula or method. 

(6) The IRS may, in its discretion, 
provide a schedule of ruling amounts 
that is determined on a basis other 
than the rules of paragraphs (a) 
through (d) of this section if— 

(i) In connection with its request for 
a schedule of ruling amounts, the tax-
payer explains the need for special 
treatment and sets forth an alternative 
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basis for determining the schedule of 
ruling amounts; and 

(ii) The IRS determines that special 
treatment is consistent with the pur-
pose of section 468A. 

(b) Level funding limitation. (1) Except 
as otherwise provided in paragraph 
(b)(3) of this section, the ruling amount 
specified in a schedule of ruling 
amounts for any taxable year in the 
funding period (as defined in paragraph 
(c) of this section) shall not be less 
than the ruling amount specified in 
such schedule for any earlier taxable 
year. 

(2) The ruling amount specified in a 
schedule of ruling amounts for a tax-
able year after the end of the funding 
period may be less than the ruling 
amount specified in such schedule for 
an earlier taxable year. 

(3) The ruling amount specified in a 
schedule of ruling amounts for the last 
taxable year in the funding period may 
be less than the ruling amount speci-
fied in such schedule for an earlier tax-
able year if, when annualized, the 
amount specified for the last taxable 
year is not less than the amount speci-
fied for such earlier taxable year. The 
amount specified for the last taxable 
year is annualized by— 

(i) Determining the number of days 
between the beginning of the taxable 
year and the end of the plant’s esti-
mated useful life; 

(ii) Dividing the amount specified for 
the last taxable year by such number 
of days; and 

(iii) Multiplying the result by the 
number of days in the last taxable year 
(generally 365). 

(c) Funding period—(1) In general. For 
purposes of this section, the funding 
period for a nuclear decommissioning 
fund is the period that— 

(i) Begins on the first day of the first 
taxable year for which a deductible 
payment is made (or deemed made) to 
such nuclear decommissioning fund (see 
§ 1.468A–2(a) for rules relating to the 
first taxable year for which a payment 
may be made (or deemed made) to a 
nuclear decommissioning fund); and 

(ii) Ends on the last day of the tax-
able year that includes the last day of 
the estimated useful life of the nuclear 
power plant to which the nuclear de-
commissioning fund relates. 

(2) Estimated useful life. The last day 
of the estimated useful life of a nuclear 
power plant is determined under the 
following rules: 

(i) Except as provided in paragraph 
(c)(2)(ii) of this section— 

(A) The last day of the estimated use-
ful life of a nuclear power plant that 
has been included in rate base for rate-
making purposes in any ratemaking 
proceeding that established rates for a 
period before January 1, 2006, is the 
date used in the first such ratemaking 
proceeding as the estimated date on 
which the nuclear power plant will no 
longer be included in the taxpayer’s 
rate base for ratemaking purposes; 

(B) The last day of the estimated use-
ful life of a nuclear power plant that is 
not described in paragraph (c)(2)(i)(A) 
of this section is the last day of the es-
timated useful life of the plant deter-
mined as of the date it is placed in 
service; 

(C) A taxpayer with an interest in a 
plant that is not described in para-
graph (c)(2)(i)(A) of this section may 
use any reasonable method for deter-
mining the last day of such estimated 
useful life; and 

(D) A reasonable method for purposes 
of paragraph (c)(2)(i)(C) of this section 
may include use of the period for which 
a public utility commission has in-
cluded a comparable nuclear power 
plant in rate base for ratemaking pur-
poses. 

(ii) If it can be established that the 
estimated useful life of the nuclear 
power plant will end on a date other 
than the date determined under para-
graph (c)(2)(i) of this section, the tax-
payer may use such other date as the 
last day of the estimated useful life but 
is not required to do so. If the last day 
of the estimated useful life was deter-
mined under paragraph (c)(2)(i)(A) of 
this section and the most recent rate-
making proceeding used an alternative 
date as the estimated date on which 
the nuclear power plant will no longer 
be included rate base, the most recent 
ratemaking proceeding will generally 
be treated as establishing such alter-
native date as the last day of the esti-
mated useful life. 

(iii) The estimated useful life of a nu-
clear power plant determined for pur-
poses of paragraph (c)(1) of this section 
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may end on a different date from the 
estimated useful life of a nuclear power 
plant determined for purposes of 
§ 1.468A–8(b)(1) and (c)(1). 

(d) Decommissioning costs allocable to a 
fund. The amount of decommissioning 
costs allocable to a nuclear decommis-
sioning fund is determined for purposes 
of this section by applying the fol-
lowing rules and definitions: 

(1) General rule. The amount of de-
commissioning costs allocable to a nu-
clear decommissioning fund is the tax-
payer’s share of the total estimated 
cost of decommissioning the nuclear 
power plant to which the fund relates. 

(2) Total estimated cost of decommis-
sioning. Under paragraph (a)(2) of this 
section, the taxpayer must dem-
onstrate the reasonableness of the as-
sumptions concerning the total esti-
mated cost of decommissioning the nu-
clear power plant. 

(3) Taxpayer’s share. The taxpayer’s 
share of the total estimated cost of de-
commissioning a nuclear power plant 
equals the total estimated cost of de-
commissioning such nuclear power 
plant multiplied by the percentage of 
such nuclear power plant that the 
qualifying interest of the taxpayer rep-
resents. (See § 1.468A–1(b)(2) for cir-
cumstances in which a taxpayer pos-
sesses a qualifying interest in a nuclear 
power plant). 

(e) Manner of requesting schedule of 
ruling amounts—(1) In general. (i) In 
order to receive a ruling amount for 
any taxable year, a taxpayer must file 
a request for a schedule of ruling 
amounts that complies with the re-
quirements of this paragraph (e), the 
applicable procedural rules set forth in 
§ 601.201(e) of this chapter (Statement 
of Procedural Rules), and the require-
ments of any applicable revenue proce-
dure that is in effect on the date the 
request is filed. 

(ii) A separate request for a schedule 
of ruling amounts is required for each 
nuclear decommissioning fund estab-
lished by a taxpayer. (See paragraph (a) 
of § 1.468A–5 for rules relating to the 
number of nuclear decommissioning 
funds that a taxpayer can establish.) 

(iii) Except as provided by §§ 1.468A– 
5(a)(1)(iv) (relating to certain unincor-
porated organizations that may be tax-
able as corporations) and 1.468A–8 (re-

lating to a special transfer under sec-
tion 468A(f)(1)), a request for a schedule 
of ruling amounts must not contain a 
request for a ruling on any other issue, 
whether the issue involves section 468A 
or another section of the Internal Rev-
enue Code. 

(iv) In the case of an affiliated group 
of corporations that join in the filing 
of a consolidated return, the common 
parent of the group may request a 
schedule of ruling amounts for each 
member of the group that possesses a 
qualifying interest in the same nuclear 
power plant by filing a single submis-
sion with the IRS. 

(v) The IRS will not provide or revise 
a ruling amount applicable to a taxable 
year in response to a request for a 
schedule of ruling amounts that is filed 
after the deemed payment deadline 
date (as defined in § 1.468A–2(c)(1)) for 
such taxable year. In determining the 
date when a request is filed, the prin-
ciples of sections 7502 and 7503 shall 
apply. 

(vi) Except as provided in paragraph 
(e)(1)(vii) of this section, a request for 
a schedule of ruling amounts shall be 
considered filed only if such request 
complies substantially with the re-
quirements of this paragraph (e). 

(vii) If a request does not comply sub-
stantially with the requirements of 
this paragraph (e), the IRS will notify 
the taxpayer of that fact. If the infor-
mation or materials necessary to com-
ply substantially with the require-
ments of this paragraph (e) are pro-
vided to the IRS within 30 days after 
this notification, the request will be 
considered filed on the date of the 
original submission. In addition, the 
request will be considered filed on the 
date of the original submission in a 
case in which the information and ma-
terials are provided more than 30 days 
after the notification if the IRS deter-
mines that the electing taxpayer made 
a good faith effort to provide the appli-
cable information or materials within 
30 days after notification and also de-
termines that treating the request as 
filed on the date of the original submis-
sion is consistent with the purposes of 
section 468A. In any other case in 
which the information or materials 
necessary to comply substantially with 
the requirements of this paragraph (e) 
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are not provided within 30 days after 
the notification, the request will be 
considered filed on the date that all in-
formation or materials necessary to 
comply with the requirements of this 
paragraph (e) are provided. 

(2) Information required. A request for 
a schedule of ruling amounts must con-
tain the following information: 

(i) The taxpayer’s name, address, and 
taxpayer identification number. 

(ii) Whether the request is for an ini-
tial schedule of ruling amounts, a man-
datory review of the schedule of ruling 
amounts (see paragraph (f)(1) of this 
section), or an elective review of the 
schedule of ruling amounts (see para-
graph (f)(2) of this section). 

(iii) The name and location of the nu-
clear power plant with respect to which 
a schedule of ruling amounts is re-
quested. 

(iv) A description of the taxpayer’s 
qualifying interest in the nuclear 
power plant and the percentage of such 
nuclear power plant that the qualifying 
interest of the taxpayer represents. 

(v) Where applicable, an identifica-
tion of each public utility commission 
that establishes or approves rates for 
the furnishing or sale by the taxpayer 
of electric energy generated by the nu-
clear power plant, and, for each public 
utility commission identified— 

(A) Whether the public utility com-
mission has determined the amount of 
decommissioning costs to be included 
in the taxpayer’s cost of service for 
ratemaking purposes; 

(B) The amount of decommissioning 
costs that are to be included in the tax-
payer’s cost of service for each taxable 
year under the current determination 
and amounts that otherwise are re-
quired to be included in the taxpayer’s 
income under section 88 and the regula-
tions thereunder; 

(C) A description of the assumptions, 
estimates and other factors used by the 
public utility commission to determine 
the amount of decommissioning costs; 

(D) A copy of such portions of any 
order or opinion of the public utility 
commission as pertain to the public 
utility commission’s most recent de-
termination of the amount of decom-
missioning costs to be included in cost 
of service; and 

(E) A copy of each engineering or 
cost study that was relied on or used 
by the public utility commission in de-
termining the amount of decommis-
sioning costs to be included in the tax-
payer’s cost of service under the cur-
rent determination. 

(vi) A description of the assumptions, 
estimates and other factors that were 
used by the taxpayer to determine the 
amount of decommissioning costs, in-
cluding each of the following if applica-
ble: 

(A) A description of the proposed 
method of decommissioning the nu-
clear power plant (for example, prompt 
removal/dismantlement, safe storage 
entombment with delayed dismantle-
ment, or safe storage mothballing with 
delayed dismantlement). 

(B) The estimated year in which sub-
stantial decommissioning costs will 
first be incurred. 

(C) The estimated year in which the 
decommissioning of the nuclear power 
plant will be substantially complete 
(see § 1.468A–5(d)(3) for a definition of 
substantial completion of decommis-
sioning). 

(D) The total estimated cost of de-
commissioning expressed in current 
dollars (that is, based on price levels in 
effect at the time of the current deter-
mination). 

(E) The total estimated cost of de-
commissioning expressed in future dol-
lars (that is, based on anticipated price 
levels when expenses are expected to be 
paid). 

(F) For each taxable year in the pe-
riod that begins with the year specified 
in paragraph (e)(2)(vi)(B) of this section 
(the estimated year in which substan-
tial decommissioning costs will first be 
incurred) and ends with the year speci-
fied in paragraph (e)(2)(vi)(C) of this 
section (the estimated year in which 
the decommissioning of the nuclear 
power plant will be substantially com-
plete), the estimated cost of decommis-
sioning expressed in future dollars. 

(G) A description of the methodology 
used in converting the estimated cost 
of decommissioning expressed in cur-
rent dollars to the estimated cost of 
decommissioning expressed in future 
dollars. 

(H) The assumed after-tax rate of re-
turn to be earned by the assets of the 
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qualified nuclear decommissioning 
fund. 

(I) A copy of each engineering or cost 
study that was relied on or used by the 
taxpayer in determining the amount of 
decommissioning costs. 

(vii) A proposed schedule of ruling 
amounts for each taxable year remain-
ing in the funding period as of the date 
the schedule of ruling amounts will 
first apply. 

(viii) A description of the assump-
tions, estimates and other factors that 
were used in determining the proposed 
schedule of ruling amounts, including, 
if applicable— 

(A) The funding period (as such term 
is defined in paragraph (c) of this sec-
tion); 

(B) The assumed after-tax rate of re-
turn to be earned by the assets of the 
nuclear decommissioning fund; 

(C) The fair market value of the as-
sets (if any) of the nuclear decommis-
sioning fund as of the first day of the 
first taxable year to which the sched-
ule of ruling amounts will apply; 

(D) The amount expected to be 
earned by the assets of the nuclear de-
commissioning fund (based on the 
after-tax rate of return applicable to 
the fund) over the period that begins 
on the first day of the first taxable 
year to which the schedule of ruling 
amounts will apply and ends on the 
last day of the funding period; 

(E) The amount of decommissioning 
costs allocable to the nuclear decom-
missioning fund (as determined under 
paragraph (d) of this section); 

(F) The total estimated cost of de-
commissioning (as determined under 
paragraph (d)(2) of this section); and 

(G) The taxpayer’s share of the total 
estimated cost of decommissioning (as 
such term is defined in paragraph (d)(3) 
of this section). 

(ix) If the request is for a revised 
schedule of ruling amounts, the after- 
tax rate of return earned by the assets 
of the nuclear decommissioning fund 
for each taxable year in the period that 
begins with the date of the initial con-
tribution to the fund and ends with the 
first day of the first taxable year to 
which the revised schedule of ruling 
amounts applies. 

(x) If applicable, an explanation of 
the need for a schedule of ruling 

amounts determined on a basis other 
than the rules of paragraphs (a) 
through (d) of this section and a de-
scription of an alternative basis for de-
termining a schedule of ruling amounts 
(see paragraph (a)(5) of this section). 

(xi) A chart or table, based upon the 
assumed after-tax rate of return to be 
earned by the assets of the nuclear de-
commissioning fund, setting forth the 
years the fund will be in existence, the 
annual contribution to the fund, the 
estimated annual earnings of the fund 
and the cumulative total balance in 
the fund. 

(xii) If the request is for a revised 
schedule of ruling amounts, a copy of 
the schedule of ruling amounts that 
the revised schedule would replace. 

(xiii) If the request for a schedule of 
ruling amounts contains a request, 
pursuant to § 1.468A–5(a)(1)(iv), that the 
IRS rule whether an unincorporated or-
ganization through which the assets of 
the fund are invested is an association 
taxable as a corporation for Federal 
tax purposes, a copy of the legal docu-
ments establishing or otherwise gov-
erning the organization. 

(xiv) Any other information required 
by the IRS that may be necessary or 
useful in determining the schedule of 
ruling amounts. 

(3) Administrative procedures. The IRS 
may prescribe administrative proce-
dures that supplement the provisions 
of paragraph (e)(1) and (2) of this sec-
tion. In addition, the IRS may, in its 
discretion, waive the requirements of 
paragraph (e)(1) and (2) of this section 
under appropriate circumstances. 

(f) Review and revision of schedule of 
ruling amounts—(1) Mandatory review. 
(i) Any taxpayer that has obtained a 
schedule of ruling amounts pursuant to 
paragraph (e) of this section must file a 
request for a revised schedule of ruling 
amounts on or before the deemed pay-
ment deadline date for the 10th taxable 
year that begins after the taxable year 
in which the most recent schedule of 
ruling amounts was received. If the 
taxpayer calculated its most recent 
schedule of ruling amounts on any 
basis other than an order issued by a 
public utility commission, the tax-
payer must file a request for a revised 
schedule of ruling amounts on or before 
the deemed payment deadline date for 
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the 5th taxable year that begins after 
the taxable year in which the most re-
cent schedule of ruling amounts was 
received. 

(ii)(A) Any taxpayer that has ob-
tained a formula or method for deter-
mining a schedule of ruling amounts 
for any taxable year under paragraph 
(a)(5) of this section must file a request 
for a revised schedule on or before the 
earlier of the deemed payment deadline 
for the 5th taxable year that begins 
after its taxable year in which the 
most recent formula or method was ap-
proved or the deemed payment dead-
line for the first taxable year that be-
gins after a taxable year in which there 
is a substantial variation in the ruling 
amount determined under the most re-
cent formula or method. There is a sub-
stantial variation in the ruling amount 
determined under the formula or meth-
od in effect for a taxable year if the 
ruling amount for the year and the rul-
ing amount for any earlier year since 
the most recent formula or method was 
approved differ by more than 50 percent 
of the smaller amount. 

(B) Any taxpayer that has deter-
mined its ruling amount for any tax-
able year under a formula prescribed 
by § 1.468A–6 (which prescribes ruling 
amounts for the taxable year in which 
there is a disposition of a qualifying in-
terest in a nuclear power plant) must 
file a request for a revised schedule of 
ruling amounts on or before the 
deemed payment deadline for its first 
taxable year that begins after the dis-
position. 

(iii) A taxpayer requesting a schedule 
of deduction amounts for a nuclear de-
commissioning fund under § 1.468A–8 
must also request a revised schedule of 
ruling amounts for the fund. The re-
vised schedule of ruling amounts must 
apply beginning with the first taxable 
year following the first year in which a 
deduction is allowed under the sched-
ule of deduction amounts. 

(iv) If the operating license of the nu-
clear power plant to which a nuclear 
decommissioning fund relates is re-
newed, the taxpayer maintaining the 
fund must request a revised schedule of 
ruling amounts. The request for the re-
vised schedule must be submitted on or 
before the deemed payment deadline 
for the taxable year that includes the 

date on which the operating license is 
renewed. 

(v) A request for a schedule of ruling 
amounts required by this paragraph 
(f)(1) must be made in accordance with 
the rules of paragraph (e) of this sec-
tion. If a taxpayer does not properly 
file a request for a revised schedule of 
ruling amounts by the date provided in 
paragraph (f)(1)(i), (ii) or (iv) of this 
section (whichever is applicable), the 
taxpayer’s ruling amount for the first 
taxable year to which the revised 
schedule of ruling amounts would have 
applied and for all succeeding taxable 
years until a new schedule is obtained 
shall be zero dollars, unless, in its dis-
cretion, the IRS provides otherwise in 
such new schedule of ruling amounts. 
Thus, if a taxpayer is required to re-
quest a revised schedule of ruling 
amounts under any provision of this 
section, and each ruling amount in the 
revised schedule would equal zero dol-
lars, the taxpayer may, instead of re-
questing a new schedule of ruling 
amounts, begin treating the ruling 
amounts under its most recent sched-
ule as equal to zero dollars. 

(2) Elective review. Any taxpayer that 
has obtained a schedule of ruling 
amounts pursuant to paragraph (e) of 
this section can request a revised 
schedule of ruling amounts. Such a re-
quest must be made in accordance with 
the rules of paragraph (e) of this sec-
tion; thus, the IRS will not provide a 
revised ruling amount applicable to a 
taxable year in response to a request 
for a schedule of ruling amounts that is 
filed after the deemed payment dead-
line date for such taxable year (see 
paragraph (e)(1)(vi) of this section). 

(3) Determination of revised schedule of 
ruling amounts. A revised schedule of 
ruling amounts for a nuclear decom-
missioning fund shall be determined 
under this section without regard to 
any schedule of ruling amounts for 
such nuclear decommissioning fund 
that was issued prior to such revised 
schedule. Thus, a ruling amount speci-
fied in a revised schedule of ruling 
amounts for any taxable year in the 
funding period can be less than one or 
more ruling amounts specified in a 
prior schedule of ruling amounts for a 
prior taxable year. 
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(g) Special rule permitting payments to 
a nuclear decommissioning fund before re-
ceipt of an initial or revised ruling 
amount applicable to a taxable year. (1) If 
an electing taxpayer has filed a timely 
request for an initial or revised ruling 
amount for a taxable year beginning on 
or after January 1, 2006, and does not 
receive the ruling amount on or before 
the deemed payment deadline date for 
such taxable year, the taxpayer may 
make a payment to a nuclear decom-
missioning fund on the basis of the rul-
ing amount proposed in the taxpayer’s 
request. Thus, under the preceding sen-
tence, an electing taxpayer may make 
a payment to a nuclear decommis-
sioning fund for such taxable year that 
does not exceed the ruling amount pro-
posed by the taxpayer for such taxable 
year in a timely filed request for a 
schedule of ruling amounts. 

(2) If an electing taxpayer makes a 
payment to a nuclear decommissioning 
fund for any taxable year pursuant to 
paragraph (g)(1) of this section and the 
ruling amount that is provided by the 
IRS is greater than the ruling amount 
proposed by the taxpayer for such tax-
able year, the taxpayer is not allowed 
to make an additional payment to the 
fund for such taxable year after the 
deemed payment deadline date for such 
taxable year. 

(3) If the payment or transfer that an 
electing taxpayer makes to a nuclear 
decommissioning fund for any taxable 
year pursuant to paragraph (g)(1) of 
this section exceeds the ruling amount 
that is provided by the IRS for such 
taxable year, the following rules apply: 

(i) The amount of the excess is an ex-
cess contribution (as defined in 
§ 1.468A–5(c)(2)(ii)) for such taxable 
year. 

(ii) The amount of the excess con-
tribution is not deductible (see § 1.468A– 
2(b)(2)) and must be withdrawn by the 
taxpayer pursuant to the rules of 
§ 1.468A–5(c)(2)(i). 

(iii) The taxpayer must withdraw the 
after-tax earnings on the excess con-
tribution. 

(iv) If the taxpayer claimed a deduc-
tion for the excess contribution, the 
taxpayer should file an amended return 
for the taxable year. 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468A–4 Treatment of nuclear de-
commissioning fund. 

(a) In general. A nuclear decommis-
sioning fund is subject to tax on all of 
its modified gross income (as defined in 
paragraph (b) of this section). The rate 
of tax is 20 percent for taxable years 
beginning after December 31, 1995. This 
tax is in lieu of any other tax that may 
be imposed under subtitle A of the In-
ternal Revenue Code (Code) on the in-
come earned by the assets of the nu-
clear decommissioning fund. 

(b) Modified gross income. For pur-
poses of this section, the term modified 
gross income means gross income as de-
fined under section 61 computed with 
the following modifications: 

(1) The amount of any payment or 
special transfer to the nuclear decom-
missioning fund with respect to which 
a deduction is allowed under section 
468A(a) or section 468A(f) is excluded 
from gross income. 

(2) A deduction is allowed for the 
amount of administrative costs and 
other incidental expenses of the nu-
clear decommissioning fund (including 
taxes, legal expenses, accounting ex-
penses, actuarial expenses and trustee 
expenses, but not including decommis-
sioning costs) that are otherwise de-
ductible and that are paid by the nu-
clear decommissioning fund to any per-
son other than the electing taxpayer. 
An expense is otherwise deductible for 
purposes of this paragraph (b)(2) if it 
would be deductible under chapter 1 of 
the Code in determining the taxable in-
come of a corporation. For example, 
because Federal income taxes are not 
deductible under chapter 1 of the Code 
in determining the taxable income of a 
corporation, the tax imposed by sec-
tion 468A(e)(2) and paragraph (a) of this 
section is not deductible in deter-
mining the modified gross income of a 
nuclear decommissioning fund. Simi-
larly, because certain expenses allo-
cable to tax-exempt interest income 
are not deductible under section 265 in 
determining the taxable income of a 
corporation, such expenses are not de-
ductible in determining the modified 
gross income of a nuclear decommis-
sioning fund. 

(3) A deduction is allowed for the 
amount of an otherwise deductible loss 
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that is sustained by the nuclear decom-
missioning fund in connection with the 
sale, exchange or worthlessness of any 
investment. A loss is otherwise deduct-
ible for purposes of this paragraph 
(b)(3) if such loss would be deductible 
by a corporation under section 165(f) or 
(g) and sections 1211(a) and 1212(a). 

(4) A deduction is allowed for the 
amount of an otherwise deductible net 
operating loss of the nuclear decom-
missioning fund. For purposes of this 
paragraph (b), the net operating loss of 
a nuclear decommissioning fund for a 
taxable year is the amount by which 
the deductions allowable under para-
graphs (b)(2) and (3) of this section ex-
ceed the gross income of the nuclear 
decommissioning fund computed with 
the modification described in para-
graph (b)(1) of this section. A net oper-
ating loss is otherwise deductible for 
purposes of this paragraph (b)(4) if such 
a net operating loss would be deduct-
ible by a corporation under section 
172(a). 

(c) Special rules—(1) Period for com-
putation of modified gross income. The 
modified gross income of a nuclear de-
commissioning fund must be computed 
on the basis of the taxable year of the 
electing taxpayer. If an electing tax-
payer changes its taxable year, each 
nuclear decommissioning fund of the 
electing taxpayer must change to the 
new taxable year. See section 442 and 
§ 1.442–1 for rules relating to the change 
to a new taxable year. 

(2) Gain or loss upon distribution of 
property by a fund. A distribution of 
property by a nuclear decommissioning 
fund (whether an actual distribution or 
a deemed distribution) shall be consid-
ered a disposition of property by the 
nuclear decommissioning fund for pur-
poses of section 1001. In determining 
the amount of gain or loss from such 
disposition, the amount realized by the 
nuclear decommissioning fund shall be 
the fair market value of the property 
on the date of disposition. 

(3) Denial of credits against tax. The 
tax imposed on the modified gross in-
come of a nuclear decommissioning 
fund under paragraph (a) of this section 
is not to be reduced or offset by any 
credits against tax provided by part IV 
of subchapter A of chapter 1 of the 
Code other than the credit provided by 

section 31(c) for amounts withheld 
under section 3406 (back-up with-
holding). 

(4) Other corporate taxes inapplicable. 
Although the modified gross income of 
a nuclear decommissioning fund is sub-
ject to tax at the rate specified by sec-
tion 468A(e)(2) and paragraph (a) of this 
section, a nuclear decommissioning 
fund is not subject to the other taxes 
imposed on corporations under subtitle 
A of the Code. For example, a nuclear 
decommissioning fund is not subject to 
the alternative minimum tax imposed 
by section 55, the accumulated earn-
ings tax imposed by section 531, the 
personal holding company tax imposed 
by section 541, and the alternative tax 
imposed on a corporation under section 
1201(a). 

(d) Treatment as corporation for pur-
poses of subtitle F. For purposes of sub-
title F of the Code and §§ 1.468A–1 
through 1.468A–9, a nuclear decommis-
sioning fund is to be treated as if it 
were a corporation and the tax imposed 
by section 468A(e)(2) and paragraph (a) 
of this section is to be treated as a tax 
imposed by section 11. Thus, for exam-
ple, the following rules apply: 

(1) A nuclear decommissioning fund 
must file a return with respect to the 
tax imposed by section 468A(e)(2) and 
paragraph (a) of this section for each 
taxable year (or portion thereof) that 
the fund is in existence even though no 
amount is included in the gross income 
of the fund for such taxable year. The 
return is to be made on Form 1120–ND 
in accordance with the instructions re-
lating to such form. For purposes of 
this paragraph (d)(1), a nuclear decom-
missioning fund is in existence for the 
period that— 

(i) Begins on the date that the first 
deductible payment is actually made 
to such nuclear decommissioning fund; 
and 

(ii) Ends on the date of termination 
(see § 1.468A–5(d)), the date that the en-
tire fund is disqualified (see § 1.468A– 
5(c)), or the date that the electing tax-
payer disposes of its entire qualifying 
interest in the nuclear power plant to 
which the nuclear decommissioning 
fund relates (other than in connection 
with the transfer of the entire fund to 
the person acquiring such interest), 
whichever is applicable. 
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(2) For each taxable year of the nu-
clear decommissioning fund, the return 
described in paragraph (d)(1) of this 
section must be filed on or before the 
15th day of the third month following 
the close of such taxable year unless 
the nuclear decommissioning fund is 
granted an extension of time for filing 
under section 6081. If such an extension 
is granted for any taxable year, the re-
turn for such taxable year must be 
filed on or before the extended due date 
for such taxable year. 

(3) A nuclear decommissioning fund 
must provide its employer identifica-
tion number on returns, statements 
and other documents as required by the 
forms and instructions relating there-
to. The employer identification num-
ber is obtained by filing a Form SS–4, 
Application for Employer Identifica-
tion Number, in accordance with the 
instructions relating thereto. 

(4) A nuclear decommissioning fund 
must deposit all payments of tax im-
posed by section 468A(e)(2) and para-
graph (a) of this section (including any 
payments of estimated tax) with an au-
thorized government depositary in ac-
cordance with § 1.6302–1. 

(5) A nuclear decommissioning fund 
is subject to the addition to tax im-
posed by section 6655 in case of a fail-
ure to pay estimated income tax. For 
purposes of section 6655 and this sec-
tion— 

(i) The tax with respect to which the 
amount of the underpayment is com-
puted in the case of a nuclear decom-
missioning fund is the tax imposed by 
section 468A(e)(2) and paragraph (a) of 
this section; and 

(ii) The taxable income with respect 
to which the nuclear decommissioning 
fund’s status as a large corporation is 
measured is modified gross income (as 
defined by paragraph (b) of this sec-
tion). 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468A–5 Nuclear decommissioning 
fund qualification requirements; 
prohibitions against self-dealing; 
disqualification of nuclear decom-
missioning fund; termination of 
fund upon substantial completion 
of decommissioning. 

(a) Qualification requirements—(1) In 
general. (i) A nuclear decommissioning 

fund must be established and main-
tained at all times in the United States 
pursuant to an arrangement that quali-
fies as a trust under State law. Such 
trust must be established for the exclu-
sive purpose of providing funds for the 
decommissioning of one or more nu-
clear power plants, but a single trust 
agreement may establish multiple 
funds for such purpose. Thus, for exam-
ple— 

(A) Two or more nuclear decommis-
sioning funds can be established and 
maintained pursuant to a single trust 
agreement; and 

(B) One or more funds that are to be 
used for the decommissioning of a nu-
clear power plant and that do not qual-
ify as nuclear decommissioning funds 
under this paragraph (a) can be estab-
lished and maintained pursuant to a 
trust agreement that governs one or 
more nuclear decommissioning funds. 

(ii) A separate nuclear decommis-
sioning fund is required for each elect-
ing taxpayer and for each nuclear 
power plant with respect to which an 
electing taxpayer possesses a quali-
fying interest. The Internal Revenue 
Service (IRS) will issue a separate 
schedule of ruling amounts with re-
spect to each nuclear decommissioning 
fund, and each nuclear decommis-
sioning fund must file a separate in-
come tax return even if other nuclear 
decommissioning funds or nonqualified 
funds are established and maintained 
pursuant to the trust agreement gov-
erning such fund or the assets of other 
nuclear decommissioning funds or non-
qualified funds are pooled with the as-
sets of such fund. 

(iii) An electing taxpayer can main-
tain only one nuclear decommissioning 
fund for each nuclear power plant with 
respect to which the taxpayer elects 
the application of section 468A. If a nu-
clear power plant is subject to the rate-
making jurisdiction of two or more 
public utility commissions and any 
such public utility commission re-
quires a separate fund to be maintained 
for the benefit of ratepayers whose 
rates are established or approved by 
the public utility commission, the sep-
arate funds maintained for such plant 
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(whether or not established and main-
tained pursuant to a single trust agree-
ment) shall be considered a single nu-
clear decommissioning fund for pur-
poses of section 468A and §§ 1.468A–1 
through 1.468A–4, this section and 
§§ 1.468A–7 through 1.468A–9. Thus, for 
example, the IRS will issue one sched-
ule of ruling amounts with respect to 
such nuclear power plant, the nuclear 
decommissioning fund must file a sin-
gle income tax return (see § 1.468A– 
4(d)(1)), and, if the IRS disqualifies the 
nuclear decommissioning fund, the as-
sets of each separate fund are treated 
as distributed on the date of disquali-
fication (see paragraph (c)(3) of this 
section). 

(iv) If assets of a nuclear decommis-
sioning fund are (or will be) invested 
through an unincorporated organiza-
tion, within the meaning of § 301.7701–2 
of this chapter, the IRS will rule, if re-
quested, whether the organization is an 
association taxable as a corporation for 
Federal tax purposes. A request for this 
ruling may be made by the electing 
taxpayer as part of its request for a 
schedule of ruling amounts or as part 
of a request under § 1.468A–8 for a 
schedule of deduction amounts. 

(2) Limitation on contributions. Except 
as otherwise provided in § 1.468A–8 (re-
lating to special transfers under sec-
tion 468A(f)), a nuclear decommis-
sioning fund is not permitted to accept 
any contributions in cash or property 
other than cash payments with respect 
to which a deduction is allowed under 
section 468A(a) and § 1.468A–2(a). Thus, 
for example, except in the case of a 
special transfer pursuant to § 1.468A–8, 
securities may not be contributed to a 
nuclear decommissioning fund even if 
the taxpayer or a fund established by 
the taxpayer previously held such secu-
rities for the purpose of providing 
funds for the decommissioning of a nu-
clear power plant. 

(3) Limitation on use of fund—(i) In 
general. The assets of a nuclear decom-
missioning fund are to be used exclu-
sively— 

(A) To satisfy, in whole or in part, 
the liability of the electing taxpayer 
for decommissioning costs of the nu-
clear power plant to which the nuclear 
decommissioning fund relates; 

(B) To pay administrative costs and 
other incidental expenses of the nu-
clear decommissioning fund; and 

(C) To the extent that the assets of 
the nuclear decommissioning fund are 
not currently required for the purposes 
described in paragraph (a)(3)(i)(A) or 
(B) of this section, to make invest-
ments. 

(ii) Definition of administrative costs 
and expenses. For purposes of paragraph 
(a)(3)(i) of this section, the term admin-
istrative costs and other incidental ex-
penses of a nuclear decommissioning fund 
means all ordinary and necessary ex-
penses incurred in connection with the 
operation of the nuclear decommis-
sioning fund. Such term includes the 
tax imposed by section 468A(e)(2) and 
§ 1.468A–4(a), any State or local tax im-
posed on the income or the assets of 
the fund, legal expenses, accounting ex-
penses, actuarial expenses and trustee 
expenses. Such term does not include 
decommissioning costs or the payment 
of insurance premiums on a policy to 
pay for the nuclear decommissioning 
costs of a nuclear power plant. Such 
term also does not include the excise 
tax imposed on the trustee or other 
disqualified person under section 4951 
or the reimbursement of any expenses 
incurred in connection with the asser-
tion of such tax unless such expenses 
are considered reasonable and nec-
essary under section 4951(d)(2)(C) and it 
is determined that the trustee or other 
disqualified person is not liable for the 
excise tax. 

(4) Trust provisions. Each qualified nu-
clear decommissioning fund trust 
agreement must provide that assets in 
the fund must be used as authorized by 
section 468A and §§ 1.468A–1 through 
1.468A–9 and that the agreement may 
not be amended so as to violate section 
468A or §§ 1.468A–1 through 1.468A–9. 

(b) Prohibitions against self-dealing— 
(1) In general. Except as otherwise pro-
vided in this paragraph (b), the excise 
taxes imposed by section 4951 shall 
apply to each act of self-dealing be-
tween a disqualified person and a nu-
clear decommissioning fund. 

(2) Self-dealing defined. For purposes 
of this paragraph (b), the term self-deal-
ing means any act described in section 
4951(d), except— 
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(i) A payment by a nuclear decom-
missioning fund for the purpose of sat-
isfying, in whole or in part, the liabil-
ity of the electing taxpayer for decom-
missioning costs of the nuclear power 
plant to which the nuclear decommis-
sioning fund relates; 

(ii) A withdrawal of an excess con-
tribution by the electing taxpayer pur-
suant to the rules of paragraph (c)(2) of 
this section; 

(iii) A withdrawal by the electing 
taxpayer of amounts that have been 
treated as distributed under paragraph 
(c)(3) of this section; 

(iv) A payment of amounts remaining 
in a nuclear decommissioning fund to 
the electing taxpayer after the termi-
nation of such fund (as determined 
under paragraph (d) of this section); 

(v) Any act described in section 
4951(d)(2)(B) or (C); 

(vi) Any act that is described in 
§ 53.4951–1(c) of this chapter and is un-
dertaken to facilitate the temporary 
investment of assets or the payment of 
reasonable administrative expenses of 
the nuclear decommissioning fund; or 

(vii) A payment by a nuclear decom-
missioning fund for the performance of 
trust functions and certain general 
banking services by a bank or trust 
company that is a disqualified person if 
the banking services are reasonable 
and necessary to carry out the pur-
poses of the fund and the compensation 
paid to the bank or trust company for 
such services, taking into account the 
fair interest rate for the use of the 
funds by the bank or trust company, is 
not excessive. 

(3) Disqualified person defined. For 
purposes of this paragraph (b), the 
term disqualified person includes each 
person described in section 4951(e)(4) 
and § 53.4951–1(d). 

(4) General banking services. The gen-
eral banking services allowed by para-
graph (b)(2)(vii) of this section are— 

(i) Checking accounts, as long as the 
bank does not charge interest on any 
overwithdrawals; 

(ii) Savings accounts, as long as the 
fund may withdraw its funds on no 
more than 30 days’ notice without sub-
jecting itself to a loss of interest on its 
money for the time during which the 
money was on deposit; and 

(iii) Safekeeping activities (see 
§ 53.4941(d)–3(c)(2), Example 3, of this 
chapter). 

(c) Disqualification of nuclear decom-
missioning fund—(1) In general—(i) Dis-
qualification events. Except as otherwise 
provided in paragraph (c)(2) of this sec-
tion, the IRS may, in its discretion, 
disqualify all or any portion of a nu-
clear decommissioning fund if at any 
time during a taxable year of the 
fund— 

(A) The fund does not satisfy the re-
quirements of paragraph (a) of this sec-
tion; or 

(B) The fund and a disqualified per-
son engage in an act of self-dealing (as 
defined in paragraph (b)(2) of this sec-
tion). 

(ii) Date of disqualification. (A) Except 
as otherwise provided in this paragraph 
(c)(1)(ii), the date on which a disquali-
fication under this paragraph (c) will 
take effect (date of disqualification) is 
the date that the fund does not satisfy 
the requirements of paragraph (a) of 
this section or the date on which the 
act of self-dealing occurs, whichever is 
applicable. 

(B) If the IRS determines, in its dis-
cretion, that the disqualification 
should take effect on a date subsequent 
to the date specified in paragraph 
(c)(1)(ii)(A) of this section, the date of 
disqualification is such subsequent 
date. 

(iii) Notice of disqualification. The IRS 
will notify the electing taxpayer of the 
disqualification of a nuclear decommis-
sioning fund and the date of disquali-
fication by registered or certified mail 
to the last known address of the elect-
ing taxpayer (the notice of disquali-
fication). For further guidance regard-
ing the definition of last known ad-
dress, see § 301.6212–2 of this chapter. 

(2) Exception to disqualification—(i) In 
general. A nuclear decommissioning 
fund will not be disqualified under 
paragraph (c)(1) of this section by rea-
son of an excess contribution or the 
withdrawal of such excess contribution 
by an electing taxpayer if the amount 
of the excess contribution is withdrawn 
by the electing taxpayer on or before 
the date prescribed by law (including 
extensions) for filing the return of the 
nuclear decommissioning fund for the 
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taxable year to which the excess con-
tribution relates. In the case of an ex-
cess contribution that is the result of a 
payment made pursuant to § 1.468A– 
3(g)(1), a nuclear decommissioning fund 
will not be disqualified under para-
graph (c)(1) of this section if the 
amount of the excess contribution is 
withdrawn by the electing taxpayer on 
or before the later of— 

(A) The date prescribed by law (in-
cluding extensions) for filing the re-
turn of the nuclear decommissioning 
fund for the taxable year to which the 
excess contribution relates; or 

(B) The date that is 30 days after the 
date that the taxpayer receives the rul-
ing amount for such taxable year. 

(ii) Excess contribution defined. For 
purposes of this section, an excess con-
tribution is the amount by which cash 
payments made (or deemed made) to a 
nuclear decommissioning fund during 
any taxable year exceed the payment 
limitation contained in section 468A(b) 
and § 1.468A–2(b). The amount of a spe-
cial transfer permitted under § 1.468A–8 
is not treated as a cash payment for 
this purpose. 

(iii) Taxation of income attributable to 
an excess contribution. The income of a 
nuclear decommissioning fund attrib-
utable to an excess contribution is re-
quired to be included in the gross in-
come of the nuclear decommissioning 
fund under § 1.468A–4(b). 

(3) Disqualification treated as distribu-
tion. If all or any portion of a nuclear 
decommissioning fund is disqualified 
under paragraph (c)(1) of this section, 
the portion of the nuclear decommis-
sioning fund that is disqualified is 
treated as distributed to the electing 
taxpayer on the date of disqualifica-
tion. Such a distribution shall be treat-
ed for purposes of section 1001 as a dis-
position of property held by the nu-
clear decommissioning fund (see 
§ 1.468A–4(c)(2)). In addition, the elect-
ing taxpayer must include in gross in-
come for the taxable year that includes 
the date of disqualification an amount 
equal to the fair market value of the 
distributable assets of the nuclear de-
commissioning fund multiplied by the 
fraction of the nuclear decommis-
sioning fund that was disqualified 
under paragraph (c)(1) of this section. 
For this purpose, the fair market value 

of the distributable assets of the nu-
clear decommissioning fund is equal to 
the fair market value of the assets of 
the fund determined as of the date of 
disqualification, reduced by— 

(i) The amount of any excess con-
tribution that was not withdrawn be-
fore the date of disqualification if no 
deduction was allowed with respect to 
such excess contribution; 

(ii) The amount of any deemed dis-
tribution that was not actually distrib-
uted before the date of disqualification 
(as determined under § 1.468A– 
2(d)(2)(iii)) if the amount of the deemed 
distribution was included in the gross 
income of the electing taxpayer for the 
taxable year in which the deemed dis-
tribution occurred; and 

(iii) The amount of any tax that— 
(A) Is imposed on the income of the 

fund; 
(B) Is attributable to income taken 

into account before the date of dis-
qualification or as a result of the dis-
qualification; and 

(C) Has not been paid as of the date 
of disqualification. 

(4) Further effects of disqualification. 
Contributions made to a disqualified 
fund after the date of disqualification 
are not deductible under section 
468A(a) and § 1.468A–2(a), or, if the fund 
is disqualified only in part, are deduct-
ible only to the extent provided in the 
notice of disqualification. In addition, 
if any assets of the fund that are 
deemed distributed under paragraph 
(c)(3) of this section are held by the 
fund after the date of disqualification 
(or if additional assets are acquired 
with nondeductible contributions made 
to the fund after the date of disquali-
fication), the income earned by such 
assets after the date of disqualification 
must be included in the gross income of 
the electing taxpayer (see section 671) 
to the extent that such income is oth-
erwise includible under chapter 1 of the 
Internal Revenue Code (Code). An 
electing taxpayer can establish a nu-
clear decommissioning fund to replace 
a fund that has been disqualified in its 
entirety only if the IRS specifically 
consents to the establishment of a re-
placement fund in connection with the 
issuance of an initial schedule of ruling 
amounts for such replacement fund. 
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(d) Termination of nuclear decommis-
sioning fund upon substantial completion 
of decommissioning—(1) In general. Upon 
substantial completion of the decom-
missioning of a nuclear power plant to 
which a nuclear decommissioning fund 
relates, such nuclear decommissioning 
fund shall be considered terminated 
and treated as having distributed all of 
its assets on the date the termination 
occurs (the termination date). Such a 
distribution shall be treated for pur-
poses of section 1001 as a disposition of 
property held by the nuclear decom-
missioning fund (see § 1.468A–4(c)(2)). In 
addition, the electing taxpayer shall 
include in gross income for the taxable 
year in which the termination occurs 
an amount equal to the fair market 
value of the assets of the fund deter-
mined as of the termination date, re-
duced by— 

(i) The amount of any deemed dis-
tribution that was not actually distrib-
uted before the termination date if the 
amount of the deemed distribution was 
included in the gross income of the 
electing taxpayer for the taxable year 
in which the deemed distribution oc-
curred; and 

(ii) The amount of any tax that— 
(A) Is imposed on the income of the 

fund; 
(B) Is attributable to income taken 

into account before the termination 
date or as a result of the termination; 
and 

(C) Has not been paid as of the termi-
nation date. 

(2) Additional rules. Contributions 
made to a nuclear decommissioning 
fund after the termination date are not 
deductible under section 468A(a) and 
§ 1.468A–2(a). In addition, if any assets 
are held by the fund after the termi-
nation date, the income earned by such 
assets after the termination date must 
be included in the gross income of the 
electing taxpayer (see section 671) to 
the extent that such income is other-
wise includible under chapter 1 of the 
Code. Finally, under § 1.468A–2(e), an 
electing taxpayer using an accrual 
method of accounting is allowed a de-
duction for nuclear decommissioning 
costs that are incurred during any tax-
able year even if such costs are in-
curred after substantial completion of 
decommissioning (for example, ex-

penses incurred to monitor or safe-
guard the plant site). 

(3) Substantial completion of decommis-
sioning and termination date. (i) The 
substantial completion of the decom-
missioning of a nuclear power plant oc-
curs on the date that the maximum ac-
ceptable radioactivity levels mandated 
by the Nuclear Regulatory Commission 
with respect to a decommissioned nu-
clear power plant are satisfied (the sub-
stantial completion date). Except as 
otherwise provided in paragraph 
(d)(3)(ii) of this section, the substantial 
completion date is also the termi-
nation date. 

(ii) If a significant portion of the 
total estimated decommissioning costs 
with respect to a nuclear power plant 
are not incurred on or before the sub-
stantial completion date, an electing 
taxpayer may request, and the IRS will 
issue, a ruling that designates a date 
subsequent to the substantial comple-
tion date as the termination date. The 
termination date designated in the rul-
ing will not be later than the last day 
of the third taxable year after the tax-
able year that includes the substantial 
completion date. The request for a rul-
ing under this paragraph (d)(3)(ii) must 
be filed during the taxable year that 
includes the substantial completion 
date and must comply with the proce-
dural rules in effect at the time of the 
request. 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468A–6 Disposition of an interest in 
a nuclear power plant. 

(a) In general. This section describes 
the Federal income tax consequences 
of a transfer of the assets of a nuclear 
decommissioning fund (Fund) within 
the meaning of § 1.468A–1(b)(4) in con-
nection with a sale, exchange, or other 
disposition by a taxpayer (transferor) 
of all or a portion of its qualifying in-
terest in a nuclear power plant to an-
other taxpayer (transferee). This sec-
tion also explains how a schedule of 
ruling amounts will be determined for 
the transferor and transferee. For pur-
poses of this section, a nuclear power 
plant includes a plant that previously 
qualified as a nuclear power plant and 
that has permanently ceased to 
produce electricity. 
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(b) Requirements. This section applies 
if— 

(1) Immediately before the disposi-
tion, the transferor maintained a Fund 
with respect to the interest disposed of; 

(2) Immediately after the disposi-
tion— 

(i) The transferee maintains a Fund 
with respect to the interest acquired; 

(ii) The interest acquired is a quali-
fying interest of the transferee in the 
nuclear power plant; 

(3) In connection with the disposi-
tion, either— 

(i) The transferee acquires part or all 
of the transferor’s qualifying interest 
in the plant and a proportionate 
amount of the assets of the transferor’s 
Fund (all such assets if the transferee 
acquires the transferor’s entire quali-
fying interest in the plant) is trans-
ferred to a Fund of the transferee; or 

(ii) The transferee acquires the trans-
feror’s entire qualifying interest in the 
plant and the transferor’s entire Fund 
is transferred to the transferee; and 

(4) The transferee continues to sat-
isfy the requirements of § 1.468A– 
5(a)(1)(iii), which permits an electing 
taxpayer to maintain only one Fund 
for each plant. 

(c) Tax consequences. A disposition 
that satisfies the requirements of para-
graph (b) of this section will have the 
following tax consequences at the time 
it occurs: 

(1) The transferor and its Fund. (i) Ex-
cept as provided in paragraph (c)(1)(ii) 
of this section, neither the transferor 
nor the transferor’s Fund will recog-
nize gain or loss or otherwise take any 
income or deduction into account by 
reason of the transfer of a propor-
tionate amount of the assets of the 
transferor’s Fund to the transferee’s 
Fund (or by reason of the transfer of 
the transferor’s entire Fund to the 
transferee). For purposes of §§ 1.468A–1 
through 1.468A–9, this transfer (or the 
transfer of the transferor’s Fund) will 
not be considered a distribution of as-
sets by the transferor’s Fund. 

(ii) Notwithstanding paragraph 
(c)(1)(i) of this section, if the transferor 
has made a special transfer under 
§ 1.468A–8 prior to the transfer of the 
Fund or Fund assets, any deduction 
with respect to that special transfer al-
lowable under section 468A(f)(2) for a 

taxable year ending after the date of 
the transfer of the Fund or Fund assets 
(the unamortized special transfer de-
duction) is allowed under section 
468A(f)(2)(C) for the taxable year that 
includes the date of the transfer of the 
Fund or Fund assets. If the taxpayer 
transfers only a portion of its interest 
in a nuclear power plant, only the cor-
responding portion of the unamortized 
special transfer deduction qualifies for 
the acceleration under section 
468A(f)(2)(C). 

(2) The transferee and its Fund. Nei-
ther the transferee nor the transferee’s 
Fund will recognize gain or loss or oth-
erwise take any income or deduction 
into account by reason of the transfer 
of a proportionate amount of the assets 
of the transferor’s Fund to the trans-
feree’s Fund (or by reason of the trans-
fer of the transferor’s Fund to the 
transferee). For purposes of §§ 1.468A–1 
through 1.468A–9, this transfer (or the 
transfer of the transferor’s Fund) will 
not constitute a payment or a con-
tribution of assets by the transferee to 
its Fund. 

(3) Basis. Transfers of assets of a 
Fund to which this section applies do 
not affect basis. Thus, the transferee’s 
Fund will have a basis in the assets re-
ceived from the transferor’s Fund that 
is the same as the basis of those assets 
in the transferor’s Fund immediately 
before the disposition. 

(d) Determination of proportionate 
amount. For purposes of this section, a 
transferor of a qualifying interest in a 
nuclear power plant is considered to 
transfer a proportionate amount of the 
assets of its Fund to a Fund of a trans-
feree of the interest if, on the date of 
the transfer of the interest, the per-
centage of the fair market value of the 
Fund’s assets attributable to the assets 
transferred equals the percentage of 
the transferor’s qualifying interest 
that is transferred. 

(e) Calculation of schedule of ruling 
amounts and schedule of deduction 
amounts for dispositions described in this 
section—(1) Transferor. If a transferor 
disposes of all or a portion of its quali-
fying interest in a nuclear power plant 
in a transaction to which this section 
applies, the transferor’s schedule of 
ruling amounts with respect to the in-
terests disposed of and retained (if any) 
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and, if applicable, the amount allow-
able as a deduction for a special trans-
fer under § 1.468A–8 will be determined 
under the following rules: 

(i) Taxable year of disposition; ruling 
amount. If the transferor does not file a 
request for a revised schedule of ruling 
amounts on or before the deemed pay-
ment deadline for the taxable year of 
the transferor in which the disposition 
of its interest in the nuclear power 
plant occurs (that is, the date that is 
two and one-half months after the 
close of that year), the transferor’s rul-
ing amount with respect to that plant 
for that year will equal the sum of— 

(A) The ruling amount contained in 
the transferor’s current schedule of 
ruling amounts with respect to that 
plant for that taxable year multiplied 
by the portion of the qualifying inter-
est that is retained (if any); and 

(B) The ruling amount contained in 
the transferor’s current schedule of 
ruling amounts with respect to that 
plant for that taxable year multiplied 
by the product of— 

(1) The portion of the transferor’s 
qualifying interest that is disposed of; 
and 

(2) A fraction, the numerator of 
which is the number of days in that 
taxable year that precede the date of 
disposition, and the denominator of 
which is the number of days in that 
taxable year. 

(ii) Taxable year of disposition; deduc-
tion under § 1.468A–8. If the transferor 
has elected to make a special transfer 
under section 468A(f), the amount al-
lowable as a deduction under § 1.468A–8 
for the taxable year in which it trans-
fers a portion of its interest in the nu-
clear plant is equal to the deduction 
amount for that taxable year from its 
existing schedule of deduction amounts 
multiplied by the percentage of its in-
terest that it retains. This deduction is 
in addition to the deduction described 
in paragraph (c)(1)(ii) of this section. 

(iii) Taxable years after the year of dis-
position. A transferor that retains a 
qualifying interest in a nuclear power 
plant must file a request for a revised 
schedule of ruling amounts (and, if ap-
plicable, a revised schedule of deduc-
tion amounts) with respect to that in-
terest on or before the deemed pay-
ment deadline for the first taxable year 

of the transferor beginning after the 
disposition. See §§ 1.468A–3(f)(1)(ii)(B) 
and 1.468A–8(c)(3). If the transferor does 
not timely file such a request, the 
transferor’s ruling amount and the 
transferor’s deduction amount under 
§ 1.468A–8 with respect to that interest 
for the affected year or years will be 
zero, unless the Internal Revenue Serv-
ice (IRS) waives the application of this 
paragraph (e)(1)(iii) upon a showing of 
good cause for the delay. 

(2) Transferee. If a transferee acquires 
all or a portion of a transferor’s quali-
fying interest in a nuclear power plant 
in a transaction to which this section 
applies, the transferee’s schedule of 
ruling amounts with respect to the in-
terest acquired will be determined 
under the following rules: 

(i) Taxable year of disposition. If the 
transferee does not file a request for a 
schedule of ruling amounts on or before 
the deemed payment deadline for the 
taxable year of the transferee in which 
the disposition occurs (that is, the date 
that is two and one-half months after 
the close of that year), the transferee’s 
ruling amount with respect to the in-
terest acquired in the nuclear power 
plant for that year is equal to the 
amount contained in the transferor’s 
current schedule of ruling amounts for 
that plant for the taxable year of the 
transferor in which the disposition oc-
curred, multiplied by the product of— 

(A) The portion of the transferor’s 
qualifying interest that is transferred; 
and 

(B) A fraction, the numerator of 
which is the number of days in the tax-
able year of the transferor including 
and following the date of disposition, 
and the denominator of which is the 
number of days in that taxable year. 

(ii) Taxable years after the year of dis-
position. A transferee of a qualifying in-
terest in a nuclear power plant must 
file a request for a revised schedule of 
ruling amounts with respect to that in-
terest on or before the deemed pay-
ment deadline for the first taxable year 
of the transferee beginning after the 
disposition. See § 1.468A–3(f)(1)(ii)(B). If 
the transferee does not timely file such 
a request, the transferee’s ruling 
amount with respect to that interest 
for the affected year or years will be 
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zero, unless the IRS waives the applica-
tion of this paragraph (e)(2)(ii) upon a 
showing of good cause for the delay. 

(3) Examples. The following examples 
illustrate the provisions of this para-
graph (e): 

Example 1. (i) X Corporation is a calendar 
year taxpayer engaged in the sale of electric 
energy generated by a nuclear power plant. 
The plant is owned entirely by X. On May 27, 
2010, X transfers a 60-percent qualifying in-
terest in the plant to Y Corporation, a cal-
endar year taxpayer. Before the transfer, X 
had received a schedule of ruling amounts 
containing an annual ruling amount of $10 
million for the taxable years 2005 through 
2025. For 2010, neither X nor Y files a request 
for a revised schedule of ruling amounts. 

(ii) Under paragraph (e)(1)(i) of this sec-
tion, X’s ruling amount for 2010 is calculated 
as follows: ($10,000,000 × .40) + ($10,000,000 × .60 
× 146/365)=$6,400,000. Under paragraph (e)(2)(i) 
of this section, Y’s ruling amount for 2010 is 
calculated as follows: $10,000,000 × .60 × 219/ 
365=$3,600,000. Under paragraphs (e)(1)(iii) 
and (e)(2)(ii) of this section, X and Y must 
file requests for revised schedules of ruling 
amounts by March 15, 2012. 

Example 2. Y Corporation, the sole owner of 
a nuclear power plant, is a calendar year tax-
payer. In year 1, Y elects to make a special 
transfer under section 468A(f)(1) to the nu-
clear decommissioning fund Y maintains 
with respect to the plant. The amount of the 
special transfer is $100×, and the remaining 
useful life of the plant is 20 years. Y obtains 
a schedule of deduction amounts under 
§ 1.468A–8T(c) permitting a $5× deduction 
each year over the 20-year remaining useful 
life, and deducts $5× of the special transfer 
amount in year 1, year 2, year 3, and year 4. 
On the first day of year 5, Y transfers a 25% 
interest in the plant to an unrelated party. 
Under paragraph (c)(1)(ii) of this section, Y 
may deduct in Year 5 the unamortized spe-
cial transfer deduction corresponding to the 
portion of the plant transferred (25 percent 
of $80× or $20×). In addition, under paragraph 
(e)(1)(ii) of this section, Y may deduct the 
portion of the deduction amount for year 5 
from the schedule of deduction amounts cor-
responding to its retained interest in the 
plant (75 percent of $5× or $3.75×). Pursuant 
to paragraph (e)(1)(iii) of this section, Y 
must file a request for a revised schedule of 
ruling amounts by March 15 of year 7. 

(f) Anti-abuse provision. The IRS may 
treat a disposition as satisfying the re-
quirements of this section if the IRS 
determines that this treatment is nec-
essary or appropriate to carry out the 

purposes of section 468A and §§ 1.468A–1 
through 1.468A–9. 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010, as 
amended by 76 FR 3837, Jan. 21, 2011] 

§ 1.468A–7 Manner of and time for 
making election. 

(a) In general. An eligible taxpayer is 
allowed a deduction for the taxable 
year in which the taxpayer makes a 
cash payment (or is deemed to make a 
cash payment) to a nuclear decommis-
sioning fund or for a special transfer 
under § 1.468A–8 only if the taxpayer 
elects the application of section 468A. 
A separate election is required for each 
nuclear decommissioning fund and for 
each taxable year with respect to 
which payments are to be deducted 
under section 468A or a special transfer 
is made under § 1.468A–8. In the case of 
an affiliated group of corporations that 
join in the filing of a consolidated re-
turn for a taxable year, the common 
parent must make a separate election 
on behalf of each member whose pay-
ments to a nuclear decommissioning 
fund during such taxable year are to be 
deducted under section 468A and each 
member that makes a special transfer 
under § 1.468A–8 with respect to such 
year. The election under section 468A 
for any taxable year is irrevocable and 
must be made by attaching a state-
ment (Election Statement) and a copy 
of the schedule of ruling amounts pro-
vided pursuant to the rules of § 1.468A– 
3 to the taxpayer’s Federal income tax 
return (or, in the case of an affiliated 
group of corporations that join in the 
filing of a consolidated return, the con-
solidated return) for such taxable year. 
The return to which the Election 
Statement and a copy of the schedule 
of ruling amounts is attached must be 
filed on or before the time prescribed 
by law (including extensions) for filing 
the return for the taxable year with re-
spect to which payments are to be de-
ducted under section 468A. 

(b) Required information. The Election 
Statement must include the following 
information: 

(1) The legend ‘‘Election Under Sec-
tion 468A’’ typed or legibly printed at 
the top of the first page. 

(2) The electing taxpayer’s name, ad-
dress and taxpayer identification num-
ber (or, in the case of an affiliated 
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group of corporations that join in the 
filing of a consolidated return, the 
name, address and taxpayer identifica-
tion number of each electing taxpayer). 

(3) The taxable year for which the 
election is made. 

(4) For each nuclear decommis-
sioning fund for which an election is 
made— 

(i) The name and location of the nu-
clear power plant to which the fund re-
lates; 

(ii) The name and employer identi-
fication number of the nuclear decom-
missioning fund; 

(iii) The total amount of actual cash 
payments made to the nuclear decom-
missioning fund during the taxable 
year that were not treated as deemed 
cash payments under § 1.468A–2(c)(1) for 
a prior taxable year; 

(iv) The total amount of cash pay-
ments deemed made to the nuclear de-
commissioning fund under § 1.468A– 
2(c)(1) for the taxable year; 

(v) The total amount of any special 
transfers (whether in cash or property) 
made to the nuclear decommissioning 
fund under § 1.468A–8 during the taxable 
year that were not treated as deemed 
transfers under § 1.468A–8(a)(4) for a 
prior taxable year; 

(vi) The total amount of any special 
transfers (whether in cash or property) 
deemed made to the nuclear decommis-
sioning fund under § 1.468A–8(a)(4) for 
the taxable year; and 

(vii) For each item of property in-
cluded in the amounts described in 
paragraph (b)(4)((v) or (vi) of this sec-
tion, the amount of the item of prop-
erty and whether the basis of the item 
of property is determined under 
§ 1.468A–8(b)(5)(iii)(A) or § 1.468A– 
8(b)(5)(iii)(B). 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468A–8 Special transfers to quali-
fied funds pursuant to section 
468A(f). 

(a) General rule—(1) In general. Under 
section 468A(f), a taxpayer maintaining 
a qualified nuclear decommissioning 
fund with respect to a nuclear power 
plant may transfer cash or property 
into the fund (a special transfer). The 
special transfer is not subject to the 
ruling amount limitation in section 
468A(b) and is not treated as a cash 

payment for purposes of that limita-
tion. Thus, a taxpayer may, in the 
same taxable year, pay the ruling 
amount and make a special transfer 
into the fund. A special transfer may 
be made in cash, property, or both cash 
and property. The amount of a special 
transfer (that is, the amount of cash 
and the fair market value of property 
transferred) may not exceed the 
present value of the pre-2005 nonquali-
fying amount of nuclear decommis-
sioning costs with respect to the nu-
clear power plant. The taxpayer is enti-
tled to a deduction against income for 
a special transfer, as described in para-
graph (b) of this section. A special 
transfer may not be made to a nuclear 
decommissioning fund before the first 
taxable year in which a deduction 
amount is applicable to the nuclear de-
commissioning fund (see paragraph (c) 
of this section). 

(2) Pre-2005 nonqualifying amount—(i) 
In general. The present value of the pre- 
2005 nonqualifying amount of nuclear 
decommissioning costs with respect to 
a nuclear power plant is the amount 
equal to the pre-2005 nonqualifying per-
centage of the present value of the esti-
mated future decommissioning costs 
(as defined in § 1.468A–1(b)(6)) with re-
spect to the nuclear power plant as of 
the first day of the taxable year of the 
taxpayer in which the special transfer 
is made or deemed made (or a later 
date that is on or before the date on 
which the special transfer is expected 
to be made if the taxpayer establishes 
to the satisfaction of the IRS that the 
determination of present value as of 
such date is reasonable and consistent 
with the principles and provisions of 
this section). For this purpose, the pre- 
2005 nonqualifying percentage for the 
plant is 100 percent reduced by the sum 
of— 

(A) The qualifying percentage (with-
in the meaning of § 1.468A–3(d)(4) as in 
effect on December 31, 2005) used in de-
termining the taxpayer’s last schedule 
of ruling amounts for the nuclear de-
commissioning fund under the law in 
effect before the enactment of the En-
ergy Policy Act of 2005 (that is, the 
percentage of the plant’s total nuclear 
decommissioning costs that were per-
mitted to be funded through the fund 
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under the law in effect before the en-
actment of the Energy Policy Act of 
2005); and 

(B) The percentage of decommis-
sioning costs transferred in any pre-
vious special transfer (that is, the 
amount transferred as a percentage of 
the present value of the estimated fu-
ture costs of decommissioning as of the 
first day of the taxable year in which 
such previous transfer was made). 

(ii) Pre-2005 nonqualifying amount of 
transferee. If there is a transfer of a nu-
clear decommissioning fund or part or 
all of its assets and § 1.468A–6 applies to 
the transfer, the pre-2005 nonqualifying 
amount determined with respect to the 
transferee is equal to the pre-2005 non-
qualifying amount (or a proportionate 
part of the pre-2005 nonqualifying 
amount) that would have been deter-
mined with respect to the transferor 
but for such transfer. 

(3) Transfers in multiple years. A tax-
payer making a special transfer is not 
required to transfer the entire eligible 
amount in a single year. The require-
ments of paragraph (c) of this section 
apply separately to each year in which 
a special transfer is made. In calcu-
lating the amount of any subsequent 
transfer, the taxpayer must reduce the 
pre-2005 nonqualifying percentage 
under paragraph (a)(2) of this section 
to take into account all previous trans-
fers. For example, if a taxpayer has a 
pre-2005 nonqualifying percentage of 40 
percent, and transfers half of the eligi-
ble amount in a special transfer, any 
subsequent transfer must be calculated 
on the basis of a pre-2005 nonqualifying 
percentage of 20 percent. 

(4) Deemed payment rules—(i) In gen-
eral. The amount of any special trans-
fer (whether in cash or property) de-
scribed in § 1.468A–8 and made by an 
electing taxpayer to a nuclear decom-
missioning fund on or before the 15th 
day of the third calendar month after 
the close of any taxable year (the 
deemed payment deadline date) shall 
be deemed made during such taxable 
year if the electing taxpayer irrev-
ocably designates the amount as relat-
ing to such taxable year on its timely 
filed Federal income tax return for 
such taxable year or, in the case of spe-
cial transfers described in paragraph 
(a)(4)(ii) of this section, on an amended 

return for such taxable year (see 
§ 1.468A–7(b)(4)(v) and (vi) for rules re-
lating to such designation). 

(ii) Special rule for certain special 
transfers. Special transfers that the 
electing taxpayer designates as relat-
ing to a taxable year beginning after 
December 31, 2005, and ending before 
January 1, 2010, which are actually 
made within 90 days after the electing 
taxpayer receives a ruling from the 
Secretary relating to the special trans-
fer are deemed made during the taxable 
year designated as the year to which 
the special transfer relates. 

(b) Deduction for amounts transferred— 
(1) In general. (i) Except as provided in 
this paragraph (b), the deduction for 
any special transfer is allowed ratably 
over the remaining useful life of the 
nuclear power plant. The amount of 
the deduction for any taxable year is 
the deduction amount for such year 
specified in the schedule of deduction 
amounts required under paragraph (c) 
of this section. 

(ii) For purposes of this paragraph 
(b), the remaining useful life of the nu-
clear power plant is the period begin-
ning on the first day of the taxable 
year during which the transfer is made 
and ending on the last day of the tax-
able year that includes the last day of 
the estimated useful life of the nuclear 
power plant. The last day of the esti-
mated useful life of the nuclear power 
plant is determined for this purpose 
under the rules of § 1.468A–3(c)(2). 

(2) Amount of deduction—(i) General 
rule. Except as provided in this para-
graph (b)(2), the deduction for property 
contributed in a special transfer is lim-
ited to the lesser of the fair market 
value of the property contributed or 
the taxpayer’s basis in that property. 

(ii) Election—(A) In general. If the fair 
market value of the property contrib-
uted is less than the taxpayer’s ad-
justed basis in such property as of the 
date the property is contributed and 
the fund elects to treat the fair market 
value of the property as its adjusted 
basis in the property, the taxpayer 
may deduct an amount equal to the ad-
justed basis of the contributed prop-
erty. 

(B) Manner of making election. The 
election described in paragraph 
(b)(2)(ii)(A) of this section is made for 
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property contributed in a special trans-
fer by attaching a description of the 
property and a statement that the fund 
is making an election under § 1.468A– 
8(b)(2)(ii) with respect to the property 
to the return of the fund for the tax-
able year in which the property is con-
tributed to the fund. 

(C) Election allowed for property trans-
ferred prior to December 23, 2010. The 
election described in paragraph 
(b)(2)(ii)(A) of this section may be 
made and a deduction equal to adjusted 
basis will be allowed for property con-
tributed in a special transfer prior to 
December 23, 2010. The election in such 
a case may be made on an amended re-
turn of the fund for the taxable year in 
which the property is contributed to 
the fund and the transferor may amend 
previously filed returns to claim a de-
duction calculated by reference to the 
adjusted basis of the property. 

(3) Denial of deduction for previously 
deducted amounts. If a deduction (other 
than a deduction under section 468A) 
has been allowed to the taxpayer (or a 
predecessor) on account of expected de-
commissioning costs for a nuclear 
power plant (a nonconforming deduc-
tion) or an amount otherwise includ-
ible in income has been excluded from 
the gross income of the taxpayer (or a 
predecessor) on account of such ex-
pected decommissioning costs (a non-
conforming exclusion), the deduction 
allowed for a special transfer to the nu-
clear decommissioning fund main-
tained with respect to the plant is re-
duced. In the case of a single special 
transfer of the full eligible amount, the 
reduction is equal to the aggregate 
amount of all nonconforming deduc-
tions and nonconforming exclusions. In 
the case of a transfer of less than the 
full eligible amount, the reduction is a 
ratable portion of such aggregate 
amount. 

(4) Transfers of qualified nuclear de-
commissioning funds. (i) If a special 
transfer is made to any qualified nu-
clear decommissioning fund, there is a 
subsequent transfer of the fund or the 
assets of the fund (a fund transfer), and 
§ 1.468–6 applies to the fund transfer, 
any amount of the deduction under 
paragraph (b) of this section allocable 
to taxable years ending after the date 
of the fund transfer will be allowed as 

a current deduction to the transferor 
for the taxable year that includes the 
date of the fund transfer. See § 468A–6(c) 
for additional rules concerning trans-
fers of decommissioning funds, includ-
ing the transfer of a portion of the tax-
payer’s interest in a nuclear power 
plant. If a taxpayer transfers only part 
of the fund or the fund’s assets, the 
rules in this paragraph (b)(4) apply 
only to the corresponding portion of 
the deduction under paragraph (b) of 
this section. 

(ii) If a deduction is allowed to the 
transferor under paragraph (b)(4)(i) of 
this section and the transferee is re-
lated to the transferor, the Internal 
Revenue Service (IRS) will not approve 
the transferee’s schedule of ruling 
amounts for taxable years beginning 
after the date of the transfer unless the 
ruling amounts are deferred in a man-
ner that results in recapture of the ac-
celeration amount. For this purpose— 

(A) The acceleration amount is the 
difference between the deduction al-
lowed under this paragraph (b)(4) and 
the present value as of the beginning of 
the acceleration period of the deduc-
tions that, but for the transfer, would 
have been allowed under this paragraph 
(b) for taxable years during the accel-
eration period; 

(B) The acceleration amount is re-
captured if the aggregate present value 
of the ruling amounts at the beginning 
of the acceleration period is equal to 
the amount by which the aggregate 
present value of the ruling amounts 
that would have been approved but for 
this paragraph (b)(4)(ii) exceeds the ac-
celeration amount; 

(C) The acceleration period is the pe-
riod from the first day of the trans-
feror’s first taxable year beginning 
after the date of the transfer until the 
end of the plant’s remaining useful life; 

(D) Present values will be determined 
using the assumptions that are used in 
determining the transferee’s first 
schedule of ruling amounts; and 

(E) A transferor and a transferee are 
related if their relationship is specified 
in section 267(b) or section 707(b)(1) or 
they are treated as a single taxpayer 
under section 41(f)(1)(A) or (B). 

(5) Special rules—(i) Gain or loss not 
recognized on transfers to fund. No gain 
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or loss will be recognized on any spe-
cial transfer. 

(ii) Taxpayer basis in fund. Notwith-
standing any other provision of the In-
ternal Revenue Code (Code) and regula-
tions, the taxpayer’s basis in the fund 
is not increased by reason of the spe-
cial transfer. 

(iii) Fund basis in transferred prop-
erty—(A) In general. Except as provided 
in paragraph (b)(5)(iii)(B) of this sec-
tion, the fund’s basis in any property 
transferred in a special transfer is the 
same as the transferor’s basis in the 
property immediately before the trans-
fer. 

(B) Basis in case of election. If a fund 
makes the election described in para-
graph (b)(2)(ii) of this section, the 
fund’s basis in the property transferred 
is the fair market value of the property 
on the date of transfer. 

(c) Schedule of deductions required—(1) 
In general. A taxpayer may not make a 
special transfer to a qualified nuclear 
decommissioning fund unless the tax-
payer requests from the IRS a schedule 
of deduction amounts in connection 
with such transfer. A schedule of de-
duction amounts for a nuclear decom-
missioning fund (schedule of deduction 
amounts) is a ruling (within the mean-
ing of § 601.201(a)(2) of this chapter) 
specifying the annual deductions (de-
duction amounts) that, over the tax-
able years in the remaining useful life 
of the nuclear power plant, will result 
in the deduction of the entire amount 
of the special transfer. Such a request 
may be combined with a request for a 
schedule of ruling amounts under 
§ 1.468A–3(a). In the case of a combined 
request, the schedule of deduction 
amounts requested under this para-
graph (c)(1) must be stated separately 
from the schedule of ruling amounts 
requested under § 1.468A–3(a) and ap-
proval of the schedule of deduction 
amounts under this section will con-
stitute a separate ruling. A request for 
a schedule of deduction amounts must 
comply with all provisions of para-
graph (d) of this section. 

(2) Transfers in multiple taxable years. 
A taxpayer making a special transfer 
in more than one taxable year pursu-
ant to paragraph (a)(3) of this section 
must request a separate schedule of de-
duction amounts in connection with 

each special transfer. More than one 
schedule of deduction amounts can be 
requested in a single ruling request to 
the Secretary and the Secretary will 
provide, in a single ruling, separate 
schedules of deduction amounts for 
each of a series of special transfers pro-
vided that each request for a separate 
schedule of deduction amounts com-
plies with all requirements of this 
paragraph. 

(3) Transfer of partial interest in fund. 
If a taxpayer transfers part of a fund or 
a fund’s assets and is allowed a deduc-
tion under paragraph (b)(3) of this sec-
tion, the taxpayer must request a new 
schedule of deduction amounts in con-
nection with the transfer. 

(4) Special transfer permitted before re-
ceipt of schedule. If an electing taxpayer 
has filed a timely request for a sched-
ule of deduction amounts in connection 
with a special transfer for a taxable 
year and does not receive the schedule 
of deduction amounts before the 
deemed payment deadline for such tax-
able year, the taxpayer may make a 
special transfer to the nuclear decom-
missioning fund on the basis of the spe-
cial transfer amount proposed in the 
taxpayer’s request. If the schedule of 
deduction amounts provided by the 
Secretary is based on a special transfer 
amount that differs from the special 
transfer amount proposed in the tax-
payer’s request, rules similar to the 
rules of § 1.468A–3(g)(2) and (3) shall 
apply. 

(d) Manner of requesting schedule of 
deduction amounts—(1) In general. (i) In 
order to receive a deduction amount 
for any taxable year, a taxpayer must 
file a request for a schedule of deduc-
tion amounts that complies with the 
requirements of this paragraph (d), the 
applicable procedural rules set forth in 
§ 601.201(e) of this chapter (Statement 
of Procedural Rules) and the require-
ments of any applicable revenue proce-
dure that is in effect on the date the 
request is filed. 

(ii) A separate request for a schedule 
of deduction amounts is required for 
each nuclear decommissioning fund es-
tablished by a taxpayer (see § 1.468A– 
5(a) for rules relating to the number of 
nuclear decommissioning funds that a 
taxpayer can establish). 
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(iii) Except as provided by § 1.468A– 
5(a)(1)(iv) (relating to certain unincor-
porated organizations that may be tax-
able as corporations) and § 1.468A–3 (re-
lating to a request for a schedule of 
ruling amounts), a request for a sched-
ule of deduction amounts must not 
contain a request for a ruling on any 
other issue, whether the issue involves 
section 468A or another section of the 
Code. 

(iv) In the case of an affiliated group 
of corporations that join in the filing 
of a consolidated return, the common 
parent of the group may request a 
schedule of deduction amounts for each 
member of the group that possesses a 
qualifying interest in the same nuclear 
power plant by filing a single submis-
sion with the IRS. 

(v) Except as provided in paragraph 
(d)(1)(vi) of this section, the IRS will 
not provide or revise a deduction 
amount applicable to a taxable year in 
response to a request for a schedule of 
deduction amounts that is filed after 
the deemed payment deadline date (as 
defined in paragraph (a)(4) of this sec-
tion) for such taxable year. 

(vi) For special transfers relating to 
taxable years beginning after Decem-
ber 31, 2005, and before January 1, 2010, 
the IRS will not provide a deduction 
amount in response to a request for a 
schedule of deduction amounts that is 
filed after February 22, 2011. 

(vii) Except as provided in paragraph 
(d)(1)(viii) of this section, a request for 
a schedule of deduction amounts shall 
be considered filed only if such request 
complies substantially with the re-
quirements of this paragraph (d). In de-
termining the date when a request is 
filed, the principles of sections 7502 and 
7503 shall apply. 

(viii) If a request does not comply 
substantially with the requirements of 
this paragraph (d), the IRS will notify 
the taxpayer of that fact. If the infor-
mation or materials necessary to com-
ply substantially with the require-
ments of this paragraph (d) are pro-
vided to the IRS within 30 days after 
this notification, the request will be 
considered filed on the date of the 
original submission. In addition, the 
request will be considered filed on the 
date of the original submission in a 
case in which the information and ma-

terials are provided more than 30 days 
after the notification if the IRS deter-
mines that the electing taxpayer made 
a good faith effort to provide the appli-
cable information or materials within 
30 days after notification and also de-
termines that treating the request as 
filed on the date of the original submis-
sion is consistent with the purposes of 
section 468A. In any other case in 
which the information or materials 
necessary to comply substantially with 
the requirements of this paragraph (d) 
are not provided within 30 days after 
the notification, the request will be 
considered filed on the date that all in-
formation or materials necessary to 
comply with the requirements of this 
paragraph (d) are provided. 

(2) Information required. A request for 
a schedule of deduction amounts must 
contain the following information: 

(i) The taxpayer’s name, address and 
taxpayer identification number. 

(ii) Whether the request is for an ini-
tial schedule of deduction amounts or a 
schedule of deduction amounts for a 
subsequent special transfer. 

(iii) The name and location of the nu-
clear power plant with respect to which 
a schedule of deduction amounts is re-
quested. 

(iv) A description of the taxpayer’s 
qualifying interest in the nuclear 
power plant and the percentage of such 
nuclear power plant that the qualifying 
interest of the taxpayer represents. 

(v) The present value of the esti-
mated future decommissioning costs 
(as defined in § 1.468A–1(b)(6)) with re-
spect to the taxpayer’s qualifying in-
terest in the nuclear power plant as of 
the first day of the taxable year of the 
taxpayer in which a transfer is made 
under this section. 

(vi) A description of the assumptions, 
estimates and other factors that were 
used by the taxpayer to determine the 
amount of decommissioning costs, in-
cluding each of the following if applica-
ble: 

(A) A description of the proposed 
method of decommissioning the nu-
clear power plant (for example, prompt 
removal/dismantlement, safe storage 
entombment with delayed dismantle-
ment, or safe storage mothballing with 
delayed dismantlement). 
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(B) The estimated year in which sub-
stantial decommissioning costs will 
first be incurred. 

(C) The estimated year in which the 
decommissioning of the nuclear power 
plant will be substantially complete 
(see § 1.468A–5(d)(3) for a definition of 
substantial completion of decommis-
sioning). 

(D) The total estimated cost of de-
commissioning expressed in current 
dollars (that is, based on price levels in 
effect at the time of the current deter-
mination). 

(E) The total estimated cost of de-
commissioning expressed in future dol-
lars (that is, based on anticipated price 
levels when expenses are expected to be 
paid). 

(F) For each taxable year in the pe-
riod that begins with the year specified 
in paragraph (d)(2)(vi)(B) of this sec-
tion (the estimated year in which sub-
stantial decommissioning costs will 
first be incurred) and ends with the 
year specified in paragraph (d)(2)(vi)(C) 
of this section (the estimated year in 
which the decommissioning of the nu-
clear power plant will be substantially 
complete), the estimated cost of de-
commissioning expressed in future dol-
lars. 

(G) A description of the methodology 
used in converting the estimated cost 
of decommissioning expressed in cur-
rent dollars to the estimated cost of 
decommissioning expressed in future 
dollars. 

(H) The assumed after-tax rate of re-
turn to be earned by the amounts col-
lected for decommissioning. 

(I) A copy of each engineering or cost 
study that was relied on or used by the 
taxpayer in determining the amount of 
decommissioning costs. 

(vii) The taxpayer’s pre-2005 non-
qualifying percentage (as defined in 
paragraph (a)(2) of this section). 

(viii) The estimated useful life of the 
nuclear power plant (as such term is 
defined in paragraph (b)(1)(ii) or (iii) of 
this section). 

(ix) If the request is for a subsequent 
schedule of deduction amounts, the 
amount of the previous special transfer 
and the present value of the estimated 
future decommissioning costs (as de-
fined in § 1.468A–1(b)(6)) with respect to 
the taxpayer’s qualifying interest in 

the nuclear power plant as of the first 
day of the taxable year of the taxpayer 
in which the previous special transfer 
was made. 

(x) If the request is for a subsequent 
schedule of deduction amounts, a copy 
of all schedules of deduction amounts 
that relate to the nuclear power plant 
to which the request relates and that 
were previously issued to the taxpayer 
making the request. 

(xi) If the request for a schedule of 
deduction amounts contains a request, 
pursuant to § 1.468A–5(a)(1)(iv), that the 
IRS rule whether an unincorporated or-
ganization through which the assets of 
the fund are invested is an association 
taxable as a corporation for Federal 
tax purposes, a copy of the legal docu-
ments establishing or otherwise gov-
erning the organization. 

(xii) Any other information required 
by the IRS that may be necessary or 
useful in determining the schedule of 
deduction amounts. 

(3) Statement required. A taxpayer re-
questing a schedule of deduction 
amounts under this paragraph (d) must 
submit a statement that any noncon-
forming deductions and nonconforming 
exclusions have reduced the deduction 
allowed for the special transfer in ac-
cordance with paragraph (b)(2) of this 
section. 

(4) Administrative procedures. The IRS 
may prescribe administrative proce-
dures that supplement the provisions 
of paragraphs (d)(1) and (2) of this sec-
tion. In addition, the IRS may, in its 
discretion, waive the requirements of 
paragraphs (d)(1) and (2) of this section 
under appropriate circumstances. 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468A–9 Effective/applicability date. 

Sections 1.468A–1 through 1.468A–8 
are effective on December 23, 2010 and 
apply with respect to taxable years 
ending after such date. Special rules 
that are provided for taxable years end-
ing on or before such date, such as the 
special rule for certain special trans-
fers contained in § 1.468A–8(a)(4)(ii), 
apply with respect to such taxable 
years. In addition, a taxpayer may 
apply the provisions of §§ 1.468A–1 
through 1.468A–8 with respect to a tax-
able year ending on or before December 
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23, 2010 if all such provisions are con-
sistently applied. 

[T.D. 9512, 75 FR 80701, Dec. 23, 2010] 

§ 1.468B Designated settlement funds. 
A designated settlement fund, as de-

fined in section 468B(d)(2), is taxed in 
the manner described in § 1.468B–2. The 
rules for transferors to a qualified set-
tlement fund described in § 1.468B–3 
apply to transferors to a designated 
settlement fund. Similarly, the rules 
for claimants of a qualified settlement 
fund described in § 1.468B–4 apply to 
claimants of a designated settlement 
fund. A fund, account, or trust that 
does not qualify as a designated settle-
ment fund is, however, a qualified set-
tlement fund if it meets the require-
ments of a qualified settlement fund 
described in § 1.468B–1. 

[T.D. 8459, 57 FR 60988, Dec. 23, 1992] 

§ 1.468B–0 Table of contents. 
This section lists the table of con-

tents for §§ 1.468B–1 through 1.468B–9. 

§ 1.468B–1 Qualified settlement funds. 

(a) In general. 
(b) Coordination with other entity classi-

fications. 
(c) Requirements. 
(d) Definitions. 
(1) Transferor. 
(2) Related person. 
(e) Governmental order or approval re-

quirement. 
(1) In general. 
(2) Arbitration panels. 
(f) Resolve or satisfy requirement. 
(1) Liabilities to provide property or serv-

ices. 
(2) CERCLA liabilities. 
(g) Excluded liabilities. 
(h) Segregation requirement. 
(1) In general. 
(2) Classification of fund established to re-

solve or satisfy allowable and non-allowable 
claims. 

(i) [Reserved] 
(j) Classification of fund prior to satisfac-

tion of requirements in paragraph (c) of this 
section. 

(1) In general. 
(2) Relation-back rule. 
(i) In general. 
(ii) Relation-back election. 
(k) Election to treat a qualified settlement 

fund as a subpart E trust. 
(1) In general. 
(2) Manner of making grantor trust elec-

tion. 

(i) In general. 
(ii) Requirements for election statement. 
(3) Effect of making the election. 
(l) Examples. 

§ 1.468B–2 Taxation of qualified settlement 
funds and related administrative requirements. 

(a) In general. 
(b) Modified gross income. 
(c) Partnership interests held by a quali-

fied settlement fund on February 14, 1992. 
(1) In general. 
(2) Limitation on changes in partnership 

agreements and capital contributions. 
(d) Distributions to transferors and claim-

ants. 
(e) Basis of property transferred to a quali-

fied settlement fund. 
(f) Distribution of property. 
(g) Other taxes. 
(h) Denial of credits against tax. 
(i) [Reserved] 
(j) Taxable year and accounting method. 
(k) Treatment as corporation for purposes 

of subtitle F. 
(l) Information reporting withholding re-

quirements. 
(1) Payments to a qualified settlement 

fund. 
(2) Payments and distributions by a quali-

fied settlement fund. 
(i) In general. 
(ii) Special rules. 
(m) Request for prompt assessment. 
(n) Examples. 

§ 1.468B–3 Rules applicable to the transferor. 

(a) Transfer of property. 
(1) In general. 
(2) Anti-abuse rule. 
(b) Qualified appraisal requirement for 

transfers of certain property. 
(1) In general. 
(2) Provision of copies. 
(3) Qualified appraisal. 
(4) Information included in a qualified ap-

praisal. 
(5) Effect of signature of the qualified ap-

praiser. 
(c) Economic performance. 
(1) In general. 
(2) Right to a refund or reversion. 
(i) In general. 
(ii) Right extinguished. 
(3) Obligations of a transferor. 
(d) Payment of insurance amounts. 
(e) Statement to the qualified settlement 

fund and the Internal Revenue Service. 
(1) In general. 
(2) Required statement. 
(i) In general. 
(ii) Combined statements. 
(f) Distributions to transferors. 
(1) In general. 
(2) Deemed distributions. 
(i) Other liabilities. 
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(ii) Constructive receipt. 
(3) Tax benefit rule. 
(g) Example. 

§ 1.468B–4 Taxability of distributions to 
claimants. 

§ 1.468B–5 Effective dates and transition rules 
applicable to qualified settlement funds. 

(a) In general. 
(b) Taxation of certain pre-1996 fund in-

come. 
(1) Reasonable method. 
(i) In general. 
(ii) Qualified settlement funds established 

after February 14, 1992, but before January 1, 
1993. 

(iii) Use of cash method of accounting. 
(iv) Unreasonable position. 
(v) Waiver of penalties. 
(2) Election to apply qualified settlement 

fund rules. 
(i) In general. 
(ii) Election statement. 
(iii) Due date of returns and amended re-

turns. 
(iv) Computation of interest and waiver of 

penalties. 
(c) Grantor trust elections under § 1.468B– 

1(k). 
(1) In general. 
(2) Transition rules. 
(3) Qualified settlement funds established 

by the U.S. government on or before Feb-
ruary 3, 2006. 

§ 1.468B–6 Escrow accounts, trusts, and other 
funds used during deferred exchanges of like- 
kind property under section 1031(a)(3). 

(a) Scope. 
(b) Definitions. 
(1) In general. 
(2) Exchange funds. 
(3) Exchange facilitator. 
(4) Transactional expenses. 
(i) In general. 
(ii) Special rule for certain fees for ex-

change facilitator services. 
(c) Taxation of exchange funds. 
(1) Exchange funds generally treated as 

loaned to an exchange facilitator. 
(2) Exchange funds not treated as loaned to 

an exchange facilitator. 
(i) Scope. 
(ii) Earnings attributable to the taxpayer’s 

exchange funds. 
(A) Separately identified account. 
(B) Allocation of earnings in commingled 

accounts. 
(C) Transactional expenses. 
(iii) Treatment of the taxpayer. 
(d) Information reporting requirements. 
(e) Examples. 
(f) Effective/applicability dates. 
(1) In general. 
(2) Transition rule. 

§ 1.468B–7 Pre-closing escrows. 

(a) Scope. 
(b) Definitions. 
(c) Taxation of pre-closing escrows. 
(d) Reporting obligations of the adminis-

trator. 
(e) Examples. 
(f) Effective dates. 
(1) In general. 
(2) Transition rule. 

§ 1.468B–8 Contingent-at-closing escrows. 
[Reserved] 

§ 1.468B–9 Disputed ownership funds. 

(a) Scope. 
(b) Definitions. 
(c) Taxation of a disputed ownership fund. 
(1) In general. 
(2) Exceptions. 
(3) Property received by the disputed own-

ership fund. 
(i) Generally excluded from income. 
(ii) Basis and holding period. 
(4) Property distributed by the disputed 

ownership fund. 
(i) Computing gain or loss. 
(ii) Denial of deduction. 
(5) Taxable year and accounting method. 
(6) Unused carryovers. 
(d) Rules applicable to transferors that are 

not transferor-claimants. 
(1) Transfer of property. 
(2) Economic performance. 
(i) In general. 
(ii) Obligations of the transferor. 
(3) Distributions to transferors. 
(i) In general. 
(ii) Exception. 
(iii) Deemed distributions. 
(e) Rules applicable to transferor-claim-

ants. 
(1) Transfer of property. 
(2) Economic performance. 
(i) In general. 
(ii) Obligations of the transferor-claimant. 
(3) Distributions to transferor-claimants. 
(i) In general. 
(ii) Deemed distributions. 
(f) Distributions to claimants other than 

transferor-claimants. 
(g) Statement to the disputed ownership 

fund and the Internal Revenue Service with 
respect to transfers of property other than 
cash. 

(1) In general. 
(2) Combined statements. 
(3) Information required on the statement. 
(h) Examples. 
(i) [Reserved] 
(j) Effective dates. 
(1) In general. 
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(2) Transition rule. 

[T.D. 8459, 57 FR 60988, Dec. 23, 1992, as 
amended by T.D. 8495, 58 FR 58787, Nov. 4, 
1993; T.D. 9249, 71 FR 6200, Feb. 7, 2006; T.D. 
9413, 73 FR 39619, July 10, 2008] 

§ 1.468B–1 Qualified settlement funds. 

(a) In general. A qualified settlement 
fund is a fund, account, or trust that 
satisfies the requirements of paragraph 
(c) of this section. 

(b) Coordination with other entity clas-
sifications. If a fund, account, or trust 
that is a qualified settlement fund 
could be classified as a trust within the 
meaning of § 301.7701–4 of this chapter, 
it is classified as a qualified settlement 
fund for all purposes of the Internal 
Revenue Code (Code). If a fund, ac-
count, or trust, organized as a trust 
under applicable state law, is a quali-
fied settlement fund, and could be clas-
sified as either an association (within 
the meaning of § 301.7701–2 of this chap-
ter) or a partnership (within the mean-
ing of § 301.7701–3 of this chapter), it is 
classified as a qualified settlement 
fund for all purposes of the Code. If a 
fund, account, or trust, established for 
contested liabilities pursuant to § 1.461– 
2(c)(1) is a qualified settlement fund, it 
is classified as a qualified settlement 
fund for all purposes of the Code. 

(c) Requirements. A fund, account, or 
trust satisfies the requirements of this 
paragraph (c) if— 

(1) It is established pursuant to an 
order of, or is approved by, the United 
States, any state (including the Dis-
trict of Columbia), territory, posses-
sion, or political subdivision thereof, or 
any agency or instrumentality (includ-
ing a court of law) of any of the fore-
going and is subject to the continuing 
jurisdiction of that governmental au-
thority; 

(2) It is established to resolve or sat-
isfy one or more contested or 
uncontested claims that have resulted 
or may result from an event (or related 
series of events) that has occurred and 
that has given rise to at least one 
claim asserting liability— 

(i) Under the Comprehensive Envi-
ronmental Response, Compensation 
and Liability Act of 1980 (hereinafter 
referred to as CERCLA), as amended, 42 
U.S.C. 9601 et seq.; or 

(ii) Arising out of a tort, breach of 
contract, or violation of law; or 

(iii) Designated by the Commissioner 
in a revenue ruling or revenue proce-
dure; and 

(3) The fund, account, or trust is a 
trust under applicable state law, or its 
assets are otherwise segregated from 
other assets of the transferor (and re-
lated persons). 

(d) Definitions. For purposes of this 
section— 

(1) Transferor. A ‘‘transferor’’ is a per-
son that transfers (or on behalf of 
whom an insurer or other person trans-
fers) money or property to a qualified 
settlement fund to resolve or satisfy 
claims described in paragraph (c)(2) of 
this section against that person. 

(2) Related person. A ‘‘related person’’ 
is any person who is related to the 
transferor within the meaning of sec-
tions 267(b) or 707(b)(1). 

(e) Governmental order or approval re-
quirement—(1) In general. A fund, ac-
count, or trust is ‘‘ordered by’’ or ‘‘ap-
proved by’’ a governmental authority 
described in paragraph (c)(1) of this 
section when the authority issues its 
initial or preliminary order to estab-
lish, or grants its initial or preliminary 
approval of, the fund, account, or trust, 
even if that order or approval may be 
subject to review or revision. Except as 
otherwise provided in paragraph (j)(2) 
of this section, the governmental 
authority’s order or approval has no 
retroactive effect and does not permit 
a fund, account, or trust to be a quali-
fied settlement fund prior to the date 
the order is issued or the approval is 
granted. 

(2) Arbitration panels. An arbitration 
award that orders the establishment of, 
or approves, a fund, account, or trust is 
an order or approval of a governmental 
authority described in paragraph (c)(1) 
of this section if— 

(i) The arbitration award is judicially 
enforceable; 

(ii) The arbitration award is issued 
pursuant to a bona fide arbitration pro-
ceeding in accordance with rules that 
are approved by a governmental au-
thority described in paragraph (c)(1) of 
this section (such as self-regulatory or-
ganization-administered arbitration 
proceedings in the securities industry); 
and 
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(iii) The fund, account, or trust is 
subject to the continuing jurisdiction 
of the arbitration panel, the court of 
law that has jurisdiction to enforce the 
arbitration award, or the governmental 
authority that approved the rules of 
the arbitration proceeding. 

(f) Resolve or satisfy requirement—(1) 
Liabilities to provide services or property. 
Except as otherwise provided in para-
graph (f)(2) of this section, a liability is 
not described in paragraph (c)(2) of this 
section if it is a liability for the provi-
sion of services or property, unless the 
transferor’s obligation to provide serv-
ices or property is extinguished by a 
transfer or transfers to the fund, ac-
count, or trust. 

(2) CERCLA liabilities. A transferor’s 
liability under CERCLA to provide 
services or property is described in 
paragraph (c)(2) of this section if fol-
lowing its transfer to a fund, account, 
or trust the transferor’s only remain-
ing liability to the Environmental Pro-
tection Agency (if any) is a remote, fu-
ture obligation to provide services or 
property. 

(g) Excluded liabilities. A liability is 
not described in paragraph (c)(2) of this 
section if it— 

(1) Arises under a workers compensa-
tion act or a self-insured health plan; 

(2) Is an obligation to refund the pur-
chase price of, or to repair or replace, 
products regularly sold in the ordinary 
course of the transferor’s trade or busi-
ness; 

(3) Is an obligation of the transferor 
to make payments to its general trade 
creditors or debtholders that relates to 
a title 11 or similar case (as defined in 
section 368(a)(3)(A)), or a workout; or 

(4) Is designated by the Commis-
sioner in a revenue ruling or a revenue 
procedure (see § 601.601(d)(2)(ii)(b) of 
this chapter). 

(h) Segregation requirement—(1) In gen-
eral. If it is not a trust under applicable 
state law, a fund, account, or trust sat-
isfies the requirements of paragraph 
(c)(3) of this section if its assets are 
physically segregated from other assets 
of the transferor (and related persons). 
For example, cash held by a transferor 
in a separate bank account satisfies 
the segregation requirement of para-
graph (c)(3) of this section. 

(2) Classification of fund established to 
resolve or satisfy allowable and non-al-
lowable claims. If a fund, account, or 
trust is established to resolve or sat-
isfy claims described in paragraph 
(c)(2) of this section as well as other 
types of claims (i.e., non-allowable 
claims) arising from the same event or 
related series of events, the fund is a 
qualified settlement fund. However, 
under § 1.468B–3(c), economic perform-
ance does not occur with respect to 
transfers to the qualified settlement 
fund for non-allowable claims. 

(i) [Reserved] 
(j) Classification of fund prior to satis-

faction of requirements in paragraph (c) 
of this section—(1) In general. If a fund, 
account, or trust is established to re-
solve or satisfy claims described in 
paragraph (c)(2) of this section, the as-
sets of the fund, account, or trust are 
treated as owned by the transferor of 
those assets until the fund, account, or 
trust also meets the requirements of 
paragraphs (c) (1) and (3) of this sec-
tion. On the date the fund, account, or 
trust satisfies all the requirements of 
paragraph (c) of this section, the trans-
feror is treated as transferring the as-
sets to a qualified settlement fund. 

(2) Relation-back rule—(i) In general. If 
a fund, account, or trust meets the re-
quirements of paragraphs (c)(2) and 
(c)(3) of this section prior to the time it 
meets the requirements of paragraph 
(c)(1) of this section, the transferor and 
administrator (as defined in § 1.468B– 
2(k)(3)) may jointly elect (a relation- 
back election) to treat the fund, ac-
count, or trust as coming into exist-
ence as a qualified settlement fund on 
the later of the date the fund, account, 
or trust meets the requirements of 
paragraphs (c)(2) and (c)(3) of this sec-
tion or January 1 of the calendar year 
in which all the requirements of para-
graph (c) of this section are met. If a 
relation-back election is made, the as-
sets held by the fund, account, or trust 
on the date the qualified settlement 
fund is treated as coming into exist-
ence are treated as transferred to the 
qualified settlement fund on that date. 

(ii) Relation-back election. A relation- 
back election is made by attaching a 
copy of the election statement, signed 
by each transferor and the adminis-
trator, to (and as part of) the timely 
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filed income tax return (including ex-
tensions) of the qualified settlement 
fund for the taxable year in which the 
fund is treated as coming into exist-
ence. A copy of the election statement 
must also be attached to (and as part 
of) the timely filed income tax return 
(including extensions), or an amended 
return that is consistent with the re-
quirements of §§ 1.468B–1 through 
1.468B–4, of each transferor for the tax-
able year of the transferor that in-
cludes the date on which the qualified 
settlement fund is treated as coming 
into existence. The election statement 
must contain— 

(A) A legend, ‘‘§ 1.468B–1 Relation- 
Back Election’’, at the top of the first 
page; 

(B) Each transferor’s name, address, 
and taxpayer identification number; 

(C) The qualified settlement fund’s 
name, address, and employer identi-
fication number; 

(D) The date as of which the qualified 
settlement fund is treated as coming 
into existence; and 

(E) A schedule describing each asset 
treated as transferred to the qualified 
settlement fund on the date the fund is 
treated as coming into existence. The 
schedule of assets does not have to 
identify the amount of cash or the 
property treated as transferred by a 
particular transferor. If the schedule 
does not identify the transferor of each 
asset, however, each transferor must 
include with the copy of the election 
statement that is attached to its in-
come tax return (or amended return) a 
schedule describing each asset the 
transferor is treated as transferring to 
the qualified settlement fund. 

(k) Election to treat a qualified settle-
ment fund as a subpart E trust—(1) In 
general. If a qualified settlement fund 
has only one transferor (as defined in 
paragraph (d)(1) of this section), the 
transferor may make an election 
(grantor trust election) to treat the 
qualified settlement fund as a trust all 
of which is owned by the transferor 
under section 671 and the regulations 
thereunder. A grantor trust election 
may be made whether or not the quali-
fied settlement fund would be classi-
fied, in the absence of paragraph (b) of 
this section, as a trust all of which is 
treated as owned by the transferor 

under section 671 and the regulations 
thereunder. A grantor trust election 
may be revoked only for compelling 
circumstances upon consent of the 
Commissioner by private letter ruling. 

(2) Manner of making grantor trust 
election—(i) In general. To make a 
grantor trust election, a transferor 
must attach an election statement sat-
isfying the requirements of paragraph 
(k)(2)(ii) of this section to a timely 
filed (including extensions) Form 1041, 
‘‘U.S. Income Tax Return for Estates 
and Trusts,’’ that the administrator 
files on behalf of the qualified settle-
ment fund for the taxable year in 
which the qualified settlement fund is 
established. However, if a Form 1041 is 
not otherwise required to be filed (for 
example, because the provisions of 
§ 1.671–4(b) apply), then the transferor 
makes a grantor trust election by at-
taching an election statement satis-
fying the requirements of paragraph 
(k)(2)(ii) of this section to a timely 
filed (including extensions) income tax 
return of the transferor for the taxable 
year in which the qualified settlement 
fund is established. See § 1.468B–5(c)(2) 
for transition rules. 

(ii) Requirements for election statement. 
The election statement must include a 
statement by the transferor that the 
transferor will treat the qualified set-
tlement fund as a grantor trust. The 
election statement must include the 
transferor’s name, address, taxpayer 
identification number, and the legend, 
‘‘§ 1.468B–1(k) Election.’’ The election 
statement and the statement described 
in § 1.671–4(a) may be combined into a 
single statement. 

(3) Effect of making the election. If a 
grantor trust election is made— 

(i) Paragraph (b) of this section, and 
§§ 1.468B–2, 1.468B–3, and 1.468B–5(a) and 
(b) do not apply to the qualified settle-
ment fund. However, this section (ex-
cept for paragraph (b) of this section) 
and § 1.468B–4 apply to the qualified set-
tlement fund; 

(ii) The qualified settlement fund is 
treated, for Federal income tax pur-
poses, as a trust all of which is treated 
as owned by the transferor under sec-
tion 671 and the regulations there-
under; 

(iii) The transferor must take into 
account in computing the transferor’s 
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income tax liability all items of in-
come, deduction, and credit (including 
capital gains and losses) of the quali-
fied settlement fund in accordance 
with § 1.671–3(a)(1); and 

(iv) The reporting obligations im-
posed by § 1.671–4 on the trustee of a 
trust apply to the administrator. 

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

Example 1. In a class action brought in a 
United States federal district court, the 
court holds that the defendant, Corporation 
X, violated certain securities laws and must 
pay damages in the amount of $150 million. 
Pursuant to an order of the court, Corpora-
tion X transfers $50 million in cash and 
transfers property with a fair market value 
of $75 million to a state law trust. The trust 
will liquidate the property and distribute the 
cash proceeds to the plaintiffs in the class 
action. The trust is a qualified settlement 
fund because it was established pursuant to 
the order of a federal district court to re-
solve or satisfy claims against Corporation X 
for securities law violations that have oc-
curred. 

Example 2. (i) Assume the same facts as in 
Example 1, except that Corporation X and the 
class of plaintiffs reach an out-of-court set-
tlement that requires Corporation X to es-
tablish and fund a state law trust before the 
settlement agreement is submitted to the 
court for approval. 

(ii) The trust is not a qualified settlement 
fund because it neither is established pursu-
ant to an order of, nor has it been approved 
by, a governmental authority described in 
paragraph (c)(1) of this section. 

Example 3. On June 1, 1994, Corporation Y 
establishes a fund to resolve or satisfy 
claims against it arising from the violation 
of certain securities laws. On that date, Cor-
poration Y transfers $10 million to a seg-
regated account. On December 1, 1994, a fed-
eral district court approves the fund. Assum-
ing Corporation Y and the administrator of 
the qualified settlement fund do not make a 
relation-back election, Corporation Y is 
treated as the owner of the $10 million, and 
is taxable on any income earned on that 
money, from June 1 through November 30, 
1994. The fund is a qualified settlement fund 
beginning on December 1, 1994. 

Example 4. (i) On September 1, 1993, Cor-
poration X, which has a taxable year ending 
on October 31, enters into a settlement 
agreement with a plaintiff class for asserted 
tort liabilities. Under the settlement agree-
ment, Corporation X makes two $50 million 
payments into a segregated fund, one on Sep-
tember 1, 1993, and one on October 1, 1993, to 
resolve or satisfy the tort liabilities. A fed-
eral district court approves the settlement 
agreement on November 1, 1993. 

(ii) The administrator of the fund and Cor-
poration X elect to treat the fund as a quali-
fied settlement fund prior to governmental 
approval under the relation-back rule of 
paragraph (j)(2) of this section. The adminis-
trator must attach the relation-back elec-
tion statement to the fund’s income tax re-
turn for calendar year 1993, and Corporation 
X must attach the election to its original or 
amended income tax return for its taxable 
year ending October 31, 1993. 

(iii) Pursuant to the relation-back elec-
tion, the fund begins its existence as a quali-
fied settlement fund on September 1, 1993, 
and Corporation X is treated as transferring 
$50 million to the qualified settlement fund 
on September 1, 1993, and $50 million on Oc-
tober 1, 1993. 

(iv) With respect to these transfers, Cor-
poration X must provide the statement de-
scribed in § 1.468B–3(e) to the administrator 
of the qualified settlement fund by February 
15, 1994, and must attach a copy of this state-
ment to its original or amended income tax 
return for its taxable year ending October 31, 
1993. 

Example 5. Assume the same facts as in Ex-
ample 4, except that the court approves the 
settlement on May 1, 1994. The administrator 
must attach the relation-back election 
statement to the fund’s income tax return 
for calendar year 1994, and Corporation X 
must attach the election statement to its 
original or amended income tax return for 
its taxable year ending October 31, 1994. Pur-
suant to this election, the fund begins its ex-
istence as a qualified settlement fund on 
January 1, 1994. In addition, Corporation X is 
treated as transferring to the qualified set-
tlement fund all amounts held in the fund on 
January 1, 1994. With respect to the transfer, 
Corporation X must provide the statement 
described in § 1.468B–3(e) to the administrator 
of the qualified settlement fund by February 
15, 1995, and must attach a copy of this state-
ment to its income tax return for its taxable 
year ending October 31, 1994. 

Example 6. Corporation Z establishes a fund 
that meets all the requirements of section 
468B(d)(2) for a designated settlement fund, 
except that Corporation Z does not make the 
election under section 468B(d)(2)(F). Al-
though the fund does not qualify as a des-
ignated settlement fund, it is a qualified set-
tlement fund because the fund meets the re-
quirements of paragraph (c) of this section. 

Example 7. Corporation X owns and oper-
ates a landfill in State A. State A requires 
Corporation X to transfer money to a trust 
annually based on the total tonnage of mate-
rial placed in the landfill during the year. 
Under the laws of State A, Corporation X 
will be required to perform (either itself or 
through contractors) specified closure activi-
ties when the landfill is full, and the trust 
assets will be used to reimburse Corporation 
X for those closure costs. The trust is not a 
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qualified settlement fund because it is estab-
lished to secure the liability of Corporation 
X to perform the closure activities. 

[T.D. 8459, 57 FR 60989, Dec. 23, 1992; 58 FR 
7865, Feb. 10, 1993, as amended by T.D. 9249, 71 
FR 6201, Feb. 7, 2006] 

§ 1.468B–2 Taxation of qualified settle-
ment funds and related administra-
tive requirements. 

(a) In general. A qualified settlement 
fund is a United States person and is 
subject to tax on its modified gross in-
come for any taxable year at a rate 
equal to the maximum rate in effect 
for that taxable year under section 
1(e). 

(b) Modified gross income. The ‘‘modi-
fied gross income’’ of a qualified settle-
ment fund is its gross income, as de-
fined in section 61, computed with the 
following modifications— 

(1) In general, amounts transferred to 
the qualified settlement fund by, or on 
behalf of, a transferor to resolve or sat-
isfy a liability for which the fund is es-
tablished are excluded from gross in-
come. However, dividends on stock of a 
transferor (or a related person), inter-
est on debt of a transferor (or a related 
person), and payments in compensation 
for late or delayed transfers, are not 
excluded from gross income. 

(2) A deduction is allowed for admin-
istrative costs and other incidental ex-
penses incurred in connection with the 
operation of the qualified settlement 
fund that would be deductible under 
chapter 1 of the Internal Revenue Code 
in determining the taxable income of a 
corporation. Administrative costs and 
other incidental expenses include state 
and local taxes, legal, accounting, and 
actuarial fees relating to the operation 
of the qualified settlement fund, and 
expenses arising from the notification 
of claimants and the processing of 
their claims. Administrative costs and 
other incidental expenses do not in-
clude legal fees incurred by, or on be-
half of, claimants. 

(3) A deduction is allowed for losses 
sustained by the qualified settlement 
fund in connection with the sale, ex-
change, or worthlessness of property 
held by the fund to the extent the 
losses would be deductible in deter-
mining the taxable income of a cor-
poration under section 165 (f) or (g), 
and sections 1211(a) and 1212(a). 

(4) A deduction is allowed for the 
amount of a net operating loss of the 
qualified settlement fund to the extent 
the loss would be deductible in deter-
mining the taxable income of a cor-
poration under section 172(a). For pur-
poses of this paragraph (b)(4), the net 
operating loss of a qualified settlement 
fund for a taxable year is the amount 
by which the deductions allowed under 
paragraphs (b)(2) and (b)(3) of this sec-
tion exceed the gross income of the 
fund computed with the modification 
described in paragraph (b)(1) of this 
section. 

(c) Partnership interests held by a 
qualified settlement fund on February 14, 
1992—(1) In general. For taxable years 
ending prior to January 1, 2003, a quali-
fied settlement fund that holds a part-
nership interest it acquired prior to 
February 15, 1992, is allowed a deduc-
tion for its distributive share of that 
partnership’s items of loss, deduction, 
or credit described in section 702(a) 
that would be deductible in deter-
mining the taxable income (or in the 
case of a credit, the income tax liabil-
ity) of a corporation to the extent of 
the fund’s distributive share of that 
partnership’s items of income and gain 
described in section 702(a) for the same 
taxable year. For purposes of this para-
graph (c)(1), a distributive share of a 
partnership credit is treated as a de-
duction in an amount equal to the 
amount of the credit divided by the 
rate described in paragraph (a) of this 
section. 

(2) Limitation on changes in partner-
ship agreements and capital contribu-
tions. For purposes of paragraph (c)(1) 
of this section, changes in a qualified 
settlement fund’s distributive share of 
items of income, gain, loss, deduction, 
or credit are disregarded if— 

(i) They result from a change in the 
terms of the partnership agreement on 
or after December 18, 1992, or a capital 
contribution to the partnership on or 
after December 18, 1992, unless the 
partnership agreement as in effect 
prior to December 18, 1992, requires the 
contribution; and 

(ii) A principal purpose of the change 
in the terms of the partnership agree-
ment or the capital contribution is to 
circumvent the limitation described in 
paragraph (c)(1) of this section. 
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(d) Distributions to transferors and 
claimants. Amounts that are distrib-
uted by a qualified settlement fund to, 
or on behalf of, a transferor or a claim-
ant are not deductible by the fund. 

(e) Basis of property transferred to a 
qualified settlement fund. A qualified 
settlement fund’s initial basis in prop-
erty it receives from a transferor (or 
from an insurer or other person on be-
half of a transferor) is the fair market 
value of that property on the date of 
transfer to the fund. 

(f) Distribution of property. A qualified 
settlement fund must treat a distribu-
tion of property as a sale or exchange 
of that property for purposes of section 
1001(a). In computing gain or loss, the 
amount realized by the qualified settle-
ment fund is the fair market value of 
the property on the date of distribu-
tion. 

(g) Other taxes. The tax imposed 
under paragraph (a) of this section is in 
lieu of any other taxation of the in-
come of a qualified settlement fund 
under subtitle A of the Internal Rev-
enue Code. Thus, a qualified settlement 
fund is not subject to the alternative 
minimum tax of section 55, the accu-
mulated earnings tax of section 531, the 
personal holding company tax of sec-
tion 541, or the maximum capital gains 
rate of section 1(h). A qualified settle-
ment fund is, however, subject to taxes 
that are not imposed on the income of 
a taxpayer, such as the tax on transfers 
of property to foreign entities under 
section 1491. 

(h) Denial of credits against tax. The 
tax imposed on the modified gross in-
come of a qualified settlement fund 
under paragraph (a) of this section may 
not be reduced or offset by any credits 
against tax provided by part IV of sub-
chapter A of chapter 1 of the Internal 
Revenue Code. 

(i) [Reserved] 
(j) Taxable year and accounting meth-

od. The taxable year of a qualified set-
tlement fund is the calendar year. A 
qualified settlement fund must use an 
accrual method of accounting within 
the meaning of section 446(c). 

(k) Treatment as corporation for pur-
poses of subtitle F. Except as otherwise 
provided in § 1.468B–5(b), for purposes of 
subtitle F of the Internal Revenue 
Code, a qualified settlement fund is 

treated as a corporation and any tax 
imposed under paragraph (a) of this 
section is treated as a tax imposed by 
section 11. Subtitle F rules that apply 
to qualified settlement funds include, 
but are not limited to— 

(1) A qualified settlement fund must 
file an income tax return with respect 
to the tax imposed under paragraph (a) 
of this section for each taxable year 
that the fund is in existence, whether 
or not the fund has gross income for 
that taxable year. 

(2) A qualified settlement fund is in 
existence for the period that— 

(i) Begins on the first date on which 
the fund is treated as a qualified settle-
ment fund under § 1.468B–1; and 

(ii) Ends on the earlier of the date 
the fund— 

(A) No longer satisfies the require-
ments of § 1.468B–1; or 

(B) No longer has any assets and will 
not receive any more transfers. (See 
paragraph (m) of this section for proce-
dures for the prompt assessment of 
tax.) 

(3) The income tax return of the 
qualified settlement fund must be filed 
on or before March 15 of the year fol-
lowing the close of the taxable year of 
the qualified settlement fund unless 
the fund is granted an extension of 
time for filing under section 6081. The 
return must be made by the adminis-
trator of the qualified settlement fund. 
The ‘‘administrator’’ (which may in-
clude a trustee if the qualified settle-
ment fund is a trust) of a qualified set-
tlement fund is, in order of priority— 

(i) The person designated, or ap-
proved, by the governmental authority 
that ordered or approved the fund for 
purposes of § 1.468B–1(c)(1); 

(ii) The person designated in the es-
crow agreement, settlement agree-
ment, or other similar agreement gov-
erning the fund; 

(iii) The escrow agent, custodian, or 
other person in possession or control of 
the fund’s assets; or 

(iv) The transferor or, if there are 
multiple transferors, all the trans-
ferors, unless an agreement signed by 
all the transferors designates a single 
transferor as the administrator. 
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(4) The administrator of a qualified 
settlement fund must obtain an em-
ployer identification number for the 
fund. 

(5) A qualified settlement fund must 
deposit all payments of tax imposed 
under paragraph (a) of this section (in-
cluding any payments of estimated 
tax) with an authorized government de-
positary in accordance with § 1.6302–1. 

(6) A qualified settlement fund is sub-
ject to the addition to tax imposed by 
section 6655 in the case of an under-
payment of estimated tax computed 
with respect to the tax imposed under 
paragraph (a) of this section. For pur-
poses of section 6655(g)(2), a qualified 
settlement fund’s taxable income is its 
modified gross income and a transferor 
is not considered a predecessor of a 
qualified settlement fund. 

(l) Information reporting and with-
holding requirements—(1) Payments to a 
qualified settlement fund. Payments to a 
qualified settlement fund are treated 
as payments to a corporation for pur-
poses of the information reporting re-
quirements of part III of subchapter A 
of chapter 61 of the Internal Revenue 
Code. 

(2) Payments and distributions by a 
qualified settlement fund—(i) In general. 
Payments and distributions by a quali-
fied settlement fund are subject to the 
information reporting requirements of 
part III of subchapter A of chapter 61 of 
the Internal Revenue Code (Code), and 
the withholding requirements of sub-
chapter A of chapter 3 of subtitle A and 
subtitle C of the Code. 

(ii) Special rules. The following rules 
apply with respect to payments and 
distributions by a qualified settlement 
fund— 

(A) A qualified settlement fund must 
make a return for, or must withhold 
tax on, a distribution to a claimant if 
one or more transferors would have 
been required to make a return or 
withhold tax had that transferor made 
the distribution directly to the claim-
ant; 

(B) For purposes of sections 6041(a) 
and 6041A, if a qualified settlement 
fund makes a payment or distribution 
to a transferor, the fund is deemed to 
make the payment or distribution to 
the transferor in the course of a trade 
or business; 

(C) For purposes of sections 6041(a) 
and 6041A, if a qualified settlement 
fund makes a payment or distribution 
on behalf of a transferor or a claimant, 
the fund is deemed to make the pay-
ment or distribution to the recipient of 
that payment or distribution in the 
course of a trade or business; 

(D) With respect to a distribution or 
payment described in paragraph 
(1)(2)(ii)(C) of this section and the in-
formation reporting requirements of 
part III of subchapter A of chapter 61 of 
the Internal Revenue Code, the quali-
fied settlement fund is also deemed to 
have made the distribution or payment 
to the transferor or claimant. 

(m) Request for prompt assessment. A 
qualified settlement fund is eligible to 
request the prompt assessment of tax 
under section 6501(d). For purposes of 
section 6501(d), a qualified settlement 
fund is treated as dissolving on the 
date the fund no longer has any assets 
(other than a reasonable reserve for po-
tential tax liabilities and related pro-
fessional fees) and will not receive any 
more transfers. 

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

Example 1. On June 30, 1993, a United States 
federal district court approves the settle-
ment of a lawsuit under which Corporation X 
must transfer $10,833,000 to a qualified settle-
ment fund on August 1, 1993. The $10,833,000 
includes $10 million of damages incurred by 
plaintiffs on October 1, 1992, and $833,000 of 
interest calculated at 10 percent annually 
from October 1, 1992, to August 1, 1993. The 
$833,000 of interest is not a payment to the 
qualified settlement fund in compensation 
for a late or delayed transfer to the fund 
within the meaning of paragraph (b)(1) of 
this section because the payment of 
$10,833,000 to the fund is not due until August 
1, 1993. 

Example 2. Assume the same facts as in Ex-
ample 1 except that the settlement agree-
ment also provides for interest to accrue at 
a rate of 12 percent annually on any amount 
not transferred to the qualified settlement 
fund on August 1, 1993, and the only transfer 
Corporation X makes to the fund is 
$11,374,650 on January 1, 1994. The additional 
payment of $541,650 ($11,374,650 paid on Janu-
ary 1, 1994, less $10,833,000 due on August 1, 
1993) is a payment to the qualified settle-
ment fund in compensation for a late or de-
layed transfer to the fund within the mean-
ing of paragraph (b)(1) of this section. 

[T.D. 8459, 57 FR 60991, Dec. 23, 1992; 58 FR 
7865, Feb. 10, 1993] 
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§ 1.468B–3 Rules applicable to the 
transferor. 

(a) Transfer of property—(1) In general. 
A transferor must treat a transfer of 
property to a qualified settlement fund 
as a sale or exchange of that property 
for purposes of section 1001(a). In com-
puting the gain or loss, the amount re-
alized by the transferor is the fair mar-
ket value of the property on the date 
the transfer is made (or is treated as 
made under § 1.468B–1(g)) to the quali-
fied settlement fund. Because the 
issuance of a transferor’s debt, obliga-
tion to provide services or property in 
the future, or obligation to make a 
payment described in § 1.461–4(g), is 
generally not a transfer of property by 
the transferor, it generally does not re-
sult in gain or loss to the transferor 
under this paragraph (a)(1). If a person 
other than the transferor transfers 
property to a qualified settlement 
fund, there may be other tax con-
sequences as determined under general 
federal income tax principles. 

(2) Anti-abuse rule. The Commissioner 
may disallow a loss resulting from the 
transfer of property to a qualified set-
tlement fund if the Commissioner de-
termines that a principal purpose for 
the transfer was to claim the loss and— 

(i) The transferor places significant 
restrictions on the fund’s ability to use 
or dispose of the property; or 

(ii) The property (or substantially 
similar property) is distributed to the 
transferor (or a related person). 

(b) Qualified appraisal requirement for 
transfers of certain property—(1) In gen-
eral. A transferor must obtain a quali-
fied appraisal to support a loss or de-
duction it claims with respect to a 
transfer to a qualified settlement fund 
of the following types of property— 

(i) Nonpublicly traded securities (as 
defined in § 1.170A–13(c)(7)(ix)) issued by 
the transferor (or a related person); 
and 

(ii) Interests in the transferor (if the 
transferor is a partnership) and in a 
partnership in which the transferor (or 
a related person) is a direct or indirect 
partner. 

(2) Provision of copies. The transferor 
must provide a copy of the qualified ap-
praisal to the administrator of the 
qualified settlement fund no later than 
February 15 of the year following the 

calendar year in which the property is 
transferred. The transferor also must 
attach a copy of the qualified appraisal 
to (and as part of) its timely filed in-
come tax return (including extensions) 
for the taxable year of the transferor in 
which the transfer is made. 

(3) Qualified appraisal. A ‘‘qualified 
appraisal’’ is a written appraisal that— 

(i) Is made within 60 days before or 
after the date the property is trans-
ferred to the qualified settlement fund; 

(ii) Is prepared, signed, and dated by 
an individual who is a qualified ap-
praiser within the meaning of § 1.170A– 
13(c)(5); 

(iii) Includes the information re-
quired by paragraph (b)(4) of this sec-
tion; and 

(iv) Does not involve an appraisal fee 
of the type prohibited by § 1.170A– 
13(c)(6). 

(4) Information included in a qualified 
appraisal. A qualified appraisal must 
include the following information— 

(i) A description of the appraised 
property; 

(ii) The date (or expected date) of the 
property’s transfer to the qualified set-
tlement fund; 

(iii) The appraised fair market value 
of the property on the date (or ex-
pected date) of transfer; 

(iv) The method of valuing the prop-
erty, such as the comparable sales ap-
proach; 

(v) The specific basis for the valu-
ation, such as specific comparable sales 
or statistical sampling, including a jus-
tification for using comparable sales or 
statistical sampling and an expla-
nation of the procedure employed; 

(vi) The terms of any agreement or 
understanding entered into (or ex-
pected to be entered into) by or on be-
half of the transferor (or a related per-
son) or the qualified settlement fund 
that relates to the use, sale, or other 
disposition of the transferred property, 
including, for example, the terms of 
any agreement or understanding that 
temporarily or permanently— 

(A) Restricts the qualified settlement 
fund’s right to use or dispose of the 
property; or 

(B) Reserves to, or confers upon, any 
person other than the qualified settle-
ment fund any right (including desig-
nating another person as having the 
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right) to income from the property, to 
possess the property (including the 
right to purchase or otherwise acquire 
the property), or to exercise any voting 
rights with respect to the property; 

(vii) The name, address, and taxpayer 
identification number of the qualified 
appraiser; and if the qualified appraiser 
is acting in his or her capacity as a 
partner in a partnership, an employee 
of any person, or an independent con-
tractor engaged by a person other than 
the transferor, the name, address, and 
taxpayer identification number of the 
partnership or the person who employs 
or engages the qualified appraiser; 

(viii) The qualifications of the quali-
fied appraiser, including the appraiser’s 
background, experience, education, and 
membership, if any, in professional ap-
praisal associations; and 

(ix) A statement that the appraisal 
was prepared for income tax purposes. 

(5) Effect of signature of the qualified 
appraiser. Any appraiser who falsely or 
fraudulently overstates the value of 
the transferred property referred to in 
a qualified appraisal may be subject to 
a civil penalty under section 6701 for 
aiding and abetting an understatement 
of tax liability and may have apprais-
als disregarded pursuant to 31 U.S.C. 
330(c). 

(c) Economic performance—(1) In gen-
eral. Except as otherwise provided in 
this paragraph (c), for purposes of sec-
tion 461(h), economic performance oc-
curs with respect to a liability de-
scribed in § 1.468B–1(c)(2) (determined 
with regard to § 1.468B–1(f) and (g)) to 
the extent the transferor makes a 
transfer to a qualified settlement fund 
to resolve or satisfy the liability. 

(2) Right to a refund or reversion—(i) In 
general. Economic performance does 
not occur to the extent— 

(A) The transferor (or a related per-
son) has a right to a refund or rever-
sion of a transfer if that right is exer-
cisable currently and without the 
agreement of an unrelated person that 
is independent or has an adverse inter-
est (e.g., the court or agency that ap-
proved the fund, or the fund claim-
ants); or 

(B) Money or property is transferred 
under conditions that allow its refund 
or reversion by reason of the occur-
rence of an event that is certain to 

occur, such as the passage of time, or if 
restrictions on its refund or reversion 
are illusory. 

(ii) Right extinguished. With respect 
to a transfer described in paragraph 
(c)(2)(i) of this section, economic per-
formance is deemed to occur on the 
date, and to the extent, the trans-
feror’s right to a refund or reversion is 
extinguished. 

(3) Obligations of a transferor. Eco-
nomic performance does not occur 
when a transferor transfers to a quali-
fied settlement fund its debt (or the 
debt of a related person). Instead, eco-
nomic performance occurs as the trans-
feror (or related person) makes prin-
cipal payments on the debt. Similarly, 
economic performance does not occur 
when a transferor transfers to a quali-
fied settlement fund its obligation (or 
the obligation of a related person) to 
provide services or property in the fu-
ture, or to make a payment described 
in § 1.461–4(g). Instead, economic per-
formance with respect to such an obli-
gation occurs as services, property or 
payments are provided or made to the 
qualified settlement fund or a claim-
ant. 

(d) Payment of insurance amounts. No 
deduction is allowed to a transferor for 
a transfer to a qualified settlement 
fund to the extent the transferred 
amounts represent amounts received 
from the settlement of an insurance 
claim and are excludable from gross in-
come. If the settlement of an insurance 
claim occurs after a transferor makes a 
transfer to a qualified settlement fund 
for which a deduction has been taken, 
the transferor must include in income 
the amounts received from the settle-
ment of the insurance claim to the ex-
tent of the deduction. 

(e) Statement to the qualified settlement 
fund and the Internal Revenue Service— 
(1) In general. A transferor must pro-
vide the statement described in para-
graph (e)(2) of this section to the ad-
ministrator of a qualified settlement 
fund no later than February 15 of the 
year following each calendar year in 
which the transferor (or an insurer or 
other person on behalf of the trans-
feror) makes a transfer to the fund. 
The transferor must attach a copy of 
the statement to (and as part of) its 
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timely filed income tax return (includ-
ing extensions) for the taxable year of 
the transferor in which the transfer is 
made. 

(2) Required statement—(i) In general. 
The statement required by this para-
graph (e) must provide the following 
information— 

(A) A legend, ‘‘§ 1.468B–3 Statement’’, 
at the top of the first page; 

(B) The transferor’s name, address, 
and taxpayer identification number; 

(C) The qualified settlement fund’s 
name, address, and employer identi-
fication number; 

(D) The date of each transfer; 
(E) The amount of cash transferred; 

and 
(F) A description of property trans-

ferred and its fair market value on the 
date of transfer. 

(ii) Combined statements. If a qualified 
settlement fund has more than one 
transferor, any two or more of the 
transferors may provide a combined 
statement to the administrator that 
does not identify the amount of cash or 
the property transferred by a par-
ticular transferor. If a combined state-
ment is used, however, each transferor 
must include with its copy of the state-
ment that is attached to its income tax 
return a schedule describing each asset 
that the transferor transferred to the 
qualified settlement fund. 

(f) Distributions to transferors—(1) In 
general. A transferor must include in 
gross income any distribution (includ-
ing a deemed distribution described in 
paragraph (f)(2) of this section) it re-
ceives from a qualified settlement 
fund. If property is distributed, the 
amount includible in gross income and 
the basis in that property, is the fair 
market value of the property on the 
date of the distribution. 

(2) Deemed distributions—(i) Other li-
abilities. If a qualified settlement fund 
makes a distribution on behalf of a 
transferor to a person that is not a 
claimant, or to a claimant to resolve or 
satisfy a liability of the transferor (or 
a related person) other than a liability 
described in § 1.468B–1(c)(2) for which 
the fund was established, the distribu-
tion is deemed made by the fund to the 
transferor. The transferor, in turn, is 
deemed to have made a payment to the 
actual recipient. 

(ii) Constructive receipt. To the extent 
a transferor acquires a right to a re-
fund or reversion described in para-
graph (c)(2) of this section of all or a 
portion of the assets of a qualified set-
tlement fund subsequent to the trans-
fer of those assets to the fund, the fund 
is deemed to distribute those assets to 
the transferor on the date the right is 
acquired. 

(3) Tax benefit rule. A distribution de-
scribed in paragraph (f)(1) or (f)(2) of 
this section is excluded from the gross 
income of a transferor to the extent 
provided by section 111(a). 

(g) Example. The following example 
illustrates the rules of this section: 

Example. On March 1, 1993, Individual A 
transfers $1 million to a qualified settlement 
fund to resolve or satisfy claims against him 
resulting from certain violations of securi-
ties laws. Individual A uses the cash receipts 
and disbursements method of accounting. 
Since Individual A does not use the accrual 
method of accounting, the economic per-
formance rules of paragraph (c) of this sec-
tion are not applicable. Therefore, whether, 
when, and to what extent Individual A can 
deduct the transfer is determined under ap-
plicable provisions of the Internal Revenue 
Code, such as sections 162 and 461. 

[T.D. 8459, 57 FR 60992, Dec. 23, 1992] 

§ 1.468B–4 Taxability of distributions 
to claimants. 

Whether a distribution to a claimant 
is includible in the claimant’s gross in-
come is generally determined by ref-
erence to the claim in respect of which 
the distribution is made and as if the 
distribution were made directly by the 
transferor. For example, to the extent 
a distribution is in satisfaction of dam-
ages on account of personal injury or 
sickness, the distribution may be ex-
cludable from gross income under sec-
tion 104(a)(2). Similarly, to the extent a 
distribution is in satisfaction of a 
claim for foregone taxable interest, the 
distribution is includible in the claim-
ant’s gross income under section 
61(a)(4). 

[T.D. 8459, 57 FR 60994, Dec. 23, 1992] 

§ 1.468B–5 Effective dates and transi-
tion rules applicable to qualified 
settlement funds. 

(a) In general. Section 468B, including 
section 468B(g), is effective as provided 
in the Tax Reform Act of 1986 and the 
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Technical and Miscellaneous Revenue 
Act of 1988. Except as otherwise pro-
vided in this section, §§ 1.468B–1 
through 1.468–4 are effective on Janu-
ary 1, 1993. Thus, the regulations apply 
to income of a qualified settlement 
fund earned after December 31, 1992, 
transfers to a fund after December 31, 
1992, and distributions from a fund 
after December 31, 1992. For purposes of 
§ 1.468B–3(c) (relating to economic per-
formance), previously transferred as-
sets held by a qualified settlement fund 
on the date these regulations first 
apply to the fund (i.e., January 1, 1993, 
or the earlier date provided under para-
graph (b)(2) of this section) are treated 
as transferred to the fund on that date, 
to the extent no taxpayer has pre-
viously claimed a deduction for the 
transfer. 

(b) Taxation of certain pre-1996 fund in-
come—(1) Reasonable method—(i) In gen-
eral. With respect to a fund, account, or 
trust established after August 16, 1986, 
but prior to February 15, 1992, that sat-
isfies (or, if it no longer exists, would 
have satisfied) the requirements of 
§ 1.468B–1(c), the Internal Revenue 
Service will not challenge a reason-
able, consistently applied method of 
taxation for transfers to the fund, in-
come earned by the fund, and distribu-
tions made by the fund after August 16, 
1986, but prior to January 1, 1996. A 
method is generally considered reason-
able if, depending on the facts and cir-
cumstances, all transferors and the ad-
ministrator of the fund have consist-
ently treated transfers to the fund, in-
come earned by the fund, and distribu-
tions made by the fund after August 16, 
1986, as if the fund were— 

(A) A grantor trust and the trans-
ferors are the grantors; 

(B) A complex trust and the trans-
ferors are the grantors; or 

(C) A designated settlement fund. 
(ii) Qualified settlement funds estab-

lished after February 14, 1992, but before 
January 1, 1993. With respect to a fund, 
account, or trust established after Feb-
ruary 14, 1992, but prior to January 1, 
1993, that satisfies the requirements of 
§ 1.468B–1(c), the Internal Revenue 
Service will not challenge a reason-
able, consistently applied method of 
taxation as described in paragraph 
(b)(1)(i) of this section for transfers to, 

income earned by, and distributions 
made by the fund prior to January 1, 
1993. However, pursuant to paragraph 
(a) of this section, sections 1.468B–1 
through 1.468B–4 apply to transfers to, 
income earned by, and distributions 
made by the qualified settlement fund 
after 1992. 

(iii) Use of cash method of accounting. 
For purposes of paragraphs (b)(i) and 
(b)(ii) of this section, for taxable years 
beginning prior to January 1, 1996, the 
Internal Revenue Service will not chal-
lenge the use of the cash receipts and 
disbursement method of accounting by 
a fund, account, or trust. 

(iv) Unreasonable position. In no event 
is it a reasonable position to assert, 
pursuant to Rev. Rul. 71–119 (see 
§ 601.601(d)(2)(ii)(b) of this chapter), 
that there is no current taxation of the 
income of a fund established after Au-
gust 16, 1986. 

(v) Waiver of penalties. For taxable 
years beginning prior to January 1, 
1993, if a fund, account or trust is sub-
ject to section 468B(g) and the Internal 
Revenue Service does not challenge the 
method of taxation for transfers to, in-
come earned by, and distributions 
made by, the fund pursuant to para-
graph (b)(1)(i) or (b)(1)(ii) of this sec-
tion, penalties will not be imposed in 
connection with the use of such meth-
od. For example, the penalties under 
section 6655 for failure to pay esti-
mated tax, section 6651(a)(1) for failure 
to file a return, section 6651(a)(2) for 
failure to pay tax, section 6656 for fail-
ure to make deposit of taxes, and sec-
tion 6662 for accuracy-related under-
payments will generally not be im-
posed. 

(2) Election to apply qualified settle-
ment fund rules—(i) In general. The per-
son that will be the administrator of a 
qualified settlement fund may elect to 
apply §§ 1.468B–1 through 1.468B–4 to 
transfers to, income earned by, and dis-
tributions made by, the fund in taxable 
years ending after August 16, 1986. The 
election is effective beginning on the 
first day of the earliest open taxable 
year of the qualified settlement fund. 
For purposes of this paragraph (b)(2), a 
taxable year is considered open if the 
period for assessment and collection of 
tax has not expired pursuant to the 
rules of section 6501. The election 
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statement must provide the informa-
tion described in paragraph (b)(2)(ii) of 
this section and must be signed by the 
person that will be the administrator. 
Such person must also provide each 
transferor of the qualified settlement 
fund with a copy of the election state-
ment on or before March 15, 1993. 

(ii) Election statement. The election 
statement must provide the following 
information— 

(A) A legend, ‘‘§ 1.468B–5(b)(2) Elec-
tion’’, at the top of the first page; 

(B) Each transferor’s name, address, 
and taxpayer identification number; 

(C) The qualified settlement fund’s 
name, address, and employer identi-
fication number; and 

(D) The date the qualified settlement 
fund was established within the mean-
ing of § 1.468B–1(j). 

(iii) Due date of returns and amended 
returns. The election statement de-
scribed in paragraph (b)(2)(ii) of this 
section must be filed with, and as part 
of, the qualified settlement fund’s 
timely filed tax return for the taxable 
year ended December 31, 1992. In addi-
tion, the qualified settlement fund 
must file an amended return that is 
consistent with the requirements of 
§§ 1.468B–1 through 1.468B–4 for any tax-
able year to which the election applies 
in which the fund took a position in-
consistent with those requirements. 
Any such amended return must be filed 
no later than March 15, 1993, and must 
include a copy of the election state-
ment described in paragraph (b)(2)(ii) 
of this section. 

(iv) Computation of interest and waiver 
of penalties. For purposes of section 6601 
and section 6611, the income tax return 
for each taxable year of the qualified 
settlement fund to which the election 
applies is due on March 15 of the year 
following the taxable year of the fund. 
For taxable years of a qualified settle-
ment fund ending prior to January 1, 
1993, the income earned by the fund is 
deemed to have been earned on Decem-
ber 31 of each taxable year for purposes 
of section 6655. Thus, the addition to 
tax for failure to pay estimated tax 
under section 6655 will not be imposed. 
The penalty for failure to file a return 
under section 6651(a)(1), the penalty for 
failure to pay tax under section 
6651(a)(2), the penalty for failure to 

make deposit of taxes under section 
6656, and the accuracy-related penalty 
under section 6662 will not be imposed 
on a qualified settlement fund if the 
fund files its tax returns for taxable 
years ending prior to January 1, 1993, 
and pays any tax due for those taxable 
years, on or before March 15, 1993. 

(c) Grantor trust elections under 
§ 1.468B–1(k)—(1) In general. A trans-
feror may make a grantor trust elec-
tion under § 1.468B–1(k) if the qualified 
settlement fund is established after 
February 3, 2006. 

(2) Transition rules. A transferor may 
make a grantor trust election under 
§ 1.468B–1(k) for a qualified settlement 
fund that was established on or before 
February 3, 2006, if the applicable pe-
riod of limitation on filing an amended 
return has not expired for both the 
qualified settlement fund’s first tax-
able year and all subsequent taxable 
years and the transferor’s cor-
responding taxable year or years. A 
grantor trust election under this para-
graph (c)(2) requires that the returns of 
the qualified settlement fund and the 
transferor for all affected taxable years 
are consistent with the grantor trust 
election. This requirement may be sat-
isfied by timely filed original returns 
or amended returns filed before the ap-
plicable period of limitation expires. 

(3) Qualified settlement funds estab-
lished by the U.S. government on or before 
February 3, 2006. If the U.S. govern-
ment, or any agency or instrumen-
tality thereof, established a qualified 
settlement fund on or before February 
3, 2006, and the fund would have been 
classified as a trust all of which is 
treated as owned by the U.S. govern-
ment under section 671 and the regula-
tions thereunder without regard to the 
regulations under section 468B, then 
the U.S. government is deemed to have 
made a grantor trust election under 
§ 1.468B–1(k), and the election is appli-
cable for all taxable years of the fund. 

[T.D. 8459, 57 FR 60994, Dec. 23, 1992, as 
amended by T.D. 9249, 71 FR 6201, Feb. 7, 2006] 

§ 1.468B–6 Escrow accounts, trusts, 
and other funds used during de-
ferred exchanges of like-kind prop-
erty under section 1031(a)(3). 

(a) Scope. This section provides rules 
under section 468B(g) relating to the 
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current taxation of escrow accounts, 
trusts, and other funds used during de-
ferred exchanges. 

(b) Definitions. The definitions in this 
paragraph (b) apply for purposes of this 
section. 

(1) In general. Deferred exchange, es-
crow agreement, escrow holder, exchange 
agreement, qualified escrow account, 
qualified intermediary, qualified trust, re-
linquished property, replacement prop-
erty, taxpayer, trust agreement, and trust-
ee have the same meanings as in 
§ 1.1031(k)–1; deferred exchange also in-
cludes any exchange intended to qual-
ify as a deferred exchange, and quali-
fied intermediary also includes any 
person or entity intended by a tax-
payer to be a qualified intermediary 
within the meaning of § 1.1031(k)– 
1(g)(4). 

(2) Exchange funds. Exchange funds 
means relinquished property, cash, or 
cash equivalent that secures an obliga-
tion of a transferee to transfer replace-
ment property, or proceeds from a 
transfer of relinquished property, held 
in a qualified escrow account, qualified 
trust, or other escrow account, trust, 
or fund in a deferred exchange. 

(3) Exchange facilitator. Exchange 
facilitator means a qualified inter-
mediary, transferee, escrow holder, 
trustee, or other party that holds ex-
change funds for a taxpayer in a de-
ferred exchange pursuant to an escrow 
agreement, trust agreement, or ex-
change agreement. 

(4) Transactional expenses—(i) In gen-
eral. Except as provided in paragraph 
(b)(4)(ii) of this section, transactional 
expenses means transactional items 
within the meaning of § 1.1031(k)– 
1(g)(7)(ii). 

(ii) Special rule for certain fees for ex-
change facilitator services. The fee for 
the services of an exchange facilitator 
is not a transactional expense unless 
the escrow agreement, trust agree-
ment, or exchange agreement, as appli-
cable, provides that— 

(A) The amount of the fee payable to 
the exchange facilitator is fixed on or 
before the date of the transfer of the 
relinquished property by the taxpayer 
(either by stating the fee as a fixed dol-
lar amount in the agreement or deter-
mining the fee by a formula, the result 
of which is known on or before the 

transfer of the relinquished property 
by the taxpayer); and 

(B) The amount of the fee is payable 
by the taxpayer regardless of whether 
the earnings attributable to the ex-
change funds are sufficient to pay the 
fee. 

(c) Taxation of exchange funds—(1) Ex-
change funds generally treated as loaned 
to an exchange facilitator. Except as pro-
vided in paragraph (c)(2) of this sec-
tion, exchange funds are treated as 
loaned from a taxpayer to an exchange 
facilitator (exchange facilitator loan). 
If a transaction is treated as an ex-
change facilitator loan under this para-
graph (c)(1), the exchange facilitator 
must take into account all items of in-
come, deduction, and credit (including 
capital gains and losses) attributable 
to the exchange funds. See § 1.7872–16 to 
determine if an exchange facilitator 
loan is a below-market loan for pur-
poses of section 7872 and § 1.7872–5(b)(16) 
to determine if an exchange facilitator 
loan is exempt from section 7872. 

(2) Exchange funds not treated as 
loaned to an exchange facilitator—(i) 
Scope. This paragraph (c)(2) applies if, 
in accordance with an escrow agree-
ment, trust agreement, or exchange 
agreement, as applicable, all the earn-
ings attributable to a taxpayer’s ex-
change funds are paid to the taxpayer. 

(ii) Earnings attributable to the tax-
payer’s exchange funds—(A) Separately 
identified account. If an exchange 
facilitator holds all of the taxpayer’s 
exchange funds in a separately identi-
fied account, the earnings credited to 
that account are deemed to be all the 
earnings attributable to the taxpayer’s 
exchange funds for purposes of para-
graph (c)(2)(i) of this section. In gen-
eral, a separately identified account is 
an account established under the tax-
payer’s name and taxpayer identifica-
tion number with a depository institu-
tion. For purposes of paragraph (c)(2)(i) 
of this section, a sub-account will be 
treated as a separately identified ac-
count if the master account under 
which the sub-account is created is es-
tablished with a depository institution, 
the depository institution identifies 
the sub-account by the taxpayer’s 
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name and taxpayer identification num-
ber, and the depository institution spe-
cifically credits earnings to the sub-ac-
count. 

(B) Allocation of earnings in commin-
gled accounts. If an exchange facilitator 
commingles (for investment or other-
wise) the taxpayer’s exchange funds 
with other funds or assets, all the earn-
ings attributable to the taxpayer’s ex-
change funds are paid to the taxpayer 
if all of the earnings attributable to 
the commingled funds or assets that 
are allocable on a pro-rata basis (using 
a reasonable method that takes into 
account the time that the exchange 
funds are in the commingled account, 
actual rate or rates of return, and the 
respective account balances) to the 
taxpayer’s exchange funds either are 
paid to the taxpayer or are treated as 
paid to the taxpayer under paragraph 
(c)(2)(ii)(C) of this section. 

(C) Transactional expenses. Any pay-
ment from the taxpayer’s exchange 
funds, or from the earnings attrib-
utable to the taxpayer’s exchange 
funds, for a transactional expense of 
the taxpayer (as defined in paragraph 
(b)(4) of this section) is treated as first 
paid to the taxpayer and then paid by 
the taxpayer to the recipient. 

(iii) Treatment of the taxpayer. If this 
paragraph (c)(2) applies, exchange 
funds are not treated as loaned from a 
taxpayer to an exchange facilitator. 
The taxpayer must take into account 
all items of income, deduction, and 
credit (including capital gains and 
losses) attributable to the exchange 
funds. 

(d) Information reporting requirements. 
A payor (as defined in § 1.6041–1) must 
report the income attributable to ex-
change funds to the extent required by 
the information reporting provisions of 
subpart B, Part III, subchapter A, chap-
ter 61, Subtitle F of the Internal Rev-
enue Code, and the regulations under 
those provisions. See § 1.6041–1(f) for 
rules relating to the amount to be re-
ported when fees, expenses or commis-
sions owed by a payee to a third party 
are deducted from a payment. 

(e) Examples. The provisions of this 
section are illustrated by the following 
examples in which T is a taxpayer that 
uses a calendar taxable year and the 
cash receipts and disbursements meth-

od of accounting. The examples are as 
follows: 

Example 1. All earnings attributable to ex-
change funds paid to taxpayer. (i) T enters 
into a deferred exchange with R. The sales 
agreement provides that T will transfer 
property (the relinquished property) to R 
and R will transfer replacement property to 
T. R’s obligation to transfer replacement 
property to T is secured by cash equal to the 
fair market value of the relinquished prop-
erty, which R will deposit into a qualified es-
crow account that T establishes with B, a de-
pository institution. T enters into an escrow 
agreement with B that provides that all the 
earnings attributable to the exchange funds 
will be paid to T. 

(ii) On November 1, 2008, T transfers prop-
erty to R and R deposits $2,100,000 in T’s 
qualified escrow account with B. Between 
November 1 and December 31, 2008, B credits 
T’s account with $14,000 of interest. During 
January 2009, B credits T’s account with 
$7000 of interest. On February 1, 2009, R 
transfers replacement property worth 
$2,100,000 to T and B pays $2,100,000 from the 
qualified escrow account to R. Additionally, 
on February 1, 2009, B pays the $21,000 of in-
terest to T. 

(iii) Under paragraph (b) of this section, 
the $2,100,000 deposited with B constitutes 
exchange funds and B is an exchange 
facilitator. Because all the earnings attrib-
utable to the exchange funds are paid to T in 
accordance with the escrow agreement, para-
graph (c)(2) of this section applies. The ex-
change funds are not treated as loaned from 
T to B. T must take into account in com-
puting T’s income tax liability for 2008 the 
$14,000 of earnings credited to the qualified 
escrow account in 2008 and for 2009 the $7,000 
of earnings credited to the qualified escrow 
account in 2009. 

Example 2. Payment of transactional expenses 
from earnings. (i) The facts are the same as in 
Example 1, except that the escrow agreement 
provides that, prior to paying the earnings 
to T, B may deduct any amounts B has paid 
to third parties for T’s transactional ex-
penses. B pays a third party $350 on behalf of 
T for a survey of the replacement property. 
After deducting $350 from the earnings at-
tributable to T’s qualified escrow account, B 
pays T the remainder ($20,650) of the earn-
ings. 

(ii) Under paragraph (b)(4) of this section, 
the cost of the survey is a transactional ex-
pense. Under paragraph (c)(2)(ii)(C) of this 
section, the $350 that B pays for the survey 
is treated as first paid to T and then from T 
to the third party. Therefore, all the earn-
ings attributable to T’s exchange funds are 
paid or treated as paid to T in accordance 
with the escrow agreement, and paragraph 
(c)(2) of this section applies. The exchange 
funds are not treated as loaned from T to B, 
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and T must take into account in computing 
T’s income tax liability the $21,000 of earn-
ings credited to the qualified escrow ac-
count. 

Example 3. Earnings retained by exchange 
facilitator as compensation for services. (i) The 
facts are the same as in Example 1, except 
that the escrow agreement provides that B 
also may deduct any outstanding fees owed 
by T for B’s services in facilitating the de-
ferred exchange. In accordance with para-
graph (b)(4)(ii) of this section, the escrow 
agreement provides for a fixed fee of $1,200 
for B’s services, which is payable by T re-
gardless of the amount of earnings attrib-
utable to the exchange funds. Because the 
earnings on the exchange funds in this case 
exceed $1,200, B retains $1,200 as the unpaid 
portion of its fee and pays T the remainder 
($19,800) of the earnings. 

(ii) Under paragraph (b)(4) of this section, 
B’s fee is treated as a transactional expense. 
Under paragraph (c)(2)(ii)(C) of this section, 
the $1200 that B retains for its fee is treated 
as first paid to T and then from T to B. 
Therefore, all the earnings attributable to 
T’s exchange funds are paid or treated as 
paid to T in accordance with the escrow 
agreement, and paragraph (c)(2) of this sec-
tion applies. The exchange funds are not 
treated as loaned from T to B, and T must 
take into account in computing T’s income 
tax liability the $21,000 of earnings credited 
to the qualified escrow account. 

Example 4. Exchange funds deposited by ex-
change facilitator with related depository insti-
tution in account in taxpayer’s name. (i) The 
facts are the same as in Example 1 except 
that, instead of entering into an escrow 
agreement, T enters into an exchange agree-
ment with QI, a qualified intermediary. The 
exchange agreement provides that R will pay 
$2,100,000 to QI, QI will deposit $2,100,000 into 
an account with a depository institution 
under T’s name and taxpayer identification 
number (TIN), and all the earnings attrib-
utable to the account will be paid to T. 

(ii) On May 1, 2008, T transfers property to 
QI, QI transfers the property to R, R delivers 
$2,100,000 to QI, and QI deposits $2,100,000 into 
a money market account with depository in-
stitution B under T’s name and TIN. B and 
QI are members of the same consolidated 
group of corporations within the meaning of 
section 1501. Between May 1 and September 
1, 2008, the account earns $28,000 of interest 
at the stated rate established by B. During 
the period May 1 to September 1, 2008, B in-
vests T’s exchange funds and earns $40,000. 
On September 1, 2008, QI uses $2,100,000 of the 
funds in the account to purchase replace-
ment property identified by T and transfers 
the replacement property to T. B pays to T 
the $28,000 of interest earned on the money 
market account at the stated rate. 

(iii) Under paragraph (b) of this section, 
the $2,100,000 QI receives from R for the re-

linquished property is exchange funds and QI 
is an exchange facilitator. B is not an ex-
change facilitator. T has not entered into an 
escrow agreement, trust agreement, or ex-
change agreement with B, and QI, not B, 
holds the exchange funds on behalf of T. 
Under paragraph (c)(2)(ii)(A) of this section, 
the $40,000 B earns from investing T’s ex-
change funds are not treated as earnings at-
tributable to T’s exchange funds. Because all 
the earnings attributable to T’s exchange 
funds are paid to T in accordance with the 
exchange agreement, paragraph (c)(2) of this 
section applies. The exchange funds are not 
treated as loaned from T to QI, and T must 
take into account in computing T’s income 
tax liability for 2008 the $28,000 of interest 
earned on the money market account. 

Example 5. Earnings of related depository in-
stitution credited to exchange facilitator. (i) 
The facts are the same as in Example 4, ex-
cept that at the end of each taxable year, B 
credits a portion of its earnings on deposits 
to QI. The amount credited is based on the 
total amount of exchange funds QI has de-
posited with B during the year. At the end of 
the 2008 taxable year, B credits $152,500 of B’s 
earnings to QI. 

(ii) Under paragraph (c)(2)(ii)(A) of this 
section, no part of the $152,500 credited by B 
to QI is earnings attributable to T’s ex-
change funds. Therefore, all of the earnings 
attributable to the exchange funds are paid 
to T in accordance with the exchange agree-
ment, and paragraph (c)(2) of this section ap-
plies. The exchange funds are not treated as 
loaned from T to QI, and T must take into 
account in computing T’s income tax liabil-
ity for 2008 the $28,000 of interest earned on 
T’s account. 

Example 6. Exchange funds deposited by ex-
change facilitator with unrelated depository in-
stitution in sub-account in taxpayer’s name. (i) 
The facts are the same as in Example 4, ex-
cept that QI and B are unrelated and the 
money market account in which QI deposits 
the $2,100,000 received from T is a sub-ac-
count within a master account QI maintains 
with B in QI’s name and TIN. The master ac-
count includes other sub-accounts, each in 
the name and TIN of a taxpayer that has en-
tered into an exchange agreement with QI, 
into which QI deposits each taxpayer’s ex-
change funds. Each month, B transfers to 
QI’s master account an additional amount of 
interest based upon the average daily bal-
ance of all exchange funds within the master 
account during the month. At the end of the 
2008 taxable year, B has credited $152,500 of 
additional interest to QI. 

(ii) Under paragraph (c)(2)(ii)(A) of this 
section, no part of the $152,500 credited by B 
to QI is earnings attributable to T’s ex-
change funds. Therefore, all of the earnings 
attributable to the exchange funds are paid 
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to T in accordance with the exchange agree-
ment, and paragraph (c)(2) of this section ap-
plies. The exchange funds are not treated as 
loaned from T to QI, and T must take into 
account in computing T’s income tax liabil-
ity for 2008 the $28,000 of interest earned on 
T’s account. 

Example 7. Marketing fee paid to exchange 
facilitator. (i) The facts are the same as in Ex-
ample 4, except that at the end of each tax-
able year, B pays a marketing fee to QI for 
using B as its depository institution for ex-
change funds. The amount of the fee is based 
on the total amount of exchange funds QI 
has deposited with B during the year. 

(ii) Under paragraph (c)(2)(ii)(A) of this 
section, no part of the marketing fee that B 
pays to QI is earnings attributable to T’s ex-
change funds. Therefore, all of the earnings 
attributable to the exchange funds are paid 
to T in accordance with the exchange agree-
ment, and paragraph (c)(2) of this section ap-
plies. The exchange funds are not treated as 
loaned from T to QI, and T must take into 
account in computing T’s income tax liabil-
ity for 2008 the $28,000 of interest earned on 
T’s account. 

Example 8. Stated rate of interest on account 
less than earnings attributable to exchange 
funds. (i) The facts are the same as in Exam-
ple 4, except that the exchange agreement 
provides only that QI will pay T a stated rate 
of interest. QI invests the exchange funds 
and earns $40,000. The exchange funds earn 
$28,000 at the stated rate of interest, and QI 
pays the $28,000 to T. 

(ii) Paragraph (c)(1) of this section applies 
and the exchange funds are treated as loaned 
from T to QI. QI must take into account in 
computing QI’s income tax liability all items 
of income, deduction, and credit (including 
capital gains and losses) attributable to the 
exchange funds. Paragraph (c)(2) of this sec-
tion does not apply because QI does not pay 
all the earnings attributable to the exchange 
funds to T. See §§ 1.7872–5 and 1.7872–16 for 
rules relating to exchange facilitator loans. 

Example 9. All earnings attributable to com-
mingled exchange funds paid to taxpayer. (i) 
The facts are the same as in Example 4, ex-
cept that the exchange agreement does not 
specify how the $2,100,000 QI receives from R 
must be invested. 

(ii) On May 1, 2008, QI deposits the 
$2,100,000 with B in a pre-existing interest- 
bearing account under QI’s name and TIN. 
The account has a total balance of $5,275,000 
immediately thereafter. On the last day of 
each month between May and September, 
2008, the account earns interest as follows: 
$17,583 in May, $17,642 in June, $18,756 in 
July, and $17,472 in August. On July 11, 2008, 
QI deposits $500,000 in the account. On Au-
gust 15, 2008, QI withdraws $1,175,000 from the 
account. 

(iii) QI calculates T’s pro-rata share of the 
earnings allocable to the $2,100,000 based on 
the actual return, the average daily prin-
cipal balances, and a 30-day month conven-
tion, as follows: 

Month Account’s avg. 
daily bal. T’s avg. daily bal. T’s share* 

(percent) Monthly interest T’s end. bal.** 

May .............................. $5,275,000 $2,100,000 39.8 $17,583 $2,106,998 
June ............................. 5,292,583 2,106,998 39.8 17,642 2,114,020 
July .............................. 5,643,558 2,114,020 37.5 18,756 2,121,054 
August ......................... 5,035,647 2,121,054 42.1 17,472 2,128,410 

* T’s Average Daily Balance ÷ Account’s Average Daily Balance. 
** T’s beginning balance + [(T’s share) (Monthly Interest)]. 

(iv) On September 1, 2008, QI uses $2,100,000 
of the funds to purchase replacement prop-
erty identified by T and transfers the prop-
erty to T. QI pays $28,410, the earnings of the 
account allocated to T’s exchange funds, to 
T. 

(v) Because QI uses a reasonable method to 
calculate the pro-rata share of account earn-
ings allocable to T’s exchange funds in ac-
cordance with paragraph (c)(2)(ii)(B) of this 
section, and pays all those earnings to T, 
paragraph (c)(2) of this section applies. The 
exchange funds are not treated as loaned 
from T to QI. T must take into account in 
computing T’s income tax liability for 2008 
the $28,410 of earnings attributable to T’s ex-
change funds. 

(f) Effective/applicability dates—(1) In 
general. This section applies to trans-

fers of relinquished property made by 
taxpayers on or after October 8, 2008. 

(2) Transition rule. With respect to 
transfers of relinquished property made 
by taxpayers after August 16, 1986, but 
before October 8, 2008, the Internal 
Revenue Service will not challenge a 
reasonable, consistently applied meth-
od of taxation for income attributable 
to exchange funds. 

[T.D. 9413, 73 FR 39620, July 10, 2008] 

§ 1.468B–7 Pre-closing escrows. 
(a) Scope. This section provides rules 

under section 468B(g) for the current 
taxation of income of a pre-closing es-
crow. 
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(b) Definitions. For purposes of this 
section— 

(1) A pre-closing escrow is an escrow 
account, trust, or fund— 

(i) Established in connection with the 
sale or exchange of real or personal 
property; 

(ii) Funded with a down payment, 
earnest money, or similar payment 
that is deposited into the escrow prior 
to the sale or exchange of the property; 

(iii) Used to secure the obligation of 
the purchaser to pay the purchase price 
for the property; 

(iv) The assets of which, including 
any income earned thereon, will be 
paid to the purchaser or otherwise dis-
tributed for the purchaser’s benefit 
when the property is sold or exchanged 
(for example, by being distributed to 
the seller as a credit against the pur-
chase price); and 

(v) Which is not an escrow account or 
trust established in connection with a 
deferred exchange under section 
1031(a)(3). 

(2) Purchaser means, in the case of an 
exchange, the intended transferee of 
the property whose obligation to pay 
the purchase price is secured by the 
pre-closing escrow; 

(3) Purchase price means, in the case 
of an exchange, the required consider-
ation for the property; and 

(4) Administrator means the escrow 
agent, escrow holder, trustee, or other 
person responsible for administering 
the pre-closing escrow. 

(c) Taxation of pre-closing escrows. The 
purchaser must take into account in 
computing the purchaser’s income tax 
liability all items of income, deduc-
tion, and credit (including capital 
gains and losses) of the pre-closing es-
crow. In the case of an exchange with a 
single pre-closing escrow funded by two 
or more purchasers, each purchaser 
must take into account in computing 
the purchaser’s income tax liability all 
items of income, deduction, and credit 
(including capital gains and losses) 
earned by the pre-closing escrow with 
respect to the money or property de-
posited in the pre-closing escrow by or 
on behalf of that purchaser. 

(d) Reporting obligations of the admin-
istrator. For each calendar year (or por-
tion thereof) that a pre-closing escrow 
is in existence, the administrator must 

report the income of the pre-closing es-
crow on Form 1099 to the extent re-
quired by the information reporting 
provisions of subpart B, Part III, sub-
chapter A, chapter 61, Subtitle F of the 
Internal Revenue Code and the regula-
tions thereunder. See § 1.6041–1(f) for 
rules relating to the amount to be re-
ported when fees, expenses, or commis-
sions owed by a payee to a third party 
are deducted from a payment. 

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

Example 1. P enters into a contract with S 
for the purchase of residential property 
owned by S for the price of $200,000. P is re-
quired to deposit $10,000 of earnest money 
into an escrow. At closing, the $10,000 and 
the interest earned thereon will be credited 
against the purchase price of the property. 
The escrow is a pre-closing escrow. P is tax-
able on the interest earned on the pre-clos-
ing escrow prior to closing. 

Example 2. X and Y enter into a contract in 
which X agrees to exchange certain con-
struction equipment for residential property 
owned by Y. The contract requires X and Y 
to each deposit $10,000 of earnest money into 
an escrow. At closing, $10,000 and the inter-
est earned thereon will be paid to X and 
$10,000 and the interest earned thereon will 
be paid to Y. The escrow is a pre-closing es-
crow. X is taxable on the interest earned 
prior to closing on the $10,000 of funds X de-
posited in the pre-closing escrow. Similarly, 
Y is taxable on the interest earned prior to 
closing on the $10,000 of funds Y deposited in 
the pre-closing escrow. 

(f) Effective dates—(1) In general. This 
section applies to pre-closing escrows 
established after February 3, 2006. 

(2) Transition rule. With respect to a 
pre-closing escrow established after 
August 16, 1986, but on or before Feb-
ruary 3, 2006, the Internal Revenue 
Service will not challenge a reason-
able, consistently applied method of 
taxation for income earned by the es-
crow or a reasonable, consistently ap-
plied method for reporting the income. 

[T.D. 9249, 71 FR 6202, Feb. 7, 2006] 

§ 1.468B–8 Contingent-at-closing es-
crows. [Reserved] 

§ 1.468B–9 Disputed ownership funds. 
(a) Scope. This section provides rules 

under section 468B(g) relating to the 
current taxation of income of a dis-
puted ownership fund. 
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(b) Definitions. For purposes of this 
section— 

(1) Disputed ownership fund means an 
escrow account, trust, or fund that— 

(i) Is established to hold money or 
property subject to conflicting claims 
of ownership; 

(ii) Is subject to the continuing juris-
diction of a court; 

(iii) Requires the approval of the 
court to pay or distribute money or 
property to, or on behalf of, a claim-
ant, transferor, or transferor-claimant; 
and 

(iv) Is not a qualified settlement fund 
under § 1.468B–1, a bankruptcy estate 
(or part thereof) resulting from the 
commencement of a case under title 11 
of the United States Code, or a liqui-
dating trust under § 301.7701–4(d) of this 
chapter (except as provided in para-
graph (c)(2)(ii) of this section); 

(2) Administrator means a person des-
ignated as such by a court having juris-
diction over a disputed ownership fund, 
however, if no person is designated, the 
administrator is the escrow agent, es-
crow holder, trustee, receiver, or other 
person responsible for administering 
the fund; 

(3) Claimant means a person who 
claims ownership of, in whole or in 
part, or a legal or equitable interest in, 
money or property immediately before 
and immediately after that property is 
transferred to a disputed ownership 
fund; 

(4) Court means a court of law or eq-
uity of the United States or of any 
state (including the District of Colum-
bia), territory, possession, or political 
subdivision thereof; 

(5) Disputed property means money or 
property held in a disputed ownership 
fund subject to the claimants’ con-
flicting claims of ownership; 

(6) Related person means any person 
that is related to a transferor within 
the meaning of section 267(b) or 
707(b)(1); 

(7) Transferor means, in general, a 
person that transfers disputed property 
to a disputed ownership fund, except 
that— 

(i) If disputed property is transferred 
by an agent, fiduciary, or other person 
acting in a similar capacity, the trans-
feror is the person on whose behalf the 

agent, fiduciary, or other person acts; 
and 

(ii) A payor of interest or other in-
come earned by a disputed ownership 
fund is not a transferor within the 
meaning of this section (unless the 
payor is also a claimant); 

(8) Transferor-claimant means a trans-
feror that claims ownership of, in 
whole or in part, or a legal or equitable 
interest in, the disputed property im-
mediately before and immediately 
after that property is transferred to 
the disputed ownership fund. Because a 
transferor-claimant is both a trans-
feror and a claimant, generally the 
terms transferor and claimant also in-
clude a transferor-claimant. See para-
graph (d) of this section for rules appli-
cable only to transferors that are not 
transferor-claimants and paragraph (e) 
of this section for rules applicable only 
to transferors that are also transferor- 
claimants. 

(c) Taxation of a disputed ownership 
fund—(1) In general. For Federal in-
come tax purposes, a disputed owner-
ship fund is treated as the owner of all 
assets that it holds. A disputed owner-
ship fund is treated as a C corporation 
for purposes of subtitle F of the Inter-
nal Revenue Code, and the adminis-
trator of the fund must obtain an em-
ployer identification number for the 
fund, make all required income tax and 
information returns, and deposit all 
tax payments. Except as otherwise pro-
vided in this section, a disputed owner-
ship fund is taxable as— 

(i) A C corporation, unless all the as-
sets transferred to the fund by or on 
behalf of transferors are passive invest-
ment assets. For purposes of this sec-
tion, passive investment assets are as-
sets of the type that generate portfolio 
income within the meaning of § 1.469– 
2T(c)(3)(i); or 

(ii) A qualified settlement fund, if all 
the assets transferred to the fund by or 
on behalf of transferors are passive in-
vestment assets. A disputed ownership 
fund taxable as a qualified settlement 
fund under this section is subject to all 
the provisions contained in § 1.468B–2, 
except that the rules contained in 
paragraphs (c)(3), (4), and (c)(5)(i) of 
this section apply in lieu of the rules in 
§ 1.468B–2(b)(1), (d), (e), (f) and (j). 
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(2) Exceptions. (i) The claimants to a 
disputed ownership fund may submit a 
private letter ruling request proposing 
a method of taxation different than the 
method provided in paragraph (c)(1) of 
this section. 

(ii) The trustee of a liquidating trust 
established pursuant to a plan con-
firmed by the court in a case under 
title 11 of the United States Code may, 
in the liquidating trust’s first taxable 
year, elect to treat an escrow account, 
trust, or fund that holds assets of the 
liquidating trust that are subject to 
disputed claims as a disputed owner-
ship fund. Pursuant to this election, 
creditors holding disputed claims are 
not treated as transferors of the money 
or property transferred to the disputed 
ownership fund. A trustee makes the 
election by attaching a statement to 
the timely filed Federal income tax re-
turn of the disputed ownership fund for 
the taxable year for which the election 
becomes effective. The election state-
ment must include a statement that 
the trustee will treat the escrow ac-
count, trust, or fund as a disputed own-
ership fund and must include a legend, 
‘‘§ 1.468B–9(c) Election,’’ at the top of 
the page. The election may be revoked 
only upon consent of the Commissioner 
by private letter ruling. 

(3) Property received by the disputed 
ownership fund—(i) Generally excluded 
from income. In general, a disputed own-
ership fund does not include an amount 
in income on account of a transfer of 
disputed property to the disputed own-
ership fund. However, the accrual or re-
ceipt of income from the disputed prop-
erty in a disputed ownership fund is 
not a transfer of disputed property to 
the fund. Therefore, a disputed owner-
ship fund must include in income all 
income received or accrued from the 
disputed property, including items 
such as— 

(A) Payments to a disputed owner-
ship fund made in compensation for 
late or delayed transfers of money or 
property; 

(B) Dividends on stock of a transferor 
(or a related person) held by the fund; 
and 

(C) Interest on debt of a transferor 
(or a related person) held by the fund. 

(ii) Basis and holding period. In gen-
eral, the initial basis of property trans-

ferred by, or on behalf of, a transferor 
to a disputed ownership fund is the fair 
market value of the property on the 
date of transfer to the fund, and the 
fund’s holding period begins on the 
date of the transfer. However, if the 
transferor is a transferor-claimant, the 
fund’s initial basis in the property is 
the same as the basis of the transferor- 
claimant immediately before the trans-
fer to the fund, and the fund=s holding 
period for the property is determined 
under section 1223(2). 

(4) Property distributed by the disputed 
ownership fund—(i) Computing gain or 
loss. Except in the case of a distribu-
tion or deemed distribution described 
in paragraph (e)(3) of this section, a 
disputed ownership fund must treat a 
distribution of disputed property as a 
sale or exchange of that property for 
purposes of section 1001(a). In com-
puting gain or loss, the amount real-
ized by the disputed ownership fund is 
the fair market value of that property 
on the date of distribution. 

(ii) Denial of deduction. A disputed 
ownership fund is not allowed a deduc-
tion for a distribution of disputed prop-
erty or of the net after-tax income 
earned by the disputed ownership fund 
made to or on behalf of a transferor or 
claimant. 

(5) Taxable year and accounting meth-
od. (i) A disputed ownership fund tax-
able as a C corporation under para-
graph (c)(1)(i) of this section may com-
pute taxable income under any ac-
counting method allowable under sec-
tion 446 and is not subject to the limi-
tations contained in section 448. A dis-
puted ownership fund taxable as a C 
corporation may use any taxable year 
allowable under section 441. 

(ii) A disputed ownership fund tax-
able as a qualified settlement fund 
under paragraph (c)(1)(ii) of this sec-
tion may compute taxable income 
under any accounting method allow-
able under section 446 and may use any 
taxable year allowable under section 
441. 

(iii) Appropriate adjustments must 
be made by a disputed ownership fund 
or transferors to the fund to prevent 
the fund and the transferors from tak-
ing into account the same item of in-
come, deduction, gain, loss, or credit 
(including capital gains and losses) 
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more than once or from omitting such 
items. For example, if a transferor that 
is not a transferor-claimant uses the 
cash receipts and disbursements meth-
od of accounting and transfers an ac-
count receivable to a disputed owner-
ship fund that uses an accrual method 
of accounting, at the time of the trans-
fer of the account receivable to the dis-
puted ownership fund, the transferor 
must include in its gross income the 
value of the account receivable be-
cause, under paragraph (c)(3)(ii) of this 
section, the disputed ownership fund 
will take a fair market value basis in 
the receivable and will not include the 
fair market value in its income when 
received from the transferor or when 
paid by the customer. If the account 
receivable were transferred to the dis-
puted ownership fund by a transferor- 
claimant using the cash receipts and 
disbursements method, however, the 
disputed ownership fund would take a 
basis in the receivable equal to the 
transferor’s basis, or $0, and would be 
required to report the income upon col-
lection of the account. 

(6) Unused carryovers. Upon the termi-
nation of a disputed ownership fund, if 
the fund has an unused net operating 
loss carryover under section 172, an un-
used capital loss carryover under sec-
tion 1212, or an unused tax credit carry-
over, or if the fund has, for its last tax-
able year, deductions in excess of gross 
income, the claimant to which the 
fund’s net assets are distributable will 
succeed to and take into account the 
fund’s unused net operating loss carry-
over, unused capital loss carryover, un-
used tax credit carryover, or excess of 
deductions over gross income for the 
last taxable year of the fund. If the 
fund’s net assets are distributable to 
more than one claimant, the unused 
net operating loss carryover, unused 
capital loss carryover, unused tax cred-
it carryover, or excess of deductions 
over gross income for the last taxable 
year must be allocated among the 
claimants in proportion to the value of 
the assets distributable to each claim-
ant from the fund. Unused carryovers 
described in this paragraph (c)(6) are 
not money or other property for pur-
poses of paragraph (e)(3)(ii) of this sec-
tion and thus are not deemed trans-
ferred to a transferor-claimant before 

being transferred to the claimants de-
scribed in this paragraph (c)(6). 

(d) Rules applicable to transferors that 
are not transferor-claimants. The rules in 
this paragraph (d) apply to transferors 
(as defined in paragraph (b)(7) of this 
section) that are not transferor-claim-
ants (as defined in paragraph (b)(8) of 
this section). 

(1) Transfer of property. A transferor 
must treat a transfer of property to a 
disputed ownership fund as a sale or 
other disposition of that property for 
purposes of section 1001(a). In com-
puting the gain or loss on the disposi-
tion, the amount realized by the trans-
feror is the fair market value of the 
property on the date the transfer is 
made to the disputed ownership fund. 

(2) Economic performance—(i) In gen-
eral. For purposes of section 461(h), if a 
transferor using an accrual method of 
accounting has a liability for which 
economic performance would otherwise 
occur under § 1.461–4(g) when the trans-
feror makes payment to the claimant 
or claimants, economic performance 
occurs with respect to the liability 
when and to the extent that the trans-
feror makes a transfer to a disputed 
ownership fund to resolve or satisfy 
that liability. 

(ii) Obligations of the transferor. Eco-
nomic performance does not occur 
when a transferor using an accrual 
method of accounting issues to a dis-
puted ownership fund its debt (or pro-
vides the debt of a related person). In-
stead, economic performance occurs as 
the transferor (or related person) 
makes principal payments on the debt. 
Economic performance does not occur 
when the transferor provides to a dis-
puted ownership fund its obligation (or 
the obligation of a related person) to 
provide property or services in the fu-
ture or to make a payment described in 
§ 1.461–4(g)(1)(ii)(A). Instead, economic 
performance occurs with respect to 
such an obligation as property or serv-
ices are provided or payments are made 
to the disputed ownership fund or a 
claimant. With regard to interest on a 
debt issued or provided to a disputed 
ownership fund, economic performance 
occurs as determined under § 1.461–4(e). 

(3) Distributions to transferors—(i) In 
general. Except as provided in section 
111(a) and paragraph (d)(3)(ii) of this 
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section, the transferor must include in 
gross income any distribution to the 
transferor (including a deemed dis-
tribution described in paragraph 
(d)(3)(iii) of this section) from the dis-
puted ownership fund. If property is 
distributed, the amount includible in 
gross income and the basis in that 
property are generally the fair market 
value of the property on the date of 
distribution. 

(ii) Exception. A transferor is not re-
quired to include in gross income a dis-
tribution of money or property that it 
previously transferred to the disputed 
ownership fund if the transferor did not 
take into account, for example, by de-
duction or capitalization, an amount 
with respect to the transfer either at 
the time of the transfer to, or while the 
money or property was held by, the dis-
puted ownership fund. The transferor’s 
gross income does not include a dis-
tribution of money from the disputed 
ownership fund equal to the net after- 
tax income earned on money or prop-
erty transferred to the disputed owner-
ship fund by the transferor while that 
money or property was held by the 
fund. Money distributed to a transferor 
by a disputed ownership fund will be 
deemed to be distributed first from the 
money or property transferred to the 
disputed ownership fund by that trans-
feror, then from the net after-tax in-
come of any money or property trans-
ferred to the disputed ownership fund 
by that transferor, and then from other 
sources. 

(iii) Deemed distributions. If a disputed 
ownership fund makes a distribution of 
money or property on behalf of a trans-
feror to a person that is not a claim-
ant, the distribution is deemed made 
by the fund to the transferor. The 
transferor, in turn, is deemed to make 
a payment to the actual recipient. 

(e) Rules applicable to transferor-claim-
ants. The rules in this paragraph (e) 
apply to transferor-claimants (as de-
fined in paragraph (b)(8) of this sec-
tion). 

(1) Transfer of property. A transfer of 
property by a transferor-claimant to a 
disputed ownership fund is not a sale or 
other disposition of the property for 
purposes of section 1001(a). 

(2) Economic performance—(i) In gen-
eral. For purposes of section 461(h), if a 

transferor-claimant using an accrual 
method of accounting has a liability 
for which economic performance would 
otherwise occur under § 1.461–4(g) when 
the transferor-claimant makes pay-
ment to another claimant, economic 
performance occurs with respect to the 
liability when and to the extent that 
the disputed ownership fund transfers 
money or property to the other claim-
ant to resolve or satisfy that liability. 

(ii) Obligations of the transferor-claim-
ant. Economic performance does not 
occur when a disputed ownership fund 
transfers the debt of a transferor- 
claimant (or of a person related to the 
transferor-claimant) to another claim-
ant. Instead, economic performance oc-
curs as principal payments on the debt 
are made to the other claimant. Eco-
nomic performance does not occur 
when a disputed ownership fund trans-
fers to another claimant the obligation 
of a transferor-claimant (or of a person 
related to the transferor-claimant) to 
provide property or services in the fu-
ture or to make a payment described in 
§ 1.461–4(g)(1)(ii)(A). Instead, economic 
performance occurs with respect to 
such an obligation as property or serv-
ices are provided or payments are made 
to the other claimant. With regard to 
interest on a debt issued or provided to 
a disputed ownership fund, economic 
performance occurs as determined 
under § 1.461–4(e). 

(3) Distributions to transferor-claim-
ants—(i) In general. The gross income of 
a transferor-claimant does not include 
a distribution to the transferor-claim-
ant (including a deemed distribution 
described in paragraph (e)(3)(ii) of this 
section) of money or property from a 
disputed ownership fund that the 
transferor-claimant previously trans-
ferred to the fund, or the net after-tax 
income earned on that money or prop-
erty while it was held by the fund. If 
such property is distributed to the 
transferor-claimant by the disputed 
ownership fund, then the transferor- 
claimant’s basis in the property is the 
same as the disputed ownership fund’s 
basis in the property immediately be-
fore the distribution. 

(ii) Deemed distributions. If a disputed 
ownership fund makes a distribution of 
money or property to a claimant or 
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makes a distribution of money or prop-
erty on behalf of a transferor-claimant 
to a person that is not a claimant, the 
distribution is deemed made by the 
fund to the transferor-claimant. The 
transferor-claimant, in turn, is deemed 
to make a payment to the actual re-
cipient. 

(f) Distributions to claimants other than 
transferor-claimants. Whether a claim-
ant other than a transferor-claimant 
must include in gross income a dis-
tribution of money or property from a 
disputed ownership fund generally is 
determined by reference to the claim 
in respect of which the distribution is 
made. 

(g) Statement to the disputed ownership 
fund and the Internal Revenue Service 
with respect to transfers of property other 
than cash—(1) In general. By February 
15 of the year following each calendar 
year in which a transferor (or other 
person acting on behalf of a transferor) 
makes a transfer of property other 
than cash to a disputed ownership 
fund, the transferor must provide a 
statement to the administrator of the 
fund setting forth the information de-
scribed in paragraph (g)(3) of this sec-
tion. The transferor must attach a 
copy of this statement to its return for 
the taxable year of transfer. 

(2) Combined statements. If a disputed 
ownership fund has more than one 
transferor, any two or more transferors 
may provide a combined statement to 
the administrator. If a combined state-
ment is used, each transferor must at-
tach a copy of the combined statement 
to its return and maintain with its 
books and records a schedule describ-
ing each asset that the transferor 
transferred to the disputed ownership 
fund. 

(3) Information required on the state-
ment. The statement required by para-
graph (g)(1) of this section must in-
clude the following information— 

(i) A legend, ‘‘§ 1.468B–9 Statement,’’ 
at the top of the first page; 

(ii) The transferor’s name, address, 
and taxpayer identification number; 

(iii) The disputed ownership fund’s 
name, address, and employer identi-
fication number; 

(iv) A statement declaring whether 
the transferor is a transferor-claimant; 

(v) The date of each transfer; 

(vi) A description of the property 
(other than cash) transferred; and 

(vii) The disputed ownership fund’s 
basis in the property and holding pe-
riod on the date of transfer as deter-
mined under paragraph (c)(3)(ii) of this 
section. 

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

Example 1. (i) X Corporation petitions the 
United States Tax Court in 2006 for a rede-
termination of its tax liability for the 2003 
taxable year. In 2006, the Tax Court deter-
mines that X Corporation is liable for an in-
come tax deficiency for the 2003 taxable year. 
X Corporation files an appellate bond in ac-
cordance with section 7485(a) and files a no-
tice of appeal with the appropriate United 
States Court of Appeals. In 2006, the Court of 
Appeals affirms the decision of the Tax 
Court and the United States Supreme Court 
denies X Corporation’s petition for a writ of 
certiorari. 

(ii) The appellate bond that X Corporation 
files with the court for the purpose of stay-
ing assessment and collection of deficiencies 
pending appeal is not an escrow account, 
trust or fund established to hold property 
subject to conflicting claims of ownership. 
Although X Corporation was found liable for 
an income tax deficiency, ownership of the 
appellate bond is not disputed. Rather, the 
bond serves as security for a disputed liabil-
ity. Therefore, the bond is not a disputed 
ownership fund. 

Example 2. (i) The facts are the same as Ex-
ample 1, except that X Corporation deposits 
United States Treasury bonds with the Tax 
Court in accordance with section 7845(c)(2) 
and 31 U.S.C. 9303. 

(ii) The deposit of United States Treasury 
bonds with the court for the purpose of stay-
ing assessment and collection of deficiencies 
while X Corporation prosecutes an appeal 
does not create a disputed ownership fund 
because ownership of the bonds is not dis-
puted. 

Example 3. (i) Prior to A’s death, A was the 
insured under a life insurance policy issued 
by X, an insurance company. X uses an ac-
crual method of accounting. Both A’s cur-
rent spouse and A’s former spouse claim to 
be the beneficiary under the policy and enti-
tled to the policy proceeds ($1 million). In 
2005, X files an interpleader action and de-
posits $1 million into the registry of the 
court. On June 1, 2006, a final determination 
is made that A’s current spouse is the bene-
ficiary under the policy and entitled to the 
money held in the registry of the court. The 
interest earned on the registry account is 
$12,000. The money in the registry account is 
distributed to A’s current spouse. 

(ii) The money held in the registry of the 
court consisting of the policy proceeds and 
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the earnings thereon are a disputed owner-
ship fund taxable as if it were a qualified set-
tlement fund. See paragraphs (b)(1) and 
(c)(1)(ii) of this section. The fund’s gross in-
come does not include the $1 million trans-
ferred to the fund by X, however, the $12,000 
interest is included in the fund’s gross in-
come in accordance with its method of ac-
counting. See paragraph (c)(3)(i) of this sec-
tion. Under paragraph (c)(4)(ii) of this sec-
tion, the fund is not allowed a deduction for 
a distribution to A’s current spouse of the $1 
million or the interest income earned by the 
fund. 

(iii) X is a transferor that is not a trans-
feror-claimant. See paragraphs (b)(7) and 
(b)(8) of this section. 

(iv) Whether A’s current spouse must in-
clude in income the $1 million insurance pro-
ceeds and the interest received from the fund 
is determined under other provisions of the 
Internal Revenue Code. See paragraph (f) of 
this section. 

Example 4. (i) Corporation B and unrelated 
individual C claim ownership of certain rent-
al property. B uses an accrual method of ac-
counting. The rental property is property 
used in a trade or business. B claims to have 
purchased the property from C’s father. How-
ever, C asserts that the purported sale to B 
was ineffective and that C acquired owner-
ship of the property through intestate suc-
cession upon the death of C’s father. For sev-
eral years, B has maintained and received 
the rent from the property. 

(ii) Pending the resolution of the title dis-
pute between B and C, the title to the rental 
property is transferred to a court-supervised 
registry account on February 1, 2005. On that 
date the court appoints R as receiver for the 
property. R collects the rent earned on the 
property and hires employees necessary for 
the maintenance of the property. The rents 
paid to R cannot be distributed to B or C 
without the court’s approval. 

(iii) On June 1, 2006, the court makes a 
final determination that the rental property 
is owned by C. The court orders C to refund 
to B the purchase price paid by B to C’s fa-
ther plus interest on that amount from Feb-
ruary 1, 2005. The court also orders that a 
distribution be made to C of all funds held in 
the court registry consisting of the rent col-
lected by R and the income earned thereon. 
C takes title to the rental property. 

(iv) The rental property and the funds held 
by the court registry are a disputed owner-
ship fund under paragraph (b)(1) of this sec-
tion. The fund is taxable as if it were a C cor-
poration because the rental property is not a 
passive investment asset within the meaning 
of paragraph (c)(1)(i) of this section. 

(v) The fund’s gross income does not in-
clude the value of the rental property trans-
ferred to the fund by B. See paragraph 
(c)(3)(i) of this section. Under paragraph 
(c)(3)(ii) of this section, the fund’s initial 

basis in the property is the same as B’s ad-
justed basis immediately before the transfer 
to the fund and the fund’s holding period is 
determined under section 1223(2). The fund’s 
gross income includes the rents collected by 
R and any income earned thereon. For the 
period between February 1, 2005, and June 1, 
2006, the fund may be allowed deductions for 
depreciation and for the costs of mainte-
nance of the property because the fund is 
treated as owning the property during this 
period. See sections 162, 167, and 168. Under 
paragraph (c)(4)(ii) of this section, the fund 
may not deduct the distribution to C of the 
property, or the rents (or any income earned 
thereon) collected from the property while 
the fund holds the property. No gain or loss 
is recognized by the fund from this distribu-
tion or from the fund’s transfer of the rental 
property to C pursuant to the court’s deter-
mination that C owns the property. See 
paragraphs (c)(4)(i) and (e)(3) of this section. 

(vi) B is the transferor to the fund. Under 
paragraphs (b)(8) and (e)(1) of this section, B 
is a transferor-claimant and does not recog-
nize gain or loss under section 1001(a) on 
transfer of the property to the disputed own-
ership fund. The money and property distrib-
uted from the fund to C is deemed to be dis-
tributed first to B and then transferred from 
B to C. See paragraph (e)(3)(ii) of this sec-
tion. Under paragraph (e)(2)(i) of this sec-
tion, economic performance occurs when the 
disputed ownership fund transfers the prop-
erty and any earnings thereon to C. The in-
come tax consequences of the deemed trans-
fer from B to C as well as the income tax 
consequences of C’s refund to B of the pur-
chase price paid to C’s father and interest 
thereon are determined under other provi-
sions of the Internal Revenue Code. 

(i) [Reserved] 
(j) Effective dates—(1) In general. This 

section applies to disputed ownership 
funds established after February 3, 
2006. 

(2) Transition rule. With respect to a 
disputed ownership fund established 
after August 16, 1986, but on or before 
February 3, 2006, the Internal Revenue 
Service will not challenge a reason-
able, consistently applied method of 
taxation for income earned by the 
fund, transfers to the fund, and dis-
tributions made by the fund. 

[T.D. 9249, 71 FR 6202, Feb. 7, 2006] 

§ 1.469–0 Table of contents. 

This section lists the captions that 
appear in the regulations under section 
469. 
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§ 1.469–1 General rules. 

(a)–(c)(7) [Reserved] 
(c)(8) Consolidated groups. 
(c)(9)–(d)(1) [Reserved] 
(2) Coordination with sections 613A(d) and 

1211. 
(d)(3)–(e)(1) [Reserved] 
(2) Trade or business activity. 
(e)(3)(i)–(e)(3)(ii) [Reserved] 
(iii) Average period of customer use. 
(A) In general. 
(B) Average use factor. 
(C) Average period of customer use for 

class of property. 
(D) Period of customer use. 
(E) Class of property. 
(F) Gross rental income and daily rent. 
(e)(3)(iv)–(e)(3)(vi)(C) [Reserved] 
(D) Lodging rented for convenience of em-

ployer. 
(E) Unadjusted basis. 
(e)(3)(vii)–(e)(4)(iii) [Reserved] 
(iv) Definition of ‘‘working interest.’’ 
(e)(4)(v)–(vi) [Reserved] 
(5) Rental of dwelling unit. 
(e)(6)–(f)(3)(iii) [Reserved] 
(4) Carryover of disallowed deductions and 

credits. 
(i) In general. 
(ii) Operations continued through C cor-

porations or similar entities. 
(iii) Examples. 
(g)(1)–(g)(4)(ii)(B) [Reserved] 
(4)(ii)(C) (no paragraph heading) 
(5) [Reserved] 
(h)(1) In general. 
(2) Definitions. 
(3) [Reserved] 
(4) Status and participation of members. 
(i) Determination by reference to status 

and participation of group. 
(ii) Determination of status and participa-

tion of consolidated group. 
(5) [Reserved] 
(6) Intercompany transactions. 
(i) In general. 
(ii) Example. 
(iii) Effective dates. 
(h)(7)–(k) [Reserved] 

§ 1.469–1T General rules (temporary). 

(a) Passive activity loss and credit dis-
allowed. 

(1) In general. 
(2) Exceptions. 
(b) Taxpayers to whom these rules apply. 
(c) Cross references. 
(1) Definition of passive activity. 
(2) Passive activity loss. 
(3) Passive activity credit. 
(4) Effect of rules for other purposes. 
(5) Special rule for oil and gas working in-

terests. 
(6) Treatment of disallowed losses and 

credits. 
(7) Corporations subject to section 469. 

(8) [Reserved] 
(9) Joint returns. 
(10) Material participation. 
(11) Effective date and transition rules. 
(12) Future regulations. 
(d) Effect of section 469 and the regulations 

thereunder for other purposes. 
(1) Treatment of items of passive activity 

income and gain. 
(2) Coordination with sections 613A(d) and 

1211. [Reserved] 
(3) Treatment of passive activity losses. 
(e) Definition of ‘‘passive activity.’’ 
(1) In general. 
(2) Trade or business activity. [Reserved] 
(3) Rental Activity. 
(i) In general. 
(ii) Exceptions. 
(iii) Average period of customer use. [Re-

served] 
(A) In general. [Reserved] 
(B) Average use factor. [Reserved] 
(C) Average period of customer use for 

class of property. [Reserved] 
(D) Period of Customer use. [Reserved] 
(E) Class of property. [Reserved] 
(F) Gross rental income and daily rent. 

[Reserved] 
(iv) Significant personal services. 
(A) In general. 
(B) Excluded services. 
(v) Extraordinary personal services. 
(vi) Rental of property incidental to a non-

rental activity of the taxpayer. 
(A) In general. 
(B) Property held for investment. 
(C) Property used in a trade or business. 
(D) Lodging rented for convenience of em-

ployer. [Reserved] 
(E) Unadjusted basis. [Reserved] 
(vii) Property made available for use in a 

nonrental activity conducted by a partner-
ship, S corporation or joint venture in which 
the taxpayer owns an interest. 

(viii) Examples. 
(4) Special rules for oil and gas working in-

terests. 
(i) In general. 
(ii) Exception for deductions attributable 

to a period during which liability is limited. 
(A) In general. 
(B) Coordination with rules governing the 

identification of disallowed passive activity 
deductions. 

(C) Meaning of certain terms. 
(1) Allocable deductions. 
(2) Disqualified deductions. 
(3) Net loss. 
(4) Ratable portion. 
(iii) Examples. 
(iv) Definition of ‘‘working interest.’’ [Re-

served] 
(v) Entities that limit liability. 
(A) General rule. 
(B) Other limitations disregarded. 
(C) Examples. 
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(vi) Cross reference to special rule for in-
come from certain oil or gas properties. 

(5) Rental of dwelling unit. [Reserved] 
(6) Activity of trading personal property. 
(i) In general. 
(ii) Personal property. 
(iii) Example. 
(f) Treatment of disallowed passive activ-

ity losses and credits. 
(1) Scope of this paragraph. 
(2) Identification of disallowed passive ac-

tivity deductions. 
(i) Allocation of disallowed passive activ-

ity deductions. 
(A) General rule. 
(B) Loss from an activity. 
(C) Significant participation passive ac-

tivities. 
(D) Examples. 
(ii) Allocation with loss activities. 
(A) In general. 
(B) Excluded deductions. 
(iii) Separately identified deductions. 
(3) Identification of disallowed credits from 

passive activities. 
(i) General rule. 
(ii) Coordination rule. 
(iii) Separately identified credits. 
(4) Carryover of disallowed deductions and 

credits. [Reserved] 
(i) In general. 
(ii) Operations continued through C cor-

porations or similar entities. 
(iii) Examples. 
(g) Application of these rules to C corpora-

tions. 
(1) In general. 
(2) Definitions. 
(3) Participation of corporations. 
(i) Material participation. 
(ii) Significant participation. 
(iii) Participation of individual. 
(4) Modified computation of passive activ-

ity loss in the case of closely held corpora-
tions. 

(i) In general. 
(ii) Net active income. 
(iii) Examples. 
(5) Allowance of passive activity credit of 

closely held corporations to extent of net ac-
tive income tax liability. 

(i) In general. 
(ii) Net active income tax liability. 
(h) Special rules for affiliated group filing 

consolidated return. 
(1)–(2) [Reserved] 
(3) Disallowance of consolidated group’s 

passive activity loss or credit. 
(4) Status and participation of members. 

[Reserved] 
(i) Determination by reference to status 

and participation of group. [Reserved] 
(ii) Determination of status and participa-

tion of consolidated group. [Reserved] 
(5) Modification of rules for identifying dis-

allowed passive activity deductions and cred-
its. 

(i) Identification of disallowed deductions. 
(ii) Ratable portion of disallowed passive 

activity losses. 
(iii) Identification of disallowed credits. 
(6) [Reserved] 
(7) Disposition of stock of a member of an 

affiliated group. 
(8) Dispositions of property used in mul-

tiple activities. 
(i) [Reserved] 
(j) Spouses filing joint returns. 
(1) In general. 
(2) Exceptions of treatment as one tax-

payer. 
(i) Identification of disallowed deductions 

and credits. 
(ii) Treatment of deductions disallowed 

under sections 704(d), 1366(d) and 465. 
(iii) Treatment of losses from working in-

terests. 
(3) Joint return no longer filed. 
(4) Participation of spouses. 
(k) Former passive activities and changes 

in status of corporations. [Reserved] 

§ 1.469–2 Passive activity loss. 

(a)–(c)(2)(ii) [Reserved] 
(iii) Disposition of substantially appre-

ciated property formerly used in a nonpas-
sive activity. 

(A) In general. 
(B) Date of disposition. 
(C) Substantially appreciated property. 
(D) Investment property. 
(E) Coordination with § l.469–2T(c)(2)(ii). 
(F) Coordination with section 163(d). 
(G) Examples. 
(iv) Taxable acquisitions. 
(v) Property held for sale to customers. 
(A) Sale incidental to another activity. 
(1) Applicability. 
(i) In general. 
(ii) Principal purpose. 
(2) Dealing activity not taken into ac-

count. 
(B) Use in a nondealing activity incidental 

to sale. 
(C) Examples. 
(c)(3)–(c)(5) [Reserved] 
(6) Gross income from certain oil or gas 

properties. 
(i) In general. 
(ii) Gross and net passive income from the 

property. 
(iii) Property. 
(iv) Examples 1 and 2. 
(c)(6)(iv) Example 3–(c)(7)(iii) [Reserved] 
(c)(7)(iv) through (vi) (no paragraph head-

ings) 
(d)(1)–(d)(2)(viii) [Reserved] 
(d)(2)(ix) through (d)(2)(xii) (no paragraph 

headings) 
(d)(3)–(d)(5)(ii) [Reserved] 
(d)(5)(iii)(A) Applicability of rules in 

§ 1.469–2T(c)(2). 
(d)(5)(iii)(B)–(d)(6)(v)(D) [Reserved] 
(d)(6)(v)(E) (no paragraph heading) 
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(d)(6)(v)(F)–(d)(7) [Reserved] 
(8) Taxable year in which item arises. 
(e)(1)–(e)(2)(i) [Reserved] 
(ii) Section 707(c). 
(iii) Payments in liquidation of a partner’s 

interest in partnership property. 
(A) In general. 
(B) Payments in liquidation of a partner’s 

interest in unrealized receivables and good-
will under section 736(a). 

(e)(3)(i)–(iii)(A) [Reserved] 
(e)(3)(iii)(B) (no paragraph heading) 
(e)(3)(iii)(C)–(f)(4) [Reserved] 
(5) Net income from certain property 

rented incidental to development activity. 
(i) In general. 
(ii) Commencement of use. 
(iii) Services performed for the purpose of 

enhancing the value of property. 
(iv) Examples. 
(6) Property rented to a nonpassive activ-

ity. 
(f)(7)–(f)(9)(ii) [Reserved] 
(f)(9)(iii) through (f)(9)(iv) (no paragraph 

heading). 
(10) Coordination with section 163(d). 
(f)(11) [Reserved] 

§ 1.469–2T Passive activity loss (temporary). 

(a) Scope of this section. 
(b) Definition of passive activity loss. 
(1) In general. 
(2) Cross reference. 
(c) Passive activity group income. 
(1) In general. 
(2) Treatment of gain from disposition of 

an interest in an activity or an interest in 
property used in an activity. 

(i) In general. 
(A) Treatment of gain. 
(B) Dispositions of partnership interest and 

S corporation stock. 
(C) Interest in property. 
(D) Examples. 
(ii) Disposition of property used in more 

than one activity in 12-month period pre-
ceding disposition. 

(iii) Disposition of substantially appre-
ciated property used in nonpassive activity. 
[Reserved] 

(A) In general. [Reserved] 
(B) Date of disposition. [Reserved] 
(C) Substantially appreciated property. 

[Reserved] 
(D) Investment property. [Reserved] 
(E) Coordination with paragraph (c)(2)(ii) 

of this section. [Reserved] 
(F) Coordination with section 163(d). [Re-

served] 
(G) Examples. [Reserved] 
(iv) Taxable acquisitions. [Reserved] 
(v) Property held for sale to customers. 

[Reserved] 
(A) Sale incidental to another activity. 

[Reserved] 
(1) Applicability. [Reserved] 
(i) In general. [Reserved] 

(ii) Principal purpose. [Reserved] 
(2) Dealing activity not taken into ac-

count. [Reserved] 
(B) Use in a nondealing activity incidental 

to sale. [Reserved] 
(C) Examples. [Reserved] 
(3) Items of portfolio income specifically 

excluded. 
(i) In general. 
(ii) Gross income derived in the ordinary 

course of a trade or business. 
(iii) Special rules. 
(A) Income from property held for invest-

ment by dealer. 
(B) Royalties derived in the ordinary 

course of the trade or business of licensing 
intangible property. 

(1) In general. 
(2) Substantial services or costs. 
(i) In general. 
(ii) Exception. 
(iii) Expenditures taken into account. 
(3) Passthrough entities. 
(4) Cross reference. 
(C) Mineral production payments. 
(iv) Examples. 
(4) Items of personal service income spe-

cifically excluded. 
(i) In general. 
(ii) Example. 
(5) Income from section 481 adjustments. 
(i) In general. 
(ii) Positive section 481 adjustments. 
(iii) Ratable portion. 
(6) Gross income from certain oil or gas 

properties. [Reserved] 
(i) In general. [Reserved] 
(ii) Gross and net passive income from the 

properties. [Reserved] 
(iii) Property. [Reserved] 
(iv) Examples. 
(7) Other items specifically excluded. 
(d) Passive activity deductions. 
(1) In general. 
(2) Exceptions. 
(3) Interest expense. 
(4) Clearly and directly allocable expenses. 
(5) Treatment of loss from disposition. 
(i) In general. 
(ii) Disposition of property used in more 

than one activity in 12-month period pre-
ceding disposition. 

(iii) Other applicable rules. 
(A) Applicability or rules in paragraph 

(c)(2). 
(B) Dispositions of partnership interest and 

S corporation stock. 
(6) Coordination with other limitations on 

deductions that apply before section 469. 
(i) In general. 
(ii) Proration of deductions disallowed 

under basis limitations. 
(A) Deductions disallowed under section 

704(d). 
(B) Deductions disallowed under section 

1366(d). 
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(iii) Proration of deductions disallowed 
under at-risk limitations. 

(iv) Coordination of basis and at-risk limi-
tations. 

(v) Separately identified items of deduc-
tion and loss. 

(7) Deductions from section 481 adjust-
ment. 

(i) In general. 
(ii) Negative section 481 adjustment. 
(iii) Ratable portion. 
(8) Taxable year in which item arises. 
(e) Special rules for partners and S cor-

poration shareholders. 
(1) In general. 
(2) Payments under sections 707(a), 707(c), 

and 736(b). 
(i) Section 707(a). 
(ii) Section 707(c). 
(iii) Payments in liquidation of a partner’s 

interest in partnership property. 
(A) In general. 
(B) Payments in liquidation of a partner’s 

interest of a partnership property. 
(3) Sale or exchange of interest in pass-

through entity. 
(i) Application of this paragraph (e)(3). 
(ii) General rule. 
(A) Allocation among activities. 
(B) Ratable portions. 
(1) Disposition on which gain is recognized. 
(2) Disposition on which loss is recognized. 
(C) Default rule. 
(D) Special rules. 
(1) Applicable valuation date. 
(i) In general. 
(ii) Exception. 
(2) Basis adjustment. 
(3) Tiered passthrough entities. 
(E) Meaning of certain terms. 
(iii) Treatment of gain allocated to certain 

passive activities as not from a passive ac-
tivity. 

(iv) Dispositions occurring in taxable years 
beginning before February 19, 1988. 

(A) In general. 
(B) Exceptions. 
(v) Treatment of portfolio assets. 
(vi) Definitions. 
(vii) Examples. 
(f) Recharacterization of passive income in 

certain situations. 
(1) In general. 
(2) Special rule for significant participa-

tion. 
(i) In general. 
(ii) Significant participation passive activ-

ity. 
(iii) Example. 
(3) Rental of nondepreciable property. 
(4) Net interest income from passive eq-

uity-financed lending activity. 
(i) In general. 
(ii) Equity-financed lending activity. 
(A) In general. 
(B) Certain liabilities not taken into ac-

count. 

(iii) Equity-financed interest income. 
(iv) Net interest income. 
(v) Interest-bearing assets. 
(vi) Liabilities incurred in the activity. 
(vii) Average outstanding balance. 
(viii) Example. 
(5) Net income from certain property 

rented incidental to development activity. 
(i) In general. [Reserved] 
(ii) Commencement of use. [Reserved] 
(iii) Services performed for the purpose of 

enhancing the value of property. [Reserved] 
(iv) Examples. [Reserved] 
(6) Property rented to a nonpassive activ-

ity. 
(7) Special rules applicable to the acquisi-

tion of an interest of a passthrough entity 
engaged in the trade or business of licensing 
intangible property. 

(i) In general. 
(ii) Royalty income from property. 
(iii) Exceptions. 
(iv) Capital expenditures. 
(v) Example. 
(8) Limitation on recharacterized income. 
(9) Meaning of certain terms. 
(10) Coordination with section 163(d). 
(11) Effective date. 

§ 1.469–3 Passive activity credit. 

(a)–(d) [Reserved] 
(e) Coordination with section 38(b). 
(f) Coordination with section 50. 
(g) [Reserved] 

§ 1.469–3T Passive activity credit (temporary). 

(a) Computation of passive activity credit. 
(b) Credits subject to section 469. 
(1) In general. 
(2) Treatment of credits attributed to 

qualified progress expenditures. 
(3) Special rule for partners and S corpora-

tions shareholders. 
(4) Exception for pre-1987 credits. 
(c) Taxable year to which credit is attrib-

utable. 
(d) Regular tax liability allocable to pas-

sive activities. 
(1) In general. 
(2) Regular tax liability. 
(e) Coordination with section 38(b). [Re-

served] 
(f) Coordination with section 47. [Reserved] 
(g) Examples. 

§ 1.469–4 Definition of activity. 

(a) Scope and purpose. 
(b) Definitions. 
(1) Trade or business activities. 
(2) Rental activities. 
(c) General rules for grouping activities. 
(1) Appropriate economic unit. 
(2) Facts and circumstances test. 
(3) Examples. 
(d) Limitation on grouping certain activi-

ties. 
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(1) Grouping rental activities with other 
trade or business activities. 

(i) Rule. 
(ii) Examples. 
(2) Grouping real property rentals and per-

sonal property rentals prohibited. 
(3) Certain activities of limited partners 

and limited entrepreneurs. 
(i) In general. 
(ii) Example. 
(4) Other activities identified by the Com-

missioner. 
(5) Activities conducted through section 

469 entities. 
(i) In general. 
(ii) Cross reference. 
(e) Disclosure and consistency require-

ments. 
(1) Original groupings. 
(2) Regroupings. 
(f) Grouping by Commissioner to prevent 

tax avoidance. 
(1) Rule. 
(2) Example. 
(g) Treatment of partial dispositions. 
(h) Rules for grouping rental real estate 

activities for taxpayers qualifying under sec-
tion 469(c)(7). 

§ 1.469–5 Material participation. 

(a)–(e) [Reserved] 
(f) Participation. 
(1) In general. 
(f)(2)–(h)(2) [Reserved] 
(3) Coordination with rules governing the 

treatment of passthroughs entities. 
(i) [Reserved] 
(j) Material participation for preceding 

taxable years. 
(1) In general. 
(2) Material participation test for taxable 

years beginning before January 1, 1987 
(k) Examples (1)–(4). [Reserved] 
(k) Example 5. 
(k) Examples (6)–(8). [Reserved] 

§ 1.469–5T Material participation (temporary). 

(a) In general. 
(b) Facts and circumstances. 
(1) In general. [Reserved] 
(2) Certain participation insufficient to 

constitute material participation under this 
paragraph (b). 

(i) Participation satisfying standards not 
contained in section 469. 

(ii) Certain management activities. 
(iii) Participation less than 100 hours. 
(c) Significant participation activity. 
(1) In general. 
(2) Significant participation. 
(d) Personal service activity. 
(e) Treatment of limited partners. 
(1) General rule. 
(2) Exceptions. 
(3) Limited partnership interest. 
(i) In general. 

(ii) Limited partner holding general part-
ner interest. 

(f) Participation. [Reserved] 
(1) In general. [Reserved] 
(2) Exceptions. 
(i) Certain work not customarily done by 

owners. 
(ii) participation as an investor. 
(A) In general. 
(B) Work done in individual’s capacity as 

an investor. 
(3) Participation of spouses. 
(4) Methods of proof. 
(g) Material participation of trust and es-

tates. [Reserved] 
(h) Miscellaneous rules. 
(1) Participation of corporations. 
(2) Treatment of certain retired farmers 

and surviving spouses of retired or disabled 
farmers. 

(3) Coordination with rules governing the 
treatment of passthroughs entities. [Re-
served] 

(i) [Reserved] 
(j) Material participation for preceding 

taxable years. [Reserved] 
(1) In general. [Reserved] 
(2) Material participation for taxable years 

beginning before January 1, 1987. [Reserved] 
(k) Examples. 

§ 1.469–6 Treatment of losses upon certain 
dispositions. [Reserved] 

§ 1.469–7 Treatment of self-charged items of 
interest income and deduction. 

(a) In general. 
(1) Applicability and effect of rules. 
(2) Priority of rules in this section. 
(b) Definitions. 
(1) Passthrough entity. 
(2) Taxpayer’s share. 
(3) Taxpayer’s indirect interest. 
(4) Entity taxable year. 
(5) Deductions for a taxable year. 
(c) Taxpayer loans to passthrough entity. 
(1) Applicability. 
(2) General rule. 
(3) Applicable percentage. 
(d) Passthrough entity loans to taxpayer. 
(1) Applicability. 
(2) General rule. 
(3) Applicable percentage. 
(e) Identically-owned passthrough entities. 
(1) Applicability. 
(2) General rule. 
(1) Example. 
(f) Identification of properly allocable de-

ductions. 
(g) Election to avoid application of the 

rules of this section. 
(1) In general. 
(2) Form of election. 
(3) Period for which election applies. 
(4) Revocation. 
(h) Examples. 
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§ 1.469–8 Application of section 469 to trust, 
estates, and their beneficiaries. [Reserved] 

§ 1.469–9 Rules for certain rental real estate 
activities. 

(a) Scope and purpose. 
(b) Definitions. 
(1) Trade or business. 
(2) Real property trade or business. 
(3) Rental real estate. 
(4) Personal services. 
(5) Material participation. 
(6) Qualifying taxpayer. 
(c) Requirements for qualifying taxpayers. 
(1) In general. 
(2) Closely held C corporations. 
(3) Requirement of material participation 

in the real property trades or businesses. 
(4) Treatment of spouses. 
(5) Employees in real property trades or 

businesses. 
(d) General rule for determining real prop-

erty trades or businesses. 
(1) Facts and circumstances. 
(2) Consistency requirement. 
(e) Treatment of rental real estate activi-

ties of a qualifying taxpayer. 
(1) In general. 
(2) Treatment as a former passive activity. 
(3) Grouping rental real estate activities 

with other activities. 
(i) In general. 
(ii) Special rule for certain management 

activities. 
(4) Example. 
(f) Limited partnership interests in rental 

real estate activities. 
(1) In general. 
(2) De minimis exception. 
(g) Election to treat all interests in rental 

real estate as a single rental real estate ac-
tivity. 

(1) In general. 
(2) Certain changes not material. 
(3) Filing a statement to make or revoke 

the election. 
(h) Interests in rental real estate held by 

certain passthrough entities. 
(1) General rule. 
(2) Special rule if a qualifying taxpayer 

holds a fifty-percent or greater interest in a 
passthrough entity. 

(3) Special rule for interests held in tiered 
passthrough entities. 

(i) [Reserved] 
(j) $25,000 offset for rental real estate ac-

tivities of qualifying taxpayers. 
(1) In general. 
(2) Example. 

§ 1.469–10 Application of section 469 to publicly 
traded partnerships. [Reserved] 

§ 1.469–11 Effective date and transition rules. 

(a) Generally applicable effective dates. 
(b) Additional effective dates. 

(1) Application of 1992 amendments for tax-
able years beginning before October 4, 1994. 

(2) Additional transition rule for 1992 
amendments. 

(3) Fresh starts under consistency rules. 
(i) Regrouping when tax liability is first 

determined under Project PS–1–89. 
(ii) Regrouping when tax liability is first 

determined under § 1.469–4. 
(iii) Regrouping when taxpayer is first sub-

ject to section 469(c)(7). 
(4) Certain investment credit property. 
(c) Special rules. 
(1) Application of certain income re-

characterization rules and self-charged rules. 
(i) Certain recharacterization rules inap-

plicable in 1987. 
(ii) Property rented to a nonpassive activ-

ity. 
(iii) Self-charged rules. 
(2) Qualified low-income housing projects. 
(3) Effect of events occurring in years prior 

to 1987. 
(d) Examples. 

[T.D. 8417, 57 FR 20748, May 15, 1992, as 
amended by T.D. 8477, 58 FR 11538, Feb. 26, 
1993; T.D. 8495, 58 FR 58787, Nov. 4, 1993; T.D. 
8565, 59 FR 50487, Oct. 4, 1994; T.D. 8597, 60 FR 
36684, July 18, 1995; T.D. 8645, 60 FR 66498, 
Dec. 22, 1995; T.D. 9013, 67 FR 54089, Aug. 21, 
2002] 

§ 1.469–1 General rules. 
(a)–(c)(7) [Reserved] 
(c)(8) Consolidated groups. Rules relat-

ing to the application of section 469 to 
consolidated groups are contained in 
paragraph (h) of this section. 

(c)(9)–(d)(1) [Reserved] 
(d)(2) Coordination with sections 613A 

(d) and 1211. A passive activity deduc-
tion that is not disallowed for the tax-
able year under section 469 and the reg-
ulations thereunder may nonetheless 
be disallowed for the taxable year 
under section 613A(d) or 1211. The fol-
lowing example illustrates the applica-
tion of this paragraph (d)(2): 

Example. In 1993, an individual derives 
$10,000 of ordinary income from passive ac-
tivity X, no gains from the sale or exchange 
of capital assets or assets used in a trade or 
business, $12,000 of capital loss from passive 
activity Y, and no income, gain, deductions, 
or losses from any other passive activity. 
The capital loss from activity Y is a passive 
activity deduction (within the meaning of 
§ 1.469–2T(d)). Under section 469 and the regu-
lations thereunder, the taxpayer is allowed 
$10,000 of the $12,000 passive activity deduc-
tion and has a $2,000 passive activity loss for 
the taxable year. Since the $10,000 passive ac-
tivity deduction allowed under section 469 is 
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a capital loss, such deduction is allowable for 
the taxable year only to the extent provided 
under section 1211. Therefore, the taxpayer is 
allowed $3,000 of the $10,000 capital loss under 
section 1211 and has a $7,000 capital loss car-
ryover (within the meaning of section 
1212(b)) to the succeeding taxable year. 

(d)(3)–(e)(1) [Reserved] 
(e)(2) Trade or business activities. Trade 

or business activities are activities that 
constitute trade or business activities 
within the meaning of § 1.469–4(b)(1). 

(e)(3)(i)–(e)(3)(ii) [Reserved] 
(e)(3)(iii) Average period of customer 

use—(A) In general. For purposes of this 
paragraph (e)(3), the average period of 
customer use for property held in con-
nection with an activity (the activity’s 
average period of customer use) is the 
sum of the average use factors for each 
class of property held in connection 
with the activity. 

(B) Average use factor. The average 
use factor for a class of property held 
in connection with an activity is the 
average period of customer use for that 
class of property multiplied by the 
fraction obtained by dividing— 

(1) The activity’s gross rental income 
attributable to that class of property; 
by 

(2) The activity’s gross rental in-
come. 

(C) Average period of customer use for 
class of property. In determining an ac-
tivity’s average period of customer use 
for a taxable year, the average period 
of customer use for a class of property 
held in connection with an activity is 
determined by dividing— 

(1) The aggregate number of days in 
all periods of customer use for property 
in the class (taking into account only 
periods that end during the taxable 
year or that include the last day of the 
taxable year); by 

(2) The number of those periods of 
customer use. 

(D) Period of customer use. Each period 
during which a customer has a contin-
uous or recurring right to use an item 
of property held in connection with the 
activity (without regard to whether 
the customer uses the property for the 
entire period or whether the right to 
use the property is pursuant to a single 
agreement or to renewals thereof) is 
treated for purposes of this paragraph 
(e)(3)(iii) as a separate period of cus-
tomer use. The duration of a period of 

customer use that includes the last day 
of a taxable year may be determined on 
the basis of reasonable estimates. 

(E) Class of property. Taxpayers may 
organize property into classes for pur-
poses of this paragraph (e)(3)(iii) using 
any method under which items of prop-
erty for which the amount of the daily 
rent differs significantly are not in-
cluded in the same class. 

(F) Gross rental income and daily rent. 
In determining an activity’s average 
period of customer use for a taxable 
year— 

(1) The activity’s gross rental income 
is the gross income from the activity 
for the taxable year taking into ac-
count only income that is attributable 
to amounts paid for the use of prop-
erty; 

(2) The activity’s gross rental income 
attributable to a class of property is 
the gross income from the activity for 
the taxable year taking into account 
only income that is attributable to 
amounts paid for the use of property in 
that class; and 

(3) The daily rent for items of prop-
erty may be determined on any basis 
that reasonably reflects differences 
during the taxable year in the amounts 
ordinarily paid for one day’s use of 
those items of property. 

(e)(3)(iv)–(e)(3)(vi)(C) [Reserved] 
(e)(3)(vi)(D) Lodging rented for conven-

ience of employer. The provision of lodg-
ing to an employee or to an employee’s 
spouse or dependents is treated as inci-
dental to the activity (or activities) of 
the taxpayer in which the employee 
performs services if the lodging is fur-
nished for the taxpayer’s convenience 
(within the meaning of section 119). 

(E) Unadjusted basis. For purposes of 
this paragraph (e)(3)(vi), the term 
unadjusted basis means adjusted basis 
determined without regard to any ad-
justment described in section 1016 that 
decreases basis. 

(e)(3)(vii)–(e)(4)(iii) [Reserved] 
(e)(4)(iv) Definition of ‘‘working inter-

est.’’ For purposes of section 469 and 
the regulations thereunder, the term 
working interest means a working or op-
erating mineral interest in any tract or 
parcel of land (within the meaning of 
§ 1.612–4(a)). 

(e)(4)(v)–(f)(3) [Reserved] 
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(f)(4) Carryover of disallowed deduc-
tions and credits—(i) In general. In the 
case of an activity of a taxpayer with 
respect to which any deductions or 
credits are disallowed for a taxable 
year under § 1.469–1T (f)(2) or (f)(3) (the 
loss activity)— 

(A) The disallowed deductions or 
credits is allocated among the tax-
payer’s activities for the succeeding 
taxable year in a manner that reason-
ably reflects the extent to which each 
activity continues the loss activity; 
and 

(B) The disallowed deductions or 
credits allocated to an activity under 
paragraph (f)(4)(i)(A) of this section 
shall be treated as deductions or cred-
its from the activity for the succeeding 
taxable year. 

(ii) Business continued through C cor-
porations or similar entities. If a tax-
payer continues part or all of a loss ac-
tivity through a C corporation or simi-
lar entity (C corporation entity), the 
taxpayer’s interest in the C corpora-
tion entity shall be treated for pur-
poses of this paragraph (f)(4) as an in-
terest in a passive activity that con-
tinues that loss activity in whole or 
part. An entity is similar to a C cor-
poration for this purpose if the owners 
of interests in the entity derive only 
portfolio income (within the meaning 
of § 1.469–2T(c)(3)(i)) from the interests. 

(iii) Examples. The following exam-
ples illustrate the application of this 
paragraph (f)(4). In each example, the 
taxpayer is an individual whose taxable 
year is the calendar year. 

Example 1. (i) The taxpayer owns interests 
in a convenience store and an apartment 
building. In each taxable year, the tax-
payer’s interests in the convenience store 
and the apartment building are treated 
under § 1.469–4 as interests in two separate 
passive activities of the taxpayer. A $5,000 
loss from the convenience-store activity and 
a $3,000 loss from the apartment-building ac-
tivity are disallowed under § 1.469–1T(f)(2) for 
1993. Under § 1.469–1T(f)(2), the $5,000 loss 
from the convenience-store activity is allo-
cated among the passive activity deductions 
from that activity for 1993, and the $3,000 loss 
from the apartment-building activity is 
treated similarly. 

(ii) In 1994, the convenience store is contin-
ued in a single activity, and the section 469 
activities that constituted the apartment 
building is similarly continued in a separate 
activity. Thus, the disallowed deductions 

from the convenience-store activity for 1993 
must be allocated under paragraph 
(f)(4)(i)(A) of this section to the taxpayer’s 
convenience-store activity in 1994. Similarly, 
the disallowed deductions from the apart-
ment-building activity for 1993 must be allo-
cated to the taxpayer’s apartment-building 
activity in 1994. Under paragraph (f)(4)(i)(B) 
of this section, the disallowed deductions al-
located to the convenience-store activity in 
1994 are treated as deductions from that ac-
tivity for 1994, and the disallowed deductions 
allocated to the apartment-building activity 
for 1994 are treated as deductions from the 
apartment-building activity for 1994. 

Example 2. (i) In 1993, the taxpayer acquires 
a restaurant and a catering business. Assume 
that in 1993 and 1994 the restaurant and the 
catering business are treated under § 1.469–4 
as an interest in a single passive activity of 
the taxpayer (the restaurant and catering 
activity). A $10,000 loss from the activity is 
disallowed under § 1.469–1T(f)(2) for 1994. As-
sume that in 1995, the taxpayer’s interests in 
the restaurant and the catering business are 
treated under § 1.469–4 as interests in two sep-
arate passive activities of the taxpayer. 

(ii) Under § 1.469–1T(f)(2), the $10,000 loss 
from the restaurant and catering activity is 
allocated among the passive activity deduc-
tions from that activity for 1994. In 1995, the 
businesses that constituted the restaurant 
and catering activity are continued, but are 
treated as two separate activities under 
§ 1.469–4. Thus, the disallowed deductions 
from the restaurant and catering activity for 
1994 must be allocated under paragraph 
(f)(4)(i)(A) of this section between the res-
taurant activity and the catering activity in 
1995 in a manner that reasonably reflects the 
extent to which each of the activities con-
tinues the single restaurant and catering ac-
tivity. Under paragraph (f)(4)(i)(B) of this 
section, the disallowed deductions allocated 
to the restaurant activity in 1995 are treated 
as deductions from the restaurant activity 
for 1995, and the disallowed deductions allo-
cated to the catering activity in 1995 are 
treated as deductions from the catering ac-
tivity for 1995. 

Example 3. (i) In 1993, the taxpayer acquires 
a restaurant and a catering business. Assume 
that in 1993 and 1994 the restaurant and the 
catering business are treated under§ 1.469–4 
as an interest in a single passive activity of 
the taxpayer (the restaurant and catering 
activity). A $10,000 loss from the activity is 
disallowed under § 1.469–1T(f)(2) for 1994. As-
sume that in 1995, the taxpayer’s interests in 
the restaurant and the catering business are 
treated under § 1.469–4 as interestes in two 
separate passive activities of the taxpayer. 
In addition, a $20,000 loss from the activity 
was disallowed under § 1.469–1T(f)(2) for 1993, 
and the gross income and deductions (includ-
ing deductions that were disallowed for 1993 
under § 1.469–1T(f)(2)) from the restaurant 
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and catering business for 1993 and 1994 are as 
follows: 

Restaurant Catering 
business 

1993: 
Gross income ..................... $20,000 $60,000 
Deductions ......................... 40,000 60,000 

Net income (loss) (20,000) ....................
1994: 

Gross income ..................... 40,000 50,000 
Deductions ......................... 1 30,000 2 70,000 

Net income (loss) 10,000 (20,000) 

1 Includes $8,000 of deductions that were disallowed for 
1993 ($20,000×$40,000/$100,000). 

2 Includes $12,000 of deductions that were disallowed for 
1993 ($20,000×$60,000/$100,000). 

(ii) Under paragraph (f)(4)(i)(A) of this sec-
tion, the disallowed deductions from the res-
taurant and catering activity must be allo-
cated among the taxpayer’s activities for the 
succeeding year in a manner that reasonably 
reflects the extent to which those activities 
continue the restaurant and catering activ-
ity. The remainder of this example describes 
a number of allocation methods that will or-
dinarily satisfy the requirement of para-
graph (f)(4)(i)(A) of this section. The descrip-
tion of specific allocation methods in this 
example does not preclude the use of other 
reasonable allocation methods for purposes 
of paragraph (f)(4)(i)(A) of this section. 

(iii) Ordinarily, an allocation of disallowed 
deductions from the restaurant to the res-
taurant activity and disallowed deductions 
from the catering business to the catering 
activity would satisfy the requirement of 
paragraph (f)(4)(i)(A) of this section. Under 
§ 1.469–1T (f)(2)(ii), a ratable portion of each 
deduction from the restaurant and catering 
activity is disallowed for 1994. Thus, $3,000 of 
the 1994 deductions from the restaurant are 
disallowed ($10,000×$30,000/$100,000), and $7,000 
of the 1994 deductions from the catering busi-
ness are disallowed ($10,000×$70,000/$100,000). 
Thus, the taxpayer can ordinarily treat 
$3,000 of the disallowed deductions as deduc-
tions from the restaurant activity for 1995, 
and $7,000 of the disallowed deductions as de-
ductions from the catering activity for 1995. 

(iv) Ordinarily, an allocation of disallowed 
deductions between the restaurant activity 
and catering activity in proportion to the 
losses from the restaurant and from the ca-
tering business for 1994 would also satisfy 
the requirement of paragraph (f)(4)(i)(A) of 
this section. If the restaurant and the cater-
ing business had been treated as separate ac-
tivities in 1994, the restaurant activity would 
have had net income of $10,000 and the cater-
ing activity would have had a $20,000 loss. 
Thus, the taxpayer can ordinarily treat all 
$10,000 of disallowed deductions as deduc-
tions from the catering activity for 1995. 

(v) Ordinarily, an allocation of disallowed 
deductions between the restaurant activity 

and catering activity in proportion to the 
losses from the restaurant and from the ca-
tering business for 1994 (determined as if the 
restaurant and the catering business had 
been separate activities for all taxable years) 
would also satisfy the requirement of para-
graph (f)(4)(i)(A) of this section. If the res-
taurant and the catering business had been 
treated as separate activities for all taxable 
years, the entire $20,000 loss from the res-
taurant in 1993 would have been allocated to 
the restaurant activity in 1994, and the gross 
income and deductions from the separate ac-
tivities for 1994 would be as follows: 

Restaurant Catering 
business 

Gross income ............................ $40,000 $50,000 
Deductions ................................. 42,000 58,000 

Net income (loss) (2,000) (8,000) 

Thus, the taxpayer can ordinarily treat 
$2,000 of the disallowed deductions as deduc-
tions from the restaurant activity for 1995, 
and $8,000 of the disallowed deductions as de-
ductions from the catering activity for 1995. 

Example 4. (i) The taxpayer is a partner in 
a law partnership that acquires a building in 
December 1993 for use in the partnership’s 
law practice. In taxable year 1993, four floors 
that are not needed in the law practice are 
leased to tenants; in taxable year 1994, two 
floors are leased to tenants; in taxable years 
after 1994, only one floor is leased to tenants 
and the rental operations are insubstantial. 
Assume that under § 1.469–4, the law practice 
and the rental property are treated as a 
trade or business activity and a separate 
rental activity for taxable years 1993 and 
1994. Assume further that the law practice 
and the rental operations are a single trade 
or business activity for taxable years after 
1994 under § 1.469–4. The trade or business ac-
tivity is not a passive activity of the tax-
payer. The rental activity, however, is a pas-
sive activity. Under § 1.469–T(f)(2), a $12,000 
loss from the rental activity is disallowed for 
1993 and a $9,000 loss from the rental activity 
is disallowed for 1994. 

(ii) Under § 1.469–1T(f)(2), the $12,000 loss 
from the rental activity for 1993 is allocated 
among the passive activity deductions from 
that activity for 1993. In 1994, the business of 
the rental activity is continued in two sepa-
rate activities. Only two floors of the build-
ing remain in the rental activity, and the 
other two floors (i.e., the floors that were 
leased to tenants in 1993, but not in 1994) are 
used in the taxpayer’s law-practice activity. 
Thus, the disallowed deductions from the 
rental activity for 1993 must be allocated 
under paragraph (f)(4)(i)(A) of this section 
between the rental activity and the law- 
practice activity in a manner that reason-
ably reflects the extent to which each of the 
activities continues business on the four 
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floors that were leased to tenants in 1993. In 
these circumstances, the requirement of 
paragraph (f)(4)(i)(A) of this section would 
ordinarily be satisfied by any of the alloca-
tion methods illustrated in Example 3 or by 
an allocation of 50 percent of the disallowed 
deductions to each activity. Under paragraph 
(f)(4)(i)(B) of this section, the disallowed de-
ductions allocated to the rental activity in 
1994 are treated as deductions from the rent-
al activity for 1994, and the disallowed deduc-
tions ($6,000) allocated to the law-practice 
activity in 1994 are treated as deductions 
from the law-practice activity for 1994. 

(iii) Under § 1.469–1T(f)(2), the $9,000 loss 
from the rental activity for 1994 is allocated 
among the passive activity deductions from 
that activity for 1994. In 1995, the rental ac-
tivity is continued in the taxpayer’s law- 
practice activity. Thus, the disallowed de-
ductions from the rental activity for 1994 
must be allocated under paragraph (f)(4)(ii) 
of this section to the taxpayer’s law-practice 
activity in 1995. Under paragraph (f)(4)(i)(B) 
of this section, the disallowed deductions al-
located to the law-practice activity are 
treated as deductions from the law-practice 
activity for 1995. 

(iv) Rules relating to former passive activi-
ties will be contained in paragraph (k) of this 
section. Under those rules, any disallowed 
deductions from the rental activity that are 
treated as deductions from the law-practice 
activity will be treated as unused deductions 
that are allocable to a former passive activ-
ity. 

Example 5. (i) The taxpayer owns stock in a 
corporation that is an S corporation for the 
taxpayer’s 1993 taxable year and a C 
coporation thereafter. The only activity of 
the corporation is a rental activity. For 1993, 
the taxpayer’s pro rata share of the corpora-
tion’s loss from the rental activity is $5,000, 
and the entire loss is disallowed under 
§ 1.469–1T(f)(2) of this section. 

(ii) Under § 1.469–1T(f)(2), the taxpayer’s 
$5,000 loss from the rental activity is allo-
cated among the taxpayer’s deductions from 
that activity for 1993. In 1994, the rental ac-
tivity is continued through a C corporation, 
and the taxpayer’s interest in the C corpora-
tion is treated under paragraph (f)(4)(ii) of 
this section as a passive activity that con-
tinues the rental activity (the C corporation 
activity) for purposes of allocating the pre-
viously disallowed loss. Thus, the disallowed 
deductions from the rental activity for 1993 
must be allocated under paragraph 
(f)(4)(i)(A) of this section to the taxpayer’s C 
corporation activity in 1994, and are treated 
under paragraph (f)(4)(i)(B) of this section as 
deductions from the C corporation activity 
for 1994. 

(iii) Treating the taxpayer’s interest in the 
C corporation as an interest in a passive ac-
tivity that continues the business of the 
rental activity does not change the char-

acter of the taxpayer’s dividend income from 
the C corporation. Thus, the taxpayer’s divi-
dend income is portfolio income (within the 
meaning of § 1.469–2T(c)(3)(i)) and is not in-
cluded in passive activity gross income. Ac-
cordingly, the taxpayer’s loss from the C cor-
poration activity for 1994 is $5,000. 

Example 6. (i) The taxpayer owns stock in a 
corporation that is an S corporation for the 
taxpayer’s 1993 taxable year and a C corpora-
tion thereafter. The only activity of the cor-
poration is a rental activity. For 1993, the 
taxpayer’s pro rata share of the corpora-
tion’s loss from the rental activity is $5,000, 
and the entire loss is disallowed under 
§ 1.469–1T(f)(2). The taxpayer has $2,000 in in-
come from other passive activities for 1994, 
and as a result, only 60% of the taxpayer’s 
loss from the C corporation activity ($3,000) 
is disallowed for 1994 under § 1.469–1T(f)(2). 

(ii) Under § 1.469–1T(f)(2), the $3,000 dis-
allowed loss from the C corporation activity 
is allocated among the passive activity de-
ductions from that activity for 1994. In ef-
fect, therefore, 60 percent of each disallowed 
deduction from the rental activity for 1993 is 
again disallowed for 1994. 

(iii) Under paragraph (f)(4) of this section, 
the taxpayer’s interest in the C corporation 
is treated as a loss activity and as an inter-
est in a passive activity that continues the 
business of that loss activity for 1995. Thus, 
the disallowed deductions from the C cor-
poration activity for 1994 must be allocated 
under paragraph (f)(4)(i)(A) of this section to 
the taxpayer’s C corporation activity in 1995, 
and are treated under paragraph (f)(4)(i)(B) 
of this section as deductions from that activ-
ity for 1995. 

(g)(1)–(g)(4)(ii)(B) [Reserved] 
(g)(4)(ii)(C) Portfolio income (within 

the meaning of § 1.469–2T(c)(3)(i)), in-
cluding any gross income that is treat-
ed as portfolio income under any other 
provision of the regulations (See, e.g., 
§ 1.469–2(c)(2)(iii)(F) (relating to gain 
from the disposition of substantially 
appreciated property formerly held for 
investment) and § 1.469–2(f)(10) (relating 
to certain recharacterized passive ac-
tivity gross income)) 

(5) [Reserved] 
(h)(1) In general. This paragraph (h) 

provides rules for applying section 469 
in computing a consolidated group’s 
consolidated taxable income and con-
solidated tax liability (and the sepa-
rate taxable income and tax liability of 
each member). 

(2) Definitions. The definitions and 
nomenclature in the regulations under 
section 1502 apply for purposes of this 
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paragraph (h). See, e.g., §§ 1.1502–1 (defi-
nitions of group, consolidated group, 
member, subsidiary, and consolidated 
return year), 1.1502–2 (consolidated tax 
liability), 1.1502–11 (consolidated tax-
able income), 1.1502–12 (separate tax-
able income), 1.1502–13 (intercompany 
transactions), 1.1502–21 (net operating 
losses, and 1.1502–22 (consolidated net 
capital gain and loss). 

(3) [Reserved] 
(4) Status and participation of mem-

bers—(i) Determination by reference to 
status and participation of group. For 
purposes of section 469 and the regula-
tions thereunder— 

(A) Each member of a consolidated 
group shall be treated as a closely held 
corporation or personal service cor-
poration, respectively, for the taxable 
year, if and only if the consolidated 
group is treated (under the rules of 
paragraph (h)(4)(ii) of this section) as a 
closely held corporation or personal 
service corporation for that year; and 

(B) The determination of whether a 
trade or business activity (within the 
meaning of paragraph (e)(2) of this sec-
tion) conducted by one or more mem-
bers of a consolidated group is a pas-
sive activity of the members is made 
by reference to the consolidated 
group’s participation in the activity. 

(ii) Determination of status and partici-
pation of consolidated group. For pur-
poses of determining under § 1.469– 
1T(g)(2) whether a consolidated group 
is treated as a closely held corporation 
or a personal service corporation, and 
determining under § 1.469–1T(g)(3) 
whether the consolidated group materi-
ally or significantly participates in any 
activity conducted by one or more 
members of the group— 

(A) The members of the consolidated 
group shall be treated as one corpora-
tion; 

(B) Only the outstanding stock of the 
common parent shall be treated as out-
standing stock of the corporation; 

(C) An employee of any member of 
the group shall be treated as an em-
ployee of the corporation; and 

(D) An activity is treated as the prin-
cipal activity of the corporation if and 
only if it is the principal activity 
(within the meaning of § 1.441–3(e)) of 
the consolidated group. 

(5) [Reserved] 

(6) Intercompany transactions—(i) In 
general. Section 1.1502–13 applies to de-
termine the treatment under section 
469 of intercompany items and cor-
responding items from intercompany 
transactions between members of a 
consolidated group. For example, the 
matching rule of § 1.1502–13(c) treats 
the selling member (S) and the buying 
member (B) as divisions of a single cor-
poration for purposes of determining 
whether S’s intercompany items and 
B’s corresponding items are from a pas-
sive activity. Thus, for purposes of ap-
plying § 1.469–2(c)(2)(iii) and § 1.469– 
2T(d)(5)(ii) to property sold by S to B in 
an intercompany transaction— 

(A) S and B are treated as divisions 
of a single corporation for determining 
the uses of the property during the 12- 
month period preceding its disposition 
to a nonmember, and generally have an 
aggregate holding period for the prop-
erty; and 

(B) § 1.469–2(c)(2)(iv) does not apply. 
(ii) Example. The following example 

illustrates the application of this para-
graph (h)(6). 

Example. (i) P, a closely held corporation, 
is the common parent of the P consolidated 
group. P owns all of the stock of S and B. X 
is a person unrelated to any member of the 
P group. S owns and operates equipment 
that is not used in a passive activity. On 
January 1 of Year 1, S sells the equipment to 
B at a gain. B uses the equipment in a pas-
sive activity and does not dispose of the 
equipment before it has been fully depre-
ciated. 

(ii) Under the matching rule of § 1.1502– 
13(c), S’s gain taken into account as a result 
of B’s depreciation is treated as gain from a 
passive activity even though S used the 
equipment in a nonpassive activity. 

(iii) The facts are the same as in paragraph 
(a) of this Example, except that B sells the 
equipment to X on December 1 of Year 3 at 
a further gain. Assume that if S and B were 
divisions of a single corporation, gain from 
the sale to X would be passive income attrib-
utable to a passive activity. To the extent of 
B’s depreciation before the sale, the results 
are the same as in paragraph (ii) of this Ex-
ample. B’s gain and S’s remaining gain taken 
into account as a result of B’s sale are treat-
ed as attributable to a passive activity. 

(iv) The facts are the same as in paragraph 
(iii) of this Example, except that B recog-
nizes a loss on the sale to X. B’s loss and S’s 
gain taken into account as a result of B’s 
sale are treated as attributable to a passive 
activity. 
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(iii) Effective dates. This paragraph 
(h)(6) applies with respect to trans-
actions occurring in years beginning on 
or after July 12, 1995. For transactions 
occurring in years beginning before 
July 12, 1995, see § 1.469–1T(h)(6) (as con-
tained in the 26 CFR part 1 edition re-
vised as of April 1, 1995). 

(h)(7)–(k) [Reserved] 

[T.D. 8417, 57 FR 20750, May 15, 1992; 57 FR 
28612, June 26, 1992, as amended by T.D. 8417, 
59 FR 45623, Sept. 2, 1994; T.D. 8597, 60 FR 
36684, July 18, 1995; T.D. 8677, 61 FR 33322, 
June 27, 1996; T.D. 8823, 64 FR 36099, July 2, 
1999; T.D. 8996, 67 FR 35012, May 17, 2002] 

§ 1.469–1T General rules (temporary). 
(a) Passive activity loss and credit dis-

allowed—(1) In general. Except as other-
wise provided in paragraph (a)(2) of this 
section— 

(i) The passive activity loss for the 
taxable year shall not be allowed as a 
deduction; and 

(ii) The passive activity credit for the 
taxable year shall not be allowed. 

(2) Exceptions. Paragraph (a)(1) of this 
section shall not apply to the passive 
activity loss or the passive activity 
credit for the taxable year to the ex-
tent provided in— 

(i) Section 469(i) and the rules to be 
contained in § 1.469–9T (relating to 
losses and credits attributable to cer-
tain rental real estate activities); and 

(ii) Section 1.469–11T (relating to 
losses and credits attributable to cer-
tain pre-enactment interests in activi-
ties). 

(b) Taxpayers to whom these rules 
apply. The rules of section 469 and the 
regulations thereunder generally apply 
to— 

(1) Individuals; 
(2) Trusts (other than trusts (or por-

tions of trusts) described in section 
671); 

(3) Estates; 
(4) Personal service corporations 

(within the meaning of paragraph 
(g)(2)(i) of this section); and 

(5) Closely held corporations (within 
the meaning of paragraph (g)(2)(ii) of 
this section). 

(c) Cross references—(1) Definition of 
‘‘passive activity.’’ Rules relating to the 
definition of the term ‘‘passive activ-
ity’’ are contained in paragraph (e) of 
this section. 

(2) Passive activity loss. Rules relating 
to the computation of the passive ac-
tivity loss for the taxable year are con-
tained in § 1.469–2T. 

(3) Passive activity credit. Rules relat-
ing to the computation of the passive 
activity credit for the taxable year are 
contained in § 1.469–3T. 

(4) Effect of rules for other purposes. 
Rules relating to the effect of section 
469 and the regulations thereunder for 
other purposes under the Code are con-
tained in paragraph (d) of this section. 

(5) Special rule for oil and gas working 
interests. Rules relating to the treat-
ment of losses and credits from certain 
interests in oil and gas wells are con-
tained in paragraph (e)(4) of this sec-
tion 

(6) Treatment of disallowed losses and 
credits. Paragraph (f) of this section 
contains rules relating to— 

(i) The treatment of deductions from 
passive activities in taxable years in 
which the passive activity loss is dis-
allowed in whole or in part under para-
graph (a)(1)(i) of this section; and 

(ii) The treatment of credits from 
passive activities in taxable years in 
which the passive activity credit is dis-
allowed in whole or in part under para-
graph (a)(1)(ii) of this section. 

(7) Corporation subject to section 469. 
Rules relating to the application of 
section 469 and regulations thereunder 
to C corporations are contained in 
paragraph (g) of this section. 

(8) [Reserved] 
(9) Joint returns. Rules relating to the 

application of section 469 and the regu-
lations thereunder to spouses filing a 
joint return for the taxable year are 
contained in paragraph (j) of this sec-
tion. 

(10) Material participation. Rules de-
fining the term ‘‘material participa-
tion’’ are contained in § 1.469–5T. 

(11) Effective date and transition rules. 
Rules relating to the effective date of 
section 469 and the regulations there-
under and transition rules applicable 
to pre-enactment interests in activities 
are contained in § 1.469–11T. 

(12) Future regulations. (i) Rules relat-
ing to former passive activities and 
changes in corporate status will be 
contained in paragraph (k) of this sec-
tion. 
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(ii) Rules relating to the definition of 
‘‘activity’’ will be contained in § 1.469– 
4T. 

(iii) Rules relating to the treatment 
of deductions from activities that are 
disposed of in certain transactions will 
be contained in § 1.469–6T. 

(iv) Rules relating to the treatment 
of self-charged items of income and ex-
pense will be contained in § 1.469–7T. 

(v) Rules relating to the application 
of section 469 and the regulations 
thereunder to trusts, estates, and their 
beneficiaries will be contained in 
§ 1.469–8T. 

(vi) Rules relating to the treatment 
of income, deductions, and credits from 
certain rental real estate activities of 
individuals and certain estates will be 
contained in § 1.469–9T. 

(vii) Rules relating to the application 
of section 469 to publicly traded part-
nerships will be contained in § 1.469– 
10T. 

(d) Effect of section 469 and the regula-
tions thereunder for other purposes—(1) 
Treatment of items of passive activity in-
come and gain. Neither the provisions of 
section 469 (a)(1) and paragraph (a)(1) of 
this section nor the characterization of 
items of income or deduction as pas-
sive activity gross income (within the 
meaning of § 1.469–2T (c)) or passive ac-
tivity deductions (within the meaning 
of § 1.469–2T (d)) affects the treatment 
of any item of income or gain under 
any provision of the Internal Revenue 
Code other than section 469. The fol-
lowing example illustrates the applica-
tion of this paragraph (d)(1): 

Example. (i) In 1991, an individual’s only in-
come and loss from passive activities are a 
$10,000 capital gain from passive activity X 
and a $12,000 ordinary loss from passive ac-
tivity Y. The taxpayer also has a $10,000 cap-
ital loss that is not derived from a passive 
activity. 

(ii) Under § 1.469–2T (b), the taxpayer has a 
$2,000 passive activity loss for the taxable 
year. The only effect of section 469 and the 
regulations thereunder is to disallow a de-
duction for the taxpayer’s $2,000 passive ac-
tivity loss for the taxable year. Thus, the 
taxpayer’s capital loss for the taxable year is 
allowed because the $10,000 capital gain from 
passive activity X is taken into account 
under section 1211 (b) in computing the tax-
payer’s allowable capital loss for the year. 

(2) Coordination with sections 613A(d) 
and 1211. [Reserved]. See § 1.469–1(d)(2) 
for rules relating to this paragraph. 

(3) Treatment of passive activity losses. 
Except as otherwise provided by regu-
lations, a deduction that is disallowed 
for a taxable year under section 469 and 
the regulations thereunder is not taken 
into account as a deduction that is al-
lowed for the taxable year in com-
puting the amount subject to any tax 
imposed by subtitle A of the Internal 
Revenue Code. The following example 
illustrates the application of this para-
graph (d)(3): 

Example. An individual has a $5,000 passive 
activity loss for a taxable year, all of which 
is disallowed under paragraph (a)(1) of this 
section. All of the disallowed loss is allo-
cated under paragraph (f) of this section to 
activities that are trades or businesses 
(within the meaning of section 1402(c)). Such 
loss is not taken into account for the taxable 
year in computing the taxpayer’s taxable in-
come subject to tax under section 1. In addi-
tion, under this paragraph (d)(3), such loss is 
not taken into account for the taxable year 
in computing the taxpayer’s net earnings 
from self-employment subject to tax under 
section 1401. 

(e) Definition of ‘‘passive activity’’—(1) 
In general. Except as otherwise pro-
vided in this paragraph (e), an activity 
is a passive activity of the taxpayer for 
a taxable year if and only if the activ-
ity— 

(i) Is a trade or business activity 
(within the meaning of paragraph (e)(2) 
of this section) in which the taxpayer 
does not materially participate for 
such taxable year; or 

(ii) Is a rental activity (within the 
meaning of paragraph (e)(3) of this sec-
tion), without regard to whether or to 
what extent the taxpayer participates 
in such activity. 

(2) Trade or business activity. [Re-
served]. See § 1.469–1(e)(2) for rules re-
lating to this paragraph. 

(3) Rental activity—(i) In general. Ex-
cept as otherwise provided in this para-
graph (e)(3), an activity is a rental ac-
tivity for a taxable year if— 

(A) During such taxable year, tan-
gible property held in connection with 
the activity is used by customers or 
held for use by customers; and 

(B) The gross income attributable to 
the conduct of the activity during such 
taxable year represents (or, in the case 
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of an activity in which property is held 
for use by customers, the expected 
gross income from the conduct of the 
activity will represent) amounts paid 
or to be paid principally for the use of 
such tangible property (without regard 
to whether the use of the property by 
customers is pursuant to a lease or 
pursuant to a service contract or other 
arrangement that is not denominated a 
lease). 

(ii) Exceptions. For purposes of this 
paragraph (e)(3), an activity involving 
the use of tangible property is not a 
rental activity for a taxable year if for 
such taxable year— 

(A) The average period of customer 
use for such property is seven days or 
less; 

(B) The average period of customer 
use for such property is 30 days or less, 
and significant personal services (with-
in the meaning of paragraph (e)(3)(iv) 
of this section) are provided by or on 
behalf of the owner of the property in 
connection with making the property 
available for use by customers; 

(C) Extraordinary personal services 
(within the meaning of paragraph 
(e)(3)(v) of this section) are provided by 
or on behalf of the owner of the prop-
erty in connection with making such 
property available for use by customers 
(without regard to the average period 
of customer use); 

(D) The rental of such property is 
treated as incidental to a nonrental ac-
tivity of the taxpayer under paragraph 
(e)(3)(vi) of this section; 

(E) The taxpayer customarily makes 
the property available during defined 
business hours for nonexclusive use by 
various customers; or 

(F) The provision of the property for 
use in an activity conducted by a part-
nership, S corporation, or joint venture 
in which the taxpayer owns an interest 
is not a rental activity under para-
graph (e)(3)(vii) of this section. 

(iii) Average period of customer use. 
[Reserved]. See § 1.469–1(e)(3)(iii) for 
rules relating to this paragraph. 

(iv) Significant personal services—(A) 
In general. For purposes of paragraph 
(e)(3)(ii)(B) of this section, personal 
services include only services per-
formed by individuals, and do not in-
clude excluded services (within the 
meaning of paragraph (e)(3)(iv)(B) of 

this section). In determining whether 
personal services provided in connec-
tion with making property available 
for use by customers are significant, 
all of the relevant facts and cir-
cumstances shall be taken into ac-
count. Relevant facts and cir-
cumstances include the frequency with 
which such services are provided, the 
type and amount of labor required to 
perform such services, and the value of 
such services relative to the amount 
charged for the use of the property. 

(B) Excluded services. For purposes of 
paragraph (e)(3)(iv)(A) of this section, 
the term ‘‘excluded services’’ means, 
with respect to any property made 
available for use by customers— 

(1) Services necessary to permit the 
lawful use of the property; 

(2) Services performed in connection 
with the construction of improvements 
to the property, or in connection with 
the performance of repairs that extend 
the property’s useful life for a period 
substantially longer than the average 
period for which such property is used 
by customers; and 

(3) Services, provided in connection 
with the use of any improved real prop-
erty, that are similar to those com-
monly provided in connection with 
long-term rentals of high-grade com-
mercial or residential real property 
(e.g., cleaning and maintenance of 
common areas, routine repairs, trash 
collection, elevator service, and secu-
rity at entrances or perimeters). 

(v) Extraordinary personal services. For 
purposes of paragraph (e)(3)(ii)(C) of 
this section, extraordinary personal 
services are provided in connection 
with making property available for use 
by customers only if the services pro-
vided in connection with the use of the 
property are performed by individuals, 
and the use by customers of the prop-
erty is incidental to their receipt of 
such services. For example, the use by 
patients of a hospital’s boarding facili-
ties generally is incidental to their re-
ceipt of the personal services provided 
by the hospital’s medical and nursing 
staff. Similarly, the use by students of 
a boarding school’s dormitories gen-
erally is incidental to their receipt of 
the personal services provided by the 
school’s teaching staff. 
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(vi) Rental of property incidental to a 
nonrental activity of the taxpayer—(A) In 
general. For purposes of paragraph 
(e)(3)(ii)(D) of this section, the rental 
of property shall be treated as inci-
dental to a nonrental activity of the 
taxpayer only to the extent provided in 
this paragraph (e)(3)(vi). 

(B) Property held for investment. The 
rental of property during a taxable 
year shall be treated as incidental to 
an activity of holding such property for 
investment if and only if— 

(1) The principal purpose for holding 
the property during such taxable year 
is to realize gain from the appreciation 
of the property (without regard to 
whether it is expected that such gain 
will be realized from the sale or ex-
change of the property in its current 
state of development); and 

(2) The gross rental income from the 
property for such taxable year is less 
than two percent of the lesser of— 

(i) The unadjusted basis of such prop-
erty; and 

(ii) The fair market value of such 
property. 

(C) Property used in a trade or business. 
The rental of property during a taxable 
year shall be treated as incidental to a 
trade or business activity (within the 
meaning of paragraph (e)(2) of this sec-
tion) if and only if— 

(1) The taxpayer owns an interest in 
such trade or business activity during 
the taxable year; 

(2) The property was predominantly 
used in such trade or business activity 
during the taxable year or during at 
least two of the five taxable years that 
immediately precede the taxable year; 
and 

(3) The gross rental income from such 
property for the taxable year is less 
than two percent of the lesser of— 

(i) The unadjusted basis of such prop-
erty; and 

(ii) The fair market value of such 
property. 

(D) Lodging for convenience of em-
ployer. [Reserved]. See § 1.469– 
1(e)(3)(vi)(D) for rules relating to this 
paragraph. 

(E) Unadjusted basis. [Reserved]. See 
§ 1.469–1(e)(3)(vi)(E) for rules relating to 
this paragraph. 

(vii) Property made available for use in 
a nonrental activity conducted by a part-

nership, S corporation, or joint venture in 
which the taxpayer owns an interest. If 
the taxpayer owns an interest in a 
partnership, S corporation, or joint 
venture conducting an activity other 
than a rental activity, and the tax-
payer provides property for use in the 
activity in the taxpayer’s capacity as 
an owner of an interest in such part-
nership, S corporation, or joint ven-
ture, the provision of such property is 
not a rental activity. Thus, if a partner 
contributes the use of property to a 
partnership, none of the partner’s dis-
tributive share of partnership income 
is income from a rental activity unless 
the partnership is engaged in a rental 
activity. In addition, a partner’s gross 
income attributable to a payment de-
scribed in section 707(c) is not income 
from a rental activity under any cir-
cumstances (see § 1.469–2T (e)(2)). The 
determination of whether property 
used in an activity is provided by the 
taxpayer in the taxpayer’s capacity as 
an owner of an interest in a partner-
ship, S corporation, or joint venture 
shall be made on the basis of all of the 
facts and circumstances. 

(viii) Examples. The following exam-
ples illustrate the application of this 
paragraph (e)(3): 

Example 1. The taxpayer is engaged in an 
activity of leasing photocopying equipment. 
The average period of customer use for the 
equipment exceeds 30 days. Pursuant to the 
lease agreements, skilled technicians em-
ployed by the taxpayer maintain the equip-
ment and service malfunctioning equipment 
for no additional charge. Service calls occur 
frequently (three times per week on average) 
and require substantial labor. The value of 
the maintenance and repair services (meas-
ured by the cost to the taxpayer of employ-
ees performing these services) exceeds 50 per-
cent of the amount charged for the use of the 
equipment. Under these facts, services per-
formed by individuals are provided in con-
nection with the use of the photocopying 
equipment, but the customers’ use of the 
photocopying equipment is not incidental to 
their receipt of the services. Therefore, ex-
traordinary personal services (within the 
meaning of paragraph (e)(3)(v) of this sec-
tion) are not provided in connection with 
making the photocopying equipment avail-
able for use by customers, and the activity is 
a rental activity. 

Example 2. The facts are the same as in Ex-
ample 1, except that the average period of 
customer use for the photocopying equip-
ment exceeds seven days but does not exceed 
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30 days. Under these facts, significant per-
sonal services (within the meaning of para-
graph (e)(3)(iv) of this section) are provided 
in connection with making the photocopying 
equipment available for use by customers 
and, under paragraph (e)(3)(ii)(B) of this sec-
tion, the activity is not a rental activity. 

Example 3. The taxpayer is engaged in an 
activity of transporting goods for customers. 
In conducting the activity, the taxpayer pro-
vides tractor-trailers to transport goods for 
customers pursuant to arrangements under 
which the tractor-trailers are selected by the 
taxpayer, may be replaced at the sole option 
of the taxpayer, and are operated and main-
tained by drivers and mechanics employed 
by the taxpayer. The average period of cus-
tomer use for the tractor-trailers exceeds 30 
days. Under these facts, the use of tractor- 
trailers by the taxpayer’s customers is inci-
dental to their receipt of personal services 
provided by the taxpayer. Accordingly, the 
services performed in the activity are ex-
traordinary personal services (within the 
meaning of paragraph (e)(3)(v) of this sec-
tion) and, under paragraph (e)(3)(ii)(C) of this 
section, the activity is not a rental activity. 

Example 4. The taxpayer is engaged in an 
activity of owning and operating a residen-
tial apartment hotel. For the taxable year, 
the average period of customer use for apart-
ments exceeds seven days but does not ex-
ceed 30 days. In addition to cleaning public 
entrances, exists, stairways, and lobbies, and 
collecting and removing trash, the taxpayer 
provides a daily maid and linen service at no 
additional charge. All of the services other 
than maid and linen service are excluded 
services (within the meaning of paragraph 
(e)(3)(iv)(B) of this section), because such 
services are similar to those commonly pro-
vided in connection with long-term rentals 
of high-grade residential real property. The 
value of the maid and linen services (meas-
ured by the cost to the taxpayer of employ-
ees performing such services) is less than 10 
percent of the amount charged to tenants for 
occupancy of apartments. Under these facts, 
neither significant personal services (within 
the meaning of paragraph (e)(3)(iv) of this 
section) nor extraordinary personal services 
(within the meaning of paragraph (e)(3)(v) of 
this section) are provided in connection with 
making apartments available for use by cus-
tomers. Accordingly, the activity is a rental 
activity. 

Example 5. The taxpayer owns 1,000 acres of 
unimproved land with a fair market value of 
$350,000 and an unadjusted basis of $210,000. 
The taxpayer holds the land for the principal 
purpose of realizing gain from appreciation. 
In order to defray the cost of carrying the 
land, the taxpayer leases the land to a ranch-
er, who uses the land to graze cattle and 
pays rent of $4,000 per year. Thus, the gross 
rental income from the land is less than two 
percent of the lesser of the fair market value 

and the unadjusted basis of the land 
(.02 × $210,000=$4,200). Accordingly, under 
paragraph (e)(3)(ii)(D) of this section, the 
rental of the land is not a rental activity be-
cause the rental is treated under paragraph 
(e)(3)(vi)(B) of this section as incidental to 
an activity of holding the property for in-
vestment. 

Example 6. (i) A calendar year taxpayer 
owns an interest in a farming activity which 
is a trade or business activity (within the 
meaning of paragraph (e)(2) of this section) 
and owns farmland which was used in the 
farming activity in 1985 and 1986. The fair 
market value of the farmland is $350,000 and 
its unadjusted basis is $210,000. In 1987, 1988, 
and 1989, the taxpayer continues to own an 
interest in the farming activity but does not 
use the land in the activity. In 1987, the tax-
payer leases the land for $4,000 to a rancher, 
who uses the land to graze cattle. In 1988, the 
taxpayer leases the land for $10,000 to a film 
production company, which uses the land to 
film scenes for a movie. In 1989, the taxpayer 
again leases the land for $4,000 to the ranch-
er. 

(ii) For 1987 and 1989, the taxpayer owns an 
interest in a trade or business activity, and 
the farmland which the taxpayer leases to 
the rancher was used in such activity for two 
out of the five immediately preceding tax-
able years. In addition, the gross rental in-
come from the land ($4,000) is less than two 
percent of the lesser of the fair market value 
and the unadjusted basis of the land 
(.02x$210,000=$4,200). Accordingly, the tax-
payer’s rental of the land is treated under 
paragraph (e)(3)(vi)(C) of this section as inci-
dental to the taxpayer’s farming activity, 
and is not a rental activity. 

(iii) Because the taxpayer’s gross rental in-
come from the land for 1988 ($10,000) is not 
less than two percent of the lesser of the fair 
market value and the unadjusted basis of the 
land, the requirement of paragraph 
(e)(3)(vi)(C)(3) of this section is not met. 
Therefore, the taxpayer’s rental of the land 
in 1988 is not treated as incidental to the 
taxpayer’s farming activity and is a rental 
activity. 

Example 7. (i) In 1988, the taxpayer acquires 
vacant land for the purpose of constructing a 
shopping mall. Before commencing construc-
tion, the taxpayer leases the land under a 
one-year lease to an automobile dealer, who 
uses the land to park cars held in its inven-
tory. The taxpayer commences construction 
of the shopping mall in 1989. 

(ii) The taxpayer acquired the land for the 
principal purpose of constructing the shop-
ping mall, not for the principal purpose of re-
alizing gain from the appreciation of the 
property. Therefore, the rental of the prop-
erty in 1988 is not treated under paragraph 
(e)(3)(vi)(B) of this section as incidental to 
an activity of holding the property for in-
vestment. 
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(iii) The land has not been used in any tax-
able year in any trade or business of the tax-
payer. Therefore, the rental of the property 
in 1988 is not treated under paragraph 
(e)(3)(vi)(C) of this section as incidental to a 
trade or business activity. 

(iv) Since the rental of the land in 1988 is 
not treated under paragraph (e)(3)(vi) of this 
section as incidental to a nonrental activity 
of the taxpayer, the rental of the land in 1988 
is a rental activity. See § 1.469–2T(f)(3) for a 
special rule relating to the treatment of 
gross income from the rental of nondepre-
ciable property. 

Example 8. The taxpayer makes farmland 
available to a tenant farmer pursuant to an 
arrangement designated a ‘‘crop-share 
lease.’’ Under the arrangement, the tenant is 
required to use the tenant’s best efforts to 
farm the land and produce marketable crops. 
The taxpayer is obligated to pay 50 percent 
of the costs incurred in the activity (without 
regard to whether any crops are successfully 
produced or marketed), and is entitled to 50 
percent of the crops produced (or 50 percent 
of the proceeds from marketing the crops). 
For purposes of paragraph (e)(3)(vii) of this 
section, the taxpayer is treated as providing 
the farmland for use in a farming activity 
conducted by a joint venture in the tax-
payer’s capacity as an owner of an interest 
in the joint venture. Accordingly, under 
paragraph (e)(3)(ii)(F) of this section, the 
taxpayer is not engaged in a rental activity, 
without regard to whether the taxpayer per-
forms any services in the farming activity. 

Example 9. The taxpayer owns a taxicab 
which the taxpayer operates during the day 
and leases to another driver for use at night 
under a one-year lease. Under the terms of 
the lease, the other driver is charged a fixed 
rental for use of the taxicab. Assume that, 
under the rules to be contained in § 1.469–4T, 
the taxpayer is engaged in two separate ac-
tivities, an activity of operating the taxicab 
and an activity of making the taxicab avail-
able for use by the other driver. Under these 
facts, the period for which the other driver 
uses the taxicab exceeds 30 days, and the tax-
payer does not provide extraordinary per-
sonal services in connection with making the 
taxicab available to the other driver. Ac-
cordingly, the lease of the taxicab is a rental 
activity. 

Example 10. The taxpayer operates a golf 
course. Some customers of the golf course 
pay green fees upon each use of the golf 
course, while other customers purchase 
weekly, monthly, or annual passes. The golf 
course is open to all customers from sunrise 
to sunset every day of the year except cer-
tain holidays and days on which the tax-
payer determines that the course is too wet 
for play. The taxpayer thus makes the golf 
course available during prescribed hours for 
nonexclusive use by various customers. Ac-
cordingly, under paragraph (e)(3)(ii)(E) of 

this section, the taxpayer is not engaged in 
a rental activity, without regard to the aver-
age period of customer use for the golf 
course. 

(4) Special rule for oil and gas working 
interests—(i) In general. Except as oth-
erwise provided in paragraph (e)(4)(ii) 
of this section, an interest in an oil or 
gas well drilled or operated pursuant to 
a working interest (within the meaning 
of paragraph (e)(4)(iv) of this section) 
of a taxpayer is not an interest in a 
passive activity for the taxpayer’s tax-
able year (without regard to whether 
the taxpayer materially participates in 
such activity) if at any time during 
such taxable year the taxpayer holds 
such working interest either— 

(A) Directly; or 
(B) Through an entity that does not 

limit the liability of the taxpayer with 
respect to the drilling or operation of 
such well pursuant to such working in-
terest. 

(ii) Exception for deductions attrib-
utable to a period during which liability is 
limited—(A) In general. If paragraph 
(e)(4)(i) of this section applies for a tax-
able year to the taxpayer’s interest in 
an oil or gas well that would, but for 
the application of paragraph (e)(4)(i) of 
this section, by an interest in a passive 
activity for the taxable year, and the 
taxpayer has a net loss (within the 
meaning of paragraph (e)(4)(ii)(C)(3) of 
this section) from the well for the tax-
able year— 

(1) The taxpayer’s disqualified deduc-
tions (within the meaning of paragraph 
(e)(4)(ii)(C)(2) of this section) from such 
oil or gas well for such year shall be 
treated as passive activity deductions 
for such year (within the meaning of 
§ 1.469–2T(d)); and 

(2) A ratable portion (within the 
meaning of paragraph (e)(4)(ii)(C)(4) of 
this section) of the taxpayer’s gross in-
come from such oil or gas well for such 
year shall be treated as passive activ-
ity gross income for such year (within 
the meaning of § 1.469–2T(c)). 

(B) Coordination with rules governing 
the identification of disallowed passive 
activity deductions. If gross income and 
deductions from an activity for a tax-
able year are treated as passive activ-
ity gross income and passive activity 
deductions under paragraph (e)(4)(ii)(A) 
of this section, such activity shall be 
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treated as a passive activity for such 
year for purposes of applying para-
graph (f) (2) and (4) of this section. 

(C) Meaning of certain terms. For pur-
poses of this paragraph (e)(4)(ii), the 
following terms shall have the mean-
ings set forth below: 

(1) Allocable deductions. The deduc-
tions allocable to a taxable year are 
any deductions that arise in such year 
(within the meaning of § 1.469–2T (d)(8)) 
and any deductions that are treated as 
deductions for such year under para-
graph (f)(4) of this section. 

(2) Disqualified deductions. The tax-
payer’s ‘‘disqualified deductions’’ from 
an oil or gas well for a taxable year are 
the taxpayer’s deductions— 

(i) That are attributable to such well 
and allocable to the taxable year; and 

(ii) With respect to which economic 
performance (within the meaning of 
section 461(h), without regard to sec-
tion 461 (h)(3) or (i)(2)) occurs at a time 
during which the taxpayer’s only inter-
est in the working interest is held 
through an entity that limits the tax-
payer’s liability with respect to the 
drilling or operation of such well. 

(3) Net loss. The ‘‘net loss’’ of a tax-
payer from an oil or gas well for a tax-
able year equals the amount by which 
the taxpayer’s deductions that are at-
tributable to such oil or gas well and 
allocable to such year exceeds the 
gross income of the taxpayer from such 
well for such year. 

(4) Ratable portion. The ‘‘ratable por-
tion’’ of the taxpayer’s gross income 
from an oil or gas well for a taxable 
year equals the total amount of such 
gross income multiplied by the frac-
tion obtained by dividing— 

(i) The disqualified deductions from 
such oil or gas well for the taxable 
year; by 

(ii) The total amount of the deduc-
tions that are attributable to such oil 
or gas well and allocable to the taxable 
year. 

(iii) Examples. The following exam-
ples illustrate the application of para-
graphs (e)(4) (i) and (ii) of this section: 

Example 1. (i) A, a calendar year individual, 
acquires on January 1, 1987, a general part-
nership interest in P, a calendar year part-
nership that holds a working interest in an 
oil or gas property. Pursuant to the partner-
ship agreement, A is entitled to convert the 
general partnership interest into a limited 

partnership interest at any time. On Decem-
ber 1, 1987, pursuant to a contract with D, an 
independent drilling contractor, P com-
mences drilling a single well pursuant to the 
working interest. Under the drilling con-
tract, P pays D for the drilling only as the 
work is performed. All drilling costs are de-
ducted by P in the year in which they are 
paid. At the end of 1987, A converts the gen-
eral partnership interest into a limited part-
nership interest, effective immediately. The 
drilling of the well is completed on February 
28, 1988. A’s interest in the well would but for 
this paragraph (e)(4) be an interest in a pas-
sive activity. 

(ii) Throughout 1987, A holds the working 
interest through an entity that does not 
limit A’s liability with respect to the drill-
ing of the well pursuant to the working in-
terest. In 1988, however, A holds the working 
interest through an entity that limits A’s li-
ability with respect to the drilling and oper-
ation of the well throughout such year. Ac-
cordingly, under paragraph (e)(4)(i) of this 
section, A’s interest in P’s well is not an in-
terest in a passive activity for 1987 but is an 
interest in a passive activity for 1988. More-
over, since economic performance occurs in 
1987 with respect to all items of deduction 
for drilling costs that are allocable to 1987, A 
has no disqualified deductions for 1987. 

Example 2. The facts are the same as in Ex-
ample 1, except that all costs of drilling 
under the contract with D (including costs of 
drilling performed after 1987) are paid before 
the end of 1987 and A has a net loss for 1987. 
In addition, A has $15,000 of total deductions 
that are attributable to the well and allo-
cable to 1987, but economic performance (as 
that term is used in paragraph 
(e)(4)(ii)(C)(2)(ii) of this section) does not 
occur with respect to $5,000 of those deduc-
tions until 1988. Under paragraph (e)(4)(ii) of 
this section, the $5,000 of deductions with re-
spect to which economic performance occurs 
in 1988 are disqualified deductions and are 
treated as passive activity deductions for 
1987. In addition, one-third ($5,000/$15,000) of 
A’s gross income from the well for 1987 is 
treated as passive activity gross income. 

(iv) Definition of ‘‘working interest.’’ 
[Reserved]. See § 1.469–1(e)(4)(iv) for 
rules relating to this paragraph. 

(v) Entities that limit liability—(A) Gen-
eral rule. For purposes of paragraph 
(e)(4)(i)(B) of this section, an entity 
limits the liability of the taxpayer 
with respect to the drilling or oper-
ation of a well pursuant to a working 
interest held through such entity if the 
taxpayer’s interest in the entity is in 
the form of— 
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(1) A limited partnership interest in a 
partnership in which the taxpayer is 
not a general partner; 

(2) Stock in a corporation; or 
(3) An interest in any entity (other 

than a limited partnership or corpora-
tion) that, under applicable State law, 
limits the potential liability of a hold-
er of such an interest for all obliga-
tions of the entity to a determinable 
fixed amount (for example, the sum of 
the taxpayer’s capital contributions). 

(B) Other limitations disregarded. For 
purposes of this paragraph (e)(4), pro-
tection against loss through any of the 
following is not taken into account in 
determining whether a taxpayer holds 
a working interest through an entity 
that limits the taxpayer’s liability: 

(1) An indemnification agreement; 
(2) A stop loss arrangement; 
(3) Insurance; 
(4) Any similar arrangement; or 
(5) Any combination of the foregoing. 
(C) Examples. The following examples 

illustrate the application of this para-
graph (e)(4)(v): 

Example 1. A owns a 20 percent interest as 
a general partner in the capital and profits 
of P, a partnership which owns oil or gas 
working interests. The other partners of P 
agree to indemnify A against liability in ex-
cess of A’s capital contribution for any of P’s 
costs and expenses with respect to P’s work-
ing interests. As a general partner, however, 
A is jointly and severally liable for all of P’s 
liabilities and, under paragraph (e)(4)(v)(B)(1) 
of this section, the indemnification agree-
ment is not taken into account in deter-
mining whether A holds the working inter-
ests through an entity that limits A’s liabil-
ity. Accordingly, the partnership does not 
limit A’s liability with respect to the drill-
ing or operation of wells pursuant to the 
working interests. 

Example 2. B owns a 10 percent interest in 
X, an entity (other than a limited partner-
ship or corporation) created under applicable 
State law to hold working interests in oil or 
gas properties. Under applicable State law, B 
is liable without limitation for 10 percent of 
X’s costs and expenses with respect to X’s 
working interests but is not liable for the re-
maining 90 percent of such costs and ex-
penses. Since B’s liability for the obligations 
of X is not limited to a determinable fixed 
amount (within the meaning of paragraph 
(e)(4)(v)(A)(3) of this section), the entity does 
not limit B’s liability with respect to the 
drilling or operation of wells pursuant to the 
working interests. 

Example 3. C is both a general partner and 
a limited partner in a partnership that owns 

a working interest in oil or gas property. Be-
cause C owns an interest as a general partner 
in each well drilled pursuant to the working 
interest, C’s entire interest in each well 
drilled pursuant to the working interest is 
treated under paragraph (e)(4)(i) of this sec-
tion as an interest in an activity that is not 
a passive activity (without regard to wheth-
er C materially participates in such activ-
ity). 

(vi) Cross reference to special rule for 
income from certain oil or gas properties. 
A special rule relating to the treat-
ment of income from certain interests 
in oil or gas properties is contained in 
§ 1.469–2T(c)(6). 

(5) Rental of dwelling unit. [Reserved]. 
See § 1.469–2(d)(2)(xii) for rules relating 
to this paragraph. 

(6) Activity of trading personal prop-
erty—(i) In general. An activity of trad-
ing personal property for the account 
of owners of interests in the activity is 
not a passive activity (without regard 
to whether such activity is a trade or 
business activity (within the meaning 
of paragraph (e)(2) of this section)). 

(ii) Personal property. For purposes of 
this paragraph (e)(6), the term ‘‘per-
sonal property’’ means personal prop-
erty (within the meaning of section 
1092(d), without regard to paragraph (3) 
thereof). 

(iii) Example. The following example 
illustrates the application of this para-
graph (e)(6): 

Example. A partnership is a trader of 
stocks, bonds, and other securities (within 
the meaning of section 1236(c)). The capital 
employed by the partnership in the trading 
activity consists of amounts contributed by 
the partners in exchange for their partner-
ship interests, and funds borrowed by the 
partnership. The partnership derives gross 
income from the activity in the form of in-
terest, dividends, and capital gains. Under 
these facts, the partnership is treated as con-
ducting an activity of trading personal prop-
erty for the account of its partners. Accord-
ingly, under this paragraph (e)(6), the activ-
ity is not a passive activity. 

(f) Treatment of disallowed passive ac-
tivity losses and credits—(1) Scope of this 
paragraph. The rules in this paragraph 
(f)— 

(i) Identify the passive activity de-
ductions that are disallowed for any 
taxable year in which all or a portion 
of the taxpayer’s passive activity loss 
is disallowed under paragraph (a)(1)(i) 
of this section; 
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(ii) Identify the credits from passive 
activities that are disallowed for any 
taxable year in which all or a portion 
of the taxpayer’s passive activity cred-
it is disallowed under paragraph 
(a)(1)(i) of this section; and 

(iii) Provide for the carryover of dis-
allowed deductions and credits. 

(2) Identification of disallowed passive 
activity deductions—(i) Allocation of dis-
allowed passive activity loss among activi-
ties—(A) General rule. If all or any por-
tion of the taxpayer’s passive activity 
loss is disallowed for the taxable year 
under paragraph (a)(1)(i) of this sec-
tion, a ratable portion of the loss (if 
any) from each passive activity of the 
taxpayer is disallowed. For purposes of 
the preceding sentence, the ratable 
portion of a loss from an activity is 
computed by multiplying the passive 
activity loss that is disallowed for the 
taxable year by the fraction obtained 
by dividing— 

(1) The loss from the activity for the 
taxable year; by 

(2) The sum of the losses for the tax-
able year from all activities having 
losses for such year. 

(B) Loss from an activity. For purposes 
of this paragraph (f)(2)(i), the term 
‘‘loss from an activity’’ means— 

(1) The amount by which the passive 
activity deductions from the activity 
for the taxable year (within the mean-
ing of § 1.469–2T(d)) exceed the passive 
activity gross income from the activity 
for the taxable year (within the mean-
ing of § 1.469–2T(c)); reduced by 

(2) Any part of such amount that is 
allowed under section 469(i) and the 
rules to be contained in § 1.469–9T (re-
lating to the $25,000 allowance for cer-
tain rental real estate activities). 

(C) Significant participation passive ac-
tivities. If the taxpayer’s passive activ-
ity gross income from significant par-
ticipation passive activities (within 
the meaning of § 1.469–2T(f)(2)(ii)) for 
the taxable year (determined without 
regard to § 1.469–2T(f)(2) through (4)) ex-
ceeds the taxpayer’s passive activity 
deductions from such activities for the 
taxable year, such activities shall be 
treated, solely for purposes of applying 
this paragraph (f)(2)(i) for the taxable 
year, as a single activity that does not 
have a loss for such taxable year. 

(D) Examples. The following examples 
illustrate the application of this para-
graph (f)(2)(i): 

Example 1. An individual holds interests in 
three passive activities, A, B, and C. The 
gross income and deductions from these ac-
tivities for the taxable year are as follows: 

A B C Total 

Gross income ........................................................................................ $7,000 $4,000 $12,000 $23,000 
Deductions ............................................................................................ (16,000 ) (20,000 ) (8,000 ) (44,000 ) 

Net income (loss) .................................................................... ($9,000 ) ($16,000 ) $4,000 ($21,000 ) 

The taxpayer’s $21,000 passive activity loss 
for the taxable year is disallowed under para-
graph (a)(1)(i) of this section. Therefore, a 
ratable portion of the losses from activities 
A and B is disallowed. The disallowed por-
tion of each loss is determined as follows: 
A: $21,000×$9,000/$25,000 .................................... $7,560 

B: $21,000×$16,000/$25,000 .................................. $13,440 

Total ........................................................... $21,000 

Example 2. An individual holds interests in 
four passive activities, A, B, C, and D. The 
results of operations of these activities for 
the taxable year are as follows: 

A B C D Total 

Gross income ................................................................ 15,000 5,000 10,000 10,000 40,000 
Deductions .................................................................... (5,000 ) (10,000 ) (20,000 ) (8,000 ) (43,000 ) 

Net income (loss) ............................................ 10,000 (5,000 ) (10,000 ) 2,000 (3,000 ) 

Activities A and B are significant partici-
pation passive activities (within the mean-
ing of § 1.469–2T(f)(2)(ii)). The gross income 
from these activities for the taxable year 
($20,000) exceeds the passive activity deduc-

tions from those activities for the taxable 
year ($15,000) by $5,000 and, under § 1.469– 
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2T(f)(2), $5,000 of gross income from those ac-
tivities is treated as not from a passive ac-
tivity. Therefore, solely for purposes of ap-
plying this paragraph (f)(2)(i) for the taxable 
year, activities A and B are treated as a sin-
gle activity that does not have a loss for the 
taxable year. Under § 1.469–2T(b), the tax-
payer’s passive activity loss for the taxable 
year is $8,000 ($43,000 of passive activity de-
ductions minus $35,000 of passive activity 
gross income). The results of treating activi-
ties A and B as a single activity that does 
not have a loss for the taxable year is that 
none of the $8,000 passive activity loss is al-
located under this paragraph (f)(2)(i) to ac-
tivity B for the taxable year, even though 
the taxpayer incurred a loss in that activity 
for the taxable year. 

(ii) Allocation within loss activities— 
(A) In general. If all or any portion of a 
taxpayer’s loss from an activity is dis-
allowed under paragraph (f)(2)(i) of this 
section for the taxable year, a ratable 
portion of each passive activity deduc-
tion (other than an excluded deduction 
(within the meaning of paragraph 
(f)(2)(ii)(B) of this section)) of the tax-
payer from such activity is disallowed. 
For purposes of the preceding sentence, 
the ratable portion of a passive activ-
ity deduction of a taxpayer is the 
amount of the disallowed portion of the 
taxpayer’s loss from the activity (with-
in the meaning of paragraph (f)(2)(i)(B) 
of this section) for the taxable year 
multiplied by the fraction obtained by 
dividing— 

(1) The amount of such deduction; by 
(2) The sum of all passive activity de-

ductions (other than excluded deduc-
tions (within the meaning of paragraph 
(f)(2)(ii)(B) of this section)) of the tax-
payer from such activity from the tax-
able year. 

(B) Excluded deductions. The term 
‘‘excluded deduction’’ means any pas-
sive activity deduction of a taxpayer 
that is taken into account in com-
puting the taxpayer’s net income from 
an item of property for a taxable year 
in which an amount of the taxpayer’s 
gross income from such item of prop-
erty is treated as not from a passive 
activity under § 1.469–2T(c)(6) or § 1.469– 
2T(f) (5), (6), or (7). 

(iii) Separately identified deductions. In 
identifying the deductions from an ac-
tivity that are disallowed under this 
paragraph (f)(2), the taxpayer need not 
account separately for a deduction un-
less such deduction may, if separately 

taken into account, result in an in-
come tax liability for any taxable year 
different from that which would result 
were such deduction not taken into ac-
count separately. For related rules ap-
plicable to partnerships and S corpora-
tions, see § 1.702–1(a)(8)(ii) and section 
1366(a)(1)(A), respectively. Deductions 
that must be accounted for separately 
include (but are not limited to) deduc-
tions that— 

(A) Arise in a rental real estate ac-
tivity (within the meaning of section 
469(i) and the rules to be contained in 
§ 1.469–9T) in taxable years in which the 
taxpayer actively participates (within 
the meaning of section 469(i) and the 
rules to be contained in § 1.469–9T) in 
such activity; 

(B) Arise in a rental real estate activ-
ity (within the meaning of section 
469(i) and the rules to be contained in 
§ 1.469–9T) in taxable years in which the 
taxpayer does not actively participate 
(within the meaning of section 469(i) 
and the rules to be contained in § 1.469– 
9T) in such activity; or 

(C) Are taken into account under sec-
tion 1211 (relating to the limitation on 
capital losses) or section 1231 (relating 
to property used in a trade or business 
and involuntary conversions). 

(3) Identification of disallowed credits 
from passive activities—(i) General rule. If 
all or any portion of the taxpayer’s 
passive activity credit is disallowed for 
the taxable year under paragraph 
(a)(1)(ii) of this section, a ratable por-
tion of each credit from each passive 
activity of the taxpayer is disallowed. 
For purposes of the preceding sentence, 
the ratable portion of a credit of a tax-
payer is computed by multiplying the 
portion of the taxpayer’s passive activ-
ity credit that is disallowed for the 
taxable year by the fraction obtained 
by dividing— 

(A) The amount of the credit; by 
(B) The sum of all of the taxpayer’s 

credits from passive activities for the 
taxable year. 

(ii) Coordination rule. For purposes of 
paragraph (f)(3)(i) of this section, the 
credits from a passive activity do not 
include any credit or portion of a cred-
it that— 

(A) Is allowed for the taxable year 
under section 469(i) and the rules to be 
contained in § 1.469–9T (relating to the 
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$25,000 allowance for certain rental real 
estate activities); or 

(B) Increases the basis of property 
during the taxable year under section 
469(j)(9) and the rules to be contained 
in § 1.469–6T (relating to the election to 
increase the basis of certain property 
by disallowed credits). 

(iii) Separately identified credits. In 
identifying the credits from an activity 
that are disallowed under this para-
graph (f)(3), the taxpayer need not ac-
count separately for any credit unless 
such credit may, if separately taken 
into account, result in an income tax 
liability for any taxable year different 
from that which would result were 
such credit not taken into account sep-
arately. For related rules applicable to 
partnerships and S corporations, see 
§ 1.702–1(a)(8)(ii) and section 
1366(a)(1)(A), respectively. Credits that 
must be accounted for separately in-
clude (but are not limited to)— 

(A) Credits (other than the low-in-
come housing and rehabilitation in-
vestment credits) from a rental real es-
tate activity (within the meaning of 
section 469(i) and the rules to be con-
tained in § 1.469–9T) that arise in a tax-
able year in which the taxpayer ac-
tively participates (within the meaning 
of section 469(i) and the rules to be con-
tained in § 1.469–9T) in such activity; 

(B) Credits (other than the low-in-
come housing and rehabilitation in-
vestment credits) from a rental real es-
tate activity (within the meaning of 
section 469(i) and the rules to be con-
tained in § 1.469–9T) that arise in a tax-
able year in which the taxpayer does 
not actively participate (within the 
meaning of section 469(i) and the rules 
to be contained in § 1.469–9T) in such 
activity; 

(C) Low-income housing and rehabili-
tation investment credits from a rental 
real estate activity (within the mean-
ing of section 469(i) and the rules to be 
contained in § 1.469–9T); and 

(D) Any credit that is subject to the 
limitations of sections 26(a), 28(d)(2), 
29(b)(5), or 38(c) in a manner that dif-
fers from the manner in which any 
other credit is subject to such limita-
tions. 

(4) Carryover of disallowed deductions 
and credits. [Reserved]. See § 1.469–1(f)(4) 
for rules relating to this paragraph. 

(g) Application of these rules to C cor-
porations—(1) In general. Except as oth-
erwise provided in the rules to be con-
tained in paragraph (k) of this section, 
section 469 and the regulations there-
under do not apply to any corporation 
that is not a personal service corpora-
tion or a closely held corporation for 
the taxable year. See paragraphs (g) (4) 
and (5) of this section for special rules 
for computing the passive activity loss 
and passive activity credit, respec-
tively, of a closely held corporation. 

(2) Definitions. For purposes of sec-
tion 469 and the regulations there-
under— 

(i) The term personal service corpora-
tion means a C corporation that is a 
personal service corporation for the 
taxable year (within the meaning of 
§ 1.441–3(c)); and 

(ii) The term closely held corporation 
means a C corporation that meets the 
stock ownership requirements of sec-
tion 542(a)(2) (taking into account the 
modifications in section 465(a)(3)) for 
the taxable year and is not a personal 
service corporation for such year. 

(3) Participation of corporations—(i) 
Material participation. For purposes of 
section 469 and the regulations there-
under, a corporation described in para-
graph (g)(2) of this section shall be 
treated as materially participating in 
an activity for a taxable year if and 
only if— 

(A) One or more individuals, each of 
whom is treated under paragraph 
(g)(3)(iii) of this section as materially 
participating in such activity for the 
taxable year, directly or indirectly 
hold (in the aggregate) more than 50 
percent (by value) of the outstanding 
stock of such corporation; or 

(B) In the case of a closely held cor-
poration (within the meaning of para-
graph (g)(2)(ii) of this section), the re-
quirements of section 465(c)(7)(C) (with-
out regard to clause (iv) thereof and 
taking into account section 
465(c)(7)(D)) are met with respect to 
such activity. 

(ii) Significant participation. For pur-
poses of § 1.469–2T(f)(2), an activity of a 
corporation described in paragraph 
(g)(2) of this section shall be treated as 
a significant participation passive ac-
tivity for a taxable year if and only if— 
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(A) The corporation is not treated as 
materially participating in such activ-
ity for the taxable year; and 

(B) One or more individuals, each of 
whom is treated under paragraph 
(g)(3)(iii) of this section as signifi-
cantly participating in such activity, 
directly or indirectly hold (in the ag-
gregate) more than 50 percent (by 
value) of the outstanding stock of such 
corporation. 

(iii) Participation of individual. 
Whether an individual is treated for 
purposes of this paragraph (g)(3) as ma-
terially participating or significantly 
participating in an activity of a cor-
poration shall be determined under the 
rules of § 1.469–5T, except that in apply-
ing such rules— 

(A) All activities of the corporation 
shall be treated as activities in which 
the individual holds an interest in de-
termining whether the individual par-
ticipates (within the meaning of § 1.469– 
5T(f)) in an activity of the corporation; 
and 

(B) The individual’s participation in 
all activities other than activities of 
the corporation shall be disregarded in 
determining whether the individual’s 
participation in an activity of the cor-
poration is treated as material partici-
pation under § 1.469–5T(a)(4) (relating to 
material participation in significant 
participation activities). 

(4) Modified computation of passive ac-
tivity loss in the case of closely held cor-
porations—(i) In general. A closely held 
corporation’s passive activity loss for 
the taxable year is the amount, if any, 
by which the corporation’s passive ac-
tivity deductions for the taxable year 
(within the meaning of § 1.469–2T(d)) ex-
ceed the sum of— 

(A) The corporation’s passive activ-
ity gross income for the taxable year 
(within the meaning of § 1.469–2T(c)); 
and 

(B) The corporation’s net active in-
come for the taxable year. 

(ii) Net active income. For purposes of 
this paragraph (g)(4), a corporation’s 
net active income for the taxable year 
is such corporation’s taxable income 

for the taxable year, determined with-
out regard to the following items for 
the year: 

(A) Passive activity gross income; 
(B) Passive activity deductions; 
(C) [Reserved]. See § 1.469–1(g)(4)(ii)(C) 

for rules relating to this paragraph. 
(D) Gross income that is treated 

under § 1.469–2T(c)(6) (relating to gross 
income from certain oil or gas prop-
erties) as not from a passive activity; 

(E) Gross income and deductions 
from any trade or business activity 
(within the meaning of paragraph (e)(2) 
of this section) that is described in 
paragraph (e)(6) of this section (relat-
ing to certain activities of trading per-
sonal property) but only if the corpora-
tion did not materially participate in 
such activity for the taxable year; 

(F) Deductions described in § 1.469– 
2T(d)(2)(i), (ii), and (iv) (relating to cer-
tain deductions attributable to port-
folio income); and 

(G) Interest expense allocated under 
§ 1.163–8T to a portfolio expenditure 
(within the meaning of § 1.163–8T(b)(6)). 

(iii) Examples. The following exam-
ples illustrate the application of this 
paragraph (g)(4): 

Example 1. (i) For 1987, X, a closely held 
corporation, is engaged in two activities, a 
trade or business activity in which X materi-
ally participates for 1987 and a rental activ-
ity. X also holds portfolio investments. For 
1987, X has the following gross income and 
deductions: 
Gross income: 

Rents .......................................................... $60,000 
Gross income from business ...................... 100,000 
Portfolio income .......................................... 35,000 

Total ..................................................... $195,000 

Deductions: 
Rental deductions ....................................... ($100,000) 
Business deductions (80,000).
Interest expense allocable to portfolio ex-

penditures under § 1.163–8T .................. (10,000) 
Deductions (other than interest expense) 

clearly and directly allocable to portfolio 
income ..................................................... (5,000) 

Total ..................................................... ($195,000) 

(ii) The corporation’s net active income for 
1987 is $20,000, computed as follows: 

Gross income ................................................................................................................. $195,000 
Amounts not taken into account in computing net active income: 

Rents (see paragraph (g)(4)(ii)(A) of this section) ................................................. $60,000 
Portfolio income (see paragraph (g)(4)(ii)(C) of this section) ................................ $35,000 
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$95,000 ($95,000) 

Gross income taken into account in computing net active income .............................. $100,000 $100,000 

Deductions ..................................................................................................................... ($195,000) 
Amounts not taken into account in computing net active income: 

Rental deductions (see paragraph (g)(4)(ii)(B) of this section) ............................. ($100,000) 
Interest expense allocated to portfolio expenditures (see paragraph (g)(4)(ii)(G) 

of this section) ..................................................................................................... ($10,000) 
Other deductions clearly and directly allocable to portfolio income (see paragraph 

(g)(4)(ii)(F) of this section) ......................................................................................... ($5,000) 

($115,000) $115,000 

Deductions taken into account in computing net active income ................................... ($80,000) ($80,000) 

Net active income .......................................................................................................... $20,000 

(iii) Under paragraph (g)(4)(i) of this sec-
tion, X’s passive activity loss for 1987 is 
$20,000, the amount by which the passive ac-
tivity deductions for the taxable year 
($100,000) exceed the sum of (a) the passive 
activity gross income for the taxable year 
($60,000) and (b) the net active income for the 
taxable year ($20,000). Under paragraph (f)(4) 
of this section, the $20,000 of deductions from 
X’s rental activity that are disallowed for 
1987 are treated as deductions from the rent-
al activity for 1988. If computed without re-
gard to the net active income for the taxable 
year, X’s passive activity loss would be 
$40,000 ($100,000 of rental deductions minus 
$60,000 of rental income). Thus, the effect of 
the rule in paragraph (g)(4)(i) of this section 
is to reduce the corporation’s passive activ-
ity loss for the taxable year by the amount 
of the corporation’s net active income for 
such year. 

(iv) Under these facts, X’s taxable income 
for 1987 is $20,000, computed as follows: 
Gross income ............................. $195,000 
Deductions: 

Total deductions ................. ($195,000) 
Passive activity loss ........... $20,000 

Allowable deductions .......... ($175,000) ($175,000) 

Taxable income ......................... $20,000 

Example 2. (i) The facts are the same as in 
Example 1, except that, in 1988, X has a loss 
from the trade or business activity, and a 
net operating loss (‘‘NOL’’) of $15,000 that is 
carried back under section 172(b) to 1987. 
Since NOL carrybacks are taken into ac-
count in computing net active income, X’s 
net active income for 1987 must be recom-
puted as follows: 
Net active income before NOL carryback ......... $20,000 
NOL carryback ................................................... ($15,000) 

Net active income .............................................. $5,000 

(ii) Under these facts, X’s disallowed pas-
sive activity loss for 1987 is $35,000, the 
amount by which the passive activity deduc-
tions for the taxable year ($100,000) exceed 

the sum of (a) the passive activity gross in-
come for the taxable year ($60,000) and (b) 
the net active income for the taxable year 
($5,000). 

(iii) Under paragraph (f)(4) of this section, 
the $35,000 of deductions from X’s rental ac-
tivity that are disallowed for 1987 are treated 
as deductions from the rental activity for 
1988. X’s taxable income for 1987 is $20,000, 
computed as follows: 
Gross income ............................. $195,000 
Deductions: 

Total deductions ................. ($210,000) 
Passive activity loss ........... $35,000 
Allowable deductions .......... ($175,000) ($175,000) 

Taxable income ......................... $20,000 

Thus, taking the NOL carryback into ac-
count in computing net active income for 
1987 does not affect X’s taxable income for 
1987, but increases the deductions treated 
under paragraph (f)(4) as deductions from X’s 
rental activity for 1988 and decreases X’s 
NOL carryover to years other than 1987. 

(5) Allowance of passive activity credit 
of closely held corporations to extent of 
net active income tax liability—(i) In gen-
eral. Solely for purposes of determining 
the amount disallowed under para-
graph (a)(1)(ii) of this section, a closely 
held corporation’s passive activity 
credit for the taxable year shall be re-
duced by such corporation’s net active 
income tax liability for such year. 

(ii) Net active income tax liability. For 
purposes of paragraph (g)(5)(i) of this 
section, a corporation’s net active in-
come tax liability for a taxable year is 
the amount (if any) by which— 

(A) The corporation’s regular tax li-
ability (within the meaning of section 
26(b)) for the taxable year, determined 
by reducing the corporation’s taxable 
income for such year by an amount 
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equal to the excess (if any) of the cor-
poration’s passive activity gross in-
come for such year over the corpora-
tion’s passive activity deductions for 
such year; exceeds 

(B) The sum of— 
(1) The corporation’s regular tax li-

ability for the taxable year, deter-
mined by reducing the corporation’s 
taxable income for such year by an 
amount equal to the excess (if any) of 
the sum of the corporation’s net active 
income (within the meaning of para-
graph (g)(4)(ii) of this section) and pas-
sive activity gross income for such 
year over the corporation’s passive ac-
tivity deductions for such year; and 

(2) The corporation’s credits (other 
than credits from passive activities) 
that are allowable for the taxable year 
(without regard to the limitations con-
tained in sections 26(a), 28(d)(2), 
29(b)(5), 38(c), and 469). 

(h) Special rules for affiliated group fil-
ing consolidated return. (1)–(2) [Re-
served] 

(3) Disallowance of consolidated group’s 
passive activity loss or credit. A consoli-
dated group’s passive activity loss or 
passive activity credit for the taxable 
year shall be disallowed to the extent 
provided in paragraph (a) of this sec-
tion. For purposes of the preceding sen-
tence, a consolidated group’s passive 
activity loss and passive activity credit 
shall be determined by taking into ac-
count the following items of each 
member of such group: 

(i) Passive activity gross income; 
(ii) Passive activity deductions; 
(iii) Net active income (in the case of 

a consolidated group treated as a close-
ly held corporation under paragraph 
(h)(4)(ii) of this section); and 

(iv) Credits from passive activities. 
(4) [Reserved]. See § 1.469–1(h)(4) for 

rules relating to this paragraph. 
(5) Modification of rules for identifying 

disallowed passive activity deductions and 
credits—(i) Identification of disallowed 
deductions. In applying paragraphs (f) 
(2) and (4) of this section to a consoli-
dated group for purposes of identifying 
the passive activity deductions of such 
consolidated group and of each member 
of such consolidated group that are dis-
allowed for the taxable year and treat-
ed as deductions from activities for the 

succeeding taxable year, the following 
rules shall apply: 

(A) A ratable portion (within the 
meaning of paragraph (h)(5)(ii) of this 
section) of the passive activity loss of 
the consolidated group that is dis-
allowed for the taxable year shall be 
allocated to each member of the group; 

(B) Pararaph (f)(2) of this section 
shall then be applied to each member 
of the group as if— 

(1) Such member were a separate tax-
payer; and 

(2) The amount allocated to such 
member under paragraph (h)(5)(i)(A) of 
this section were the amount of such 
member’s passive activity loss that is 
disallowed for the taxable year; and 

(C) Paragraph (f)(4) of this section 
shall be applied to each member of the 
group as if it were a separate taxpayer. 

(ii) Ratable portion of disallowed pas-
sive activity loss. For purposes of para-
graph (h)(5)(i)(A) of this section, a 
member’s ratable portion of the dis-
allowed passive activity loss of the 
consolidated group is the amount of 
such disallowed loss multiplied by the 
fraction obtained by dividing— 

(A) The amount of the passive activ-
ity loss of such member of the consoli-
dated group that would be disallowed 
for the taxable year if the items of 
gross income and deduction of such 
member were the only items of the 
group for such year; by 

(B) The sum of the amounts described 
in paragraph (h)(5)(ii)(A) of this section 
for all members of the group. 

(iii) Identification of disallowed credits. 
In applying paragraph (f)(3) of this sec-
tion to a consolidated group for pur-
poses of identifying the credits from 
passive activities of members of such 
consolidated group that are disallowed 
for the taxable year, the consolidated 
group shall be treated as one taxpayer. 
Thus, a ratable portion of each of the 
group’s credits from passive activities 
is disallowed. 

(6) [Reserved] 
(7) Disposition of stock of a member of 

an affiliated group. Any gain recognized 
by a member on the disposition of 
stock of a subsidiary (including income 
resulting from the recognition of an ex-
cess loss account under § 1.1502–19) shall 
be treated as portfolio income (within 
the meaning of § 1.469–2T (c)(3)(i)). 
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(8) Dispositions of property used in mul-
tiple activities. The determination of 
whether § 1.469–2T(c)(2)(ii) or (iii) or 
(d)(5)(ii) applies to a disposition (in-
cluding a deemed disposition described 
in paragraph (h)(6)(iii)(C)(1) of this sec-
tion) of property by a member of a con-
solidated group shall be made by treat-
ing such member as having held the 
property for the entire period that the 
group has owned such property and as 
having used the property in all of the 
activities in which the group has used 
such property 

(i) [Reserved] 
(j) Spouses filing joint return—(1) In 

general. Except as otherwise provided 
in the regulations under section 469, 
spouses filing a joint return for a tax-
able year shall be treated for such year 
as one taxpayer for purposes of section 
469 and the regulations thereunder 
Thus, for example, spouses filing a 
joint return are treated as one tax-
payer for purposes of— 

(i) Section 1.469–2T (relating gen-
erally to the computation of such tax-
payer’s passive activity loss); and 

(ii) Paragraph (f) of this section (re-
lating to the allocation of such tax-
payer’s disallowed passive activity loss 
and passive activity credit among ac-
tivities and the identification of dis-
allowed passive activity deductions and 
credits from passive activities). 

(2) Exceptions to treatment as one tax-
payer—(i) Identification of disallowed de-
ductions and credits. For purposes of 
paragraphs (f)(2)(iii) and (3)(iii) of this 
section, spouses filing a joint return 
for the taxable year must account sep-
arately for the deductions and credits 
attributable to the interests of each 
spouse in any activity. 

(ii) Treatment of deductions disallowed 
under sections 704(d), 1366(d), and 465. 
Notwithstanding any other provision of 
this section or § 1.469–2T, this para-
graph (j) shall not affect the applica-
tion of section 704(d), section 1366(d), or 
section 465 to taxpayers filing a joint 
return for the taxable year. 

(iii) Treatment of losses from working 
interests. Paragraph (e)(4) of this sec-
tion (relating to losses and credits 
from certain interests in oil and gas 
wells) shall be applied by treating a 
husband and wife (whether or not filing 
a joint return) as separate taxpayers. 

(3) Joint return no longer filed. If an in-
dividual— 

(A) Does not file a joint return for 
the taxable years; and 

(B) Filed a joint return for the imme-
diately preceding taxable year; 

then the passive activity deductions 
and credits allocable to such individ-
ual’s activities for the taxable year 
under paragraph (f)(4) of this section 
shall be determined by taking into ac-
count the items of deduction and credit 
attributable to such individual’s inter-
ests in passive activities for the imme-
diately preceding taxable year. See 
paragraph (j)(2)(i) of this section. 

(4) Participation of spouses. Rules 
treating an individual’s participation 
in an activity as participation of such 
individual’s spouse in such activity 
(without regard to whether the spouses 
file a joint return) are contained in 
§ 1.469–5T(f)(3). 

(k) Former passive activities and 
changes in status of corporations. [Re-
served] 

[T.D. 8175, 53 FR 5700, Feb. 25, 1988, as amend-
ed by T.D. 8253, 54 FR 20535, May 12, 1989; 
T.D. 8319, 55 FR 49038, Nov. 26, 1990; T.D. 8417, 
57 FR 20753, May 15, 1992; 58 FR 29536, May 21, 
1993; 58 FR 45059, Aug. 26, 1993; 59 FR 17478, 
Apr. 13, 1994; T.D. 8560, 59 FR 41674, Aug. 15, 
1994; T.D. 8597, 60 FR 36685, July 18, 1995; T.D. 
8996, 67 FR 35012, May 17, 2002] 

§ 1.469–2 Passive activity loss. 
(a)–(c)(2)(ii) [Reserved] 
(c)(2)(iii) Disposition of substantially 

appreciated property formerly used in 
nonpassive activity—(A) In general. If an 
interest in property used in an activity 
is substantially appreciated at the 
time of its disposition, any gain from 
the disposition shall be treated as not 
from a passive activity unless the in-
terest in property was used in a passive 
activity for either— 

(1) 20 percent of the period during 
which the taxpayer held the interest in 
property; or 

(2) The entire 24-month period ending 
on the date of the disposition. 

(B) Date of disposition. For purposes of 
this paragraph (c)(2)(iii), a disposition 
of an interest in property is deemed to 
occur on the date that the interest in 
property becomes subject to an oral or 
written agreement that either requires 
the owner or gives the owner an option 
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to transfer the interest in property for 
consideration that is fixed or otherwise 
determinable on that date. 

(C) Substantially appreciated property. 
For purposes of this paragraph 
(c)(2)(iii), an interest in property is 
substantially appreciated if the fair 
market value of the interest in prop-
erty exceeds 120 percent of the adjusted 
basis of the interest. 

(D) Investment property. For purposes 
of this paragraph (c)(2)(iii), an interest 
in property is treated as an interest in 
property used in an activity other than 
a passive activity and as an interest in 
property held for investment for any 
period during which the interest is held 
through a C corporation or similar en-
tity. An entity is similar to a C cor-
poration for this purpose if the owners 
of interests in the entity derive only 
portfolio income (within the meaning 
of § 1.469–2T) from the interests. 

(E) Coordination with § 1.469– 
2T(c)(2)(ii). If § 1.469–2T(c)(2)(ii) applies 
to the disposition of an interest in 
property, this paragraph (c)(2)(iii) ap-
plies only to that portion of the gain 
from the disposition of the interest in 
property that is characterized as gain 
from a passive activity after the appli-
cation of § 1.469–2T(c)(2)(ii). 

(F) Coordination with section 163(d). 
Gain that is treated as not from a pas-
sive activity under this paragraph 
(c)(2)(iii) is treated as income described 
in section 469(e)(1)(A) and § 1.469– 
2T(c)(3)(i) if and only if the gain is 
from the disposition of an interest in 
property that was held for investment 
for more than 50 percent of the period 
during which the taxpayer held that in-
terest in property in activities other 
than passive activities. 

(G) Examples. The following examples 
illustrate the application of this para-
graph (c)(2)(iii): 

Example 1. A acquires a building on Janu-
ary 1, 1993, and uses the building in a trade 
or business activity in which A materially 
participates until March 31, 2004. On April 1, 
2004, A leases the building to B. On December 
31, 2005, A sells the building. At the time of 
the sale, A’s interest in the building is sub-
stantially appreciated (within the meaning 
of paragraph (c)(2)(iii)(C) of this section). As-
suming A’s lease of the building to B con-
stitutes a rental activity (within the mean-
ing of § 1.469–1T(e)(3)), the building is used in 
a passive activity for 21 months (April 1, 

2004, through December 31, 2005). Thus, the 
building was not used in a passive activity 
for the entire 24-month period ending on the 
date of the sale. In addition, the 21-month 
period during which the building was used in 
a passive activity is less than 20 percent of 
A’s holding period for the building (13 years). 
Therefore, the gain from the sale is treated 
under this paragraph (c)(2)(iii) as not from a 
passive activity. 

Example 2. (i) A, an individual, is a stock-
holder of corporation X. X is a C corporation 
until December 31, 1993, and is an S corpora-
tion thereafter. X acquires a building on 
January 1, 1993, and sells the building on 
March 1, 1994. At the time of the sale, A’s in-
terest in the building held through X is sub-
stantially appreciated (within the meaning 
of paragraph (c)(2)(iii)(C) of this section). 
The building is leased to various tenants at 
all times during the period in which it is 
held by X. Assume that the lease of the 
building would constitute a rental activity 
(within the meaning of § 1.469–1T(e)(3)) with 
respect to a person that holds the building 
directly or through an S corporation. 

(ii) Paragraph (c)(2)(iii)(D) of this section 
provides that an interest in property is 
treated for purposes of this paragraph 
(c)(2)(iii) as used in an activity other than a 
passive activity and as held for investment 
for any period during which the interest is 
held through a C corporation. Thus, for pur-
poses of determining the character of A’s 
gain from the sale of the building, A’s inter-
est in the building is treated as an interest 
in property held for investment for the pe-
riod from January 1, 1993, to December 31, 
1993, and as an interest in property used in a 
passive activity for the period from January 
1, 1994, to February 28, 1994. 

(iii) A’s interest in the building was not 
used in a passive activity for the entire 24- 
month period ending on the date of the sale. 
In addition, the 2-month period during which 
A’s interest in the building was used in a 
passive activity is less than 20 percent of the 
period during which A held an interest in the 
building (14 months). Therefore, the gain 
from the sale is treated under this paragraph 
(c)(2)(iii) as not from a passive activity. 

(iv) Under paragraph (c)(2)(iii)(F) of this 
section, gain that is treated as nonpassive 
under this paragraph (c)(2)(iii) is treated as 
portfolio income (within the meaning of 
§ 1.469–2T(c)(3)(i)) if the gain is from the dis-
position of an interest in property that was 
held for investment for more than 50 percent 
of the period during which the taxpayer held 
the interest in activities other than passive 
activities. In this case, A’s interest in the 
building was treated as held for investment 
for the entire period during which it was 
used in activities other than passive activi-
ties (i.e., the 12-month period from January 
1, 1993, to December 31, 1993). Accordingly, 
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A’s gain from the sale is treated under this 
paragraph (c)(2)(iii) as portfolio income. 

(iv) Taxable acquisitions. If a taxpayer 
acquires an interest in property in a 
transaction other than a nonrecogni-
tion transaction (within the meaning 
of section 7701(a)(45)), the ownership 
and use of the interest in property be-
fore the transaction is not taken into 
account for purposes of applying this 
paragraph (c)(2) to any subsequent dis-
position of the interest in property by 
the taxpayer. 

(v) Property held for sale to customers— 
(A) Sale incidental to another activity— 
(1) Applicability—(i) In general. This 
paragraph (c)(2)(v)(A) applies to the 
disposition of a taxpayer’s interest in 
property if and only if— 

(A) At the time of the disposition, 
the taxpayer holds the interest in prop-
erty in an activity that, for purposes of 
section 1221(1), involves holding the 
property or similar property primarily 
for sale to customers in the ordinary 
course of a trade or business (a dealing 
activity); 

(B) One or more other activities of 
the taxpayer do not involve holding 
similar property for sale to customers 
in the ordinary course of a trade or 
business (nondealing activities) and 
the interest in property was used in the 
nondealing activity or activities for 
more than 80 percent of the period dur-
ing which the taxpayer held the inter-
est in property; and 

(C) The interest in property was not 
acquired and held by the taxpayer for 
the principal purpose of selling the in-
terest to customers in the ordinary 
course of a trade or business. 

(ii) Principal purpose. For purposes of 
this paragraph (c)(2)(v)(A), a taxpayer 
is rebuttably presumed to have ac-
quired and held an interest in property 
for the principal purpose of selling the 
interest to customers in the ordinary 
course of a trade or business if— 

(A) The period during which the in-
terest in property was used in non-
dealing activities of the taxpayer does 
not exceed the lesser of 24 months or 20 
percent of the recovery period (within 
the meaning of section 168) applicable 
to the property; or 

(B) The interest in property was si-
multaneously offered for sale to cus-
tomers and used in a nondealing activ-

ity of the taxpayer for more than 25 
percent of the period during which the 
interest in property was used in non-
dealing activities of the taxpayer. 

For purposes of the preceding sen-
tence, an interest in property is not 
considered to be offered for sale to cus-
tomers solely because a lessee of the 
property has been granted an option to 
purchase the property. 

(2) Dealing activity not taken into ac-
count. If paragraph (c)(2)(v)(A) applies 
to the disposition of a taxpayer’s inter-
est in property, holding the interest in 
the dealing activity is treated, for pur-
poses of § 1.469–2T(c)(2), as the use of 
the interest in the last nondealing ac-
tivity of the taxpayer in which the in-
terest in property was used prior to its 
disposition. 

(B) Use in a nondealing activity inci-
dental to sale. If paragraph (c)(2)(v)(A) 
of this section does not apply to the 
disposition of a taxpayer’s interest in 
property that is held in a dealing activ-
ity of the taxpayer at the time of dis-
position, the use of the interest in 
property in a nondealing activity of 
the taxpayer for any period during 
which the interest in property is also 
offered for sale to customers is treated, 
for purposes of § 1.469–2T(c)(2), as the 
use of the interest in property in the 
dealing activity of the taxpayer. 

(C) Examples. The following examples 
illustrate the application of this para-
graph (c)(2)(v): 

Example 1. (i) The taxpayer acquires a resi-
dential apartment building on January 1, 
1993, and uses the building in a rental activ-
ity. In January 1996, the taxpayer converts 
the apartments into condominium units. 
After the conversion, the taxpayer holds the 
condominium units for sale to customers in 
the ordinary course of a trade or business of 
dealing in condominium units. (Assume that 
these are dealing operations treated as sepa-
rate activities under § 1.469–4, and that the 
taxpayer materially participates in the ac-
tivity.) In addition, the taxpayer continues 
to use the units in the rental activity until 
they are sold. The units are first held for 
sale on January 1, 1996, and the last unit is 
sold on December 31, 1996. 

(ii) This paragraph (c)(2)(v) provides that 
holding an interest in property in a dealing 
activity (the marketing of the property) is 
treated for purposes of § 1.469–2T(c)(2) as the 
use of the interest in a nondealing activity if 
the marketing of the property is incidental 
to the nondealing use. Under paragraph 
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(c)(2)(v)(A)(2) of this section, the interests in 
property are treated as used in the last non-
dealing activity in which they were used 
prior to their disposition. In addition, para-
graph (c)(2)(v)(A)(1) of this section provides 
rules for determining whether the marketing 
of the property is incidental to the use of an 
interest in property in a nondealing activity. 
Under these rules, the marketing of the 
property is treated as incidental to the use 
in a nondealing activity if the interest in 
property was used in nondealing activities 
for more than 80 percent of the taxpayer’s 
holding period in the property (the holding 
period requirement) and the taxpayer did not 
acquire and hold the interest in property for 
the principal purpose of selling it to cus-
tomers in the ordinary course of a trade or 
business (a dealing purpose). 

(iii) In this case, the apartments were used 
in a rental activity for the entire period dur-
ing which they were held by the taxpayer. 
Thus, the apartments were used in a non-
dealing activity for more than 80 percent of 
the taxpayer’s holding period in the prop-
erty, and the marketing of the property sat-
isfies the holding period requirement. 

(iv) Paragraph (c)(2)(v)(A)(1)(ii) of this sec-
tion provides that a taxpayer is rebuttably 
presumed to have a dealing purpose unless 
the interest in property was used in non-
dealing activities for more than 24 months or 
20 percent of the property’s recovery period 
(whichever is less). The same presumption 
applies if the interest in property was offered 
for sale to customers during more than 25 
percent of the period in which the interest 
was held in nondealing activities. In this 
case, the taxpayer used each apartment in a 
nondealing activity (the rental activity) for 
a period of 36 to 48 months (i.e., from Janu-
ary 1, 1993, to the date of sale in the period 
from January through December 1996). Thus, 
the apartments were used in nondealing ac-
tivities for more than 24 months, and the 
first of the rebuttable presumptions de-
scribed above does not apply. In addition, the 
apartments were offered for sale to cus-
tomers for up to 12 months (depending on the 
month in which the apartment was sold) dur-
ing the period in which the apartments were 
used in a nondealing activity. The percent-
age obtained by dividing the period during 
which an apartment was held for sale to cus-
tomers by the period during which the apart-
ment was used in nondealing activities 
ranges from zero in the case of apartments 
sold on January 1, 1996, to 25 percent (i.e., 12 
months/48 months) in the case of apartments 
sold on December 31, 1996. Thus, no apart-
ment was offered for sale to customers dur-
ing more than 25 percent of the period in 
which it was used in nondealing activities, 
and the second rebuttable presumption does 
not apply. 

(v) Because neither of the rebuttable pre-
sumptions in paragraph (c)(2)(v)(A)(1)((ii) of 

this section applies in this case, the taxpayer 
will not be treated as having a dealing pur-
pose unless other facts and circumstances es-
tablish that the taxpayer acquired and held 
the apartments for the principal purpose of 
selling the apartments to customers in the 
ordinary course of a trade or business. As-
sume that none of the facts and cir-
cumstances suggest that the taxpayer had 
such a purpose. If that is the case, the tax-
payer does not have a dealing purpose. 

(vi) The marketing of the property satis-
fies the holding period requirement, and the 
taxpayer does not have a dealing purpose. 
Thus, holding the apartments in the tax-
payer’s dealing activity is treated for pur-
poses of this paragraph (c)(2) as the use of 
the apartments in a nondealing activity. In 
this case, the rental activity is the only non-
dealing activity in which the apartments 
were used prior to their disposition. Thus, 
the apartments are treated under paragraph 
(c)(2)(v)(A)(2) of this section as interests in 
property that were used only in the rental 
activity for the entire period during which 
the taxpayer held the interests. Accordingly, 
the rules in § 1.469–2T(c)(2)(ii) and paragraph 
(c)(2)(iii) of this section do not apply, and all 
gain from the sale of the apartments is 
treated as passive activity gross income. 

Example 2. (i) The taxpayer acquires a resi-
dential apartment building on January 1, 
1993, and uses the building in a rental activ-
ity. The taxpayer converts the apartments 
into condominium units on July 1, 1993. 
After the conversion, the taxpayer holds the 
condominium units for sale to customers in 
the ordinary course of a trade or business of 
dealing in condominium units. (Assume that 
these are dealing operations treated as sepa-
rate activities under § 1.469–4, and that the 
taxpayer materially participates in the ac-
tivities.) In addition, the taxpayer continues 
to use the units in the rental activity until 
they are sold. The first unit is sold on Janu-
ary 1, 1994, and the last unit is sold on De-
cember 31, 1996. 

(ii) In this case, all of the apartments were 
simultaneously offered for sale to customers 
and used in a nondealing activity of the tax-
payer for more than 25 percent of the period 
during which the apartments were used in 
nondealing activities. Thus, the taxpayer is 
rebuttably presumed to have acquired the 
apartments (including apartments that are 
used in the rental activity for at least 24 
months) for the principal purpose of selling 
them to customers in the ordinary course of 
a trade or business. Assume that the facts 
and circumstances do not rebut this pre-
sumption. If that is the case, the taxpayer 
has a dealing purpose, and paragraph 
(c)(2)(v)(A) of this section does not apply to 
the disposition of the apartments. 

(iii) Paragraph (c)(2)(v)(B) of this section 
provides that if paragraph (c)(2)(v)(A) of this 
section does not apply to the disposition of a 
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taxpayer’s interest in property that is held 
in a dealing activity of the taxpayer at the 
time of the disposition, the use of the inter-
est in property in any nondealing activity of 
the taxpayer for any period during which the 
interest is also offered for sale to customers 
is treated as incidental to the use of the in-
terest in the dealing activity. Accordingly, 
for purposes of applying the rules of § 1.469– 
2T(c)(2) to the disposition of the apartments, 
the rental of the apartments after July 1, 
1993, is treated as the use of the apartments 
in the taxpayer’s dealing activity. 

Example 3. (i) The taxpayer acquires a resi-
dential apartment building on January 1, 
1993, and uses the building in a rental activ-
ity. In January 1996, the taxpayer converts 
the apartments into condominium units. 
After the conversion, the taxpayer holds the 
condominium units for sale to customers in 
the ordinary course of a trade or business of 
dealing in condominium units. (Assume that 
these are dealing operations treated as sepa-
rate activities under § 1.469–4, and that the 
taxpayer materially participates in the ac-
tivities.) In addition, the taxpayer continues 
to use the units in the rental activity until 
they are sold. The units are first held for 
sale on January 1, 1996, and the last unit is 
sold in 1997. 

(ii) The treatment of apartments sold in 
1996 is the same as in Example 1. The apart-
ments sold in 1997, however, were simulta-
neously offered for sale to customers and 
used in a nondealing activity for more than 
25 percent of the period during which the 
apartments were used in nondealing activi-
ties. (For example, an apartment that is sold 
on January 31, 1997, has been offered for sale 
for 13 months or 26.1 percent of the 49-month 
period during which it was used in non-
dealing activities.) Thus, the taxpayer is 
rebuttably presumed to have acquired the 
apartments sold in 1997 for the principal pur-
pose of selling them to customers in the or-
dinary course of a trade of business. Assume 
that the facts and circumstances do not 
rebut this presumption. In that case, the 
marketing of the apartments sold in 1997 
does not satisfy the principal purpose re-
quirement, and paragraph (c)(2)(v)(A) of this 
section does not apply to the disposition of 
those apartments. Accordingly, for purposes 
of applying the rules of § 1.469–2T(c)(2) to the 
disposition of the apartments sold in 1997, 
the rental of the apartments after January 1, 
1996, is treated, under paragraph (c)(2)(v)(B) 
of this section, as the use of the apartments 
in the taxpayer’s dealing activity. 

(c)(3)–(c)(5) [Reserved] 
(c)(6) Gross income from certain oil or 

gas properties—(i) In general. Notwith-
standing any other provision of the 
regulations under section 469, passive 
activity gross income for any taxable 

year does not include an amount of the 
taxpayer’s gross passive income for the 
year from a property described in this 
paragraph (c)(6)(i) equal to the tax-
payer’s net passive income from the 
property for the year. Property is de-
scribed in this paragraph (c)(6)(i) if the 
property is— 

(A) An oil or gas property that in-
cludes an oil or gas well if, for any 
prior taxable year beginning after De-
cember 31, 1986, any of the taxpayer’s 
loss from the well was treated, solely 
by reason of § 1.469–1T(e)(4) (relating to 
a special rule for losses from oil and 
gas working interests), and not by rea-
son of the taxpayer’s material partici-
pation in the activity, as a loss that is 
not from a passive activity; or 

(B) Any property the basis of which 
is determined in whole or in part by 
reference to the basis of property de-
scribed in paragraph (c)(6)(i)(A) of this 
section. 

(ii) Gross and net passive income from 
the property. For purposes of this para-
graph (c)(6)— 

(A) The taxpayer’s gross passive in-
come for any taxable year from any 
property described in paragraph 
(c)(6)(i) of this section is any passive 
activity gross income for the year (de-
termined without regard to this para-
graph (c)(6) and § 1.469–2T(f)) from the 
property; 

(B) The taxpayer’s net passive in-
come for any taxable year from any 
property described in paragraph 
(c)(6)(i) of this section is the excess, if 
any, of— 

(1) The taxpayer’s gross passive in-
come for the taxable year from the 
property; over 

(2) Any passive activity deductions 
for the taxable year (including any de-
duction treated as a deduction for the 
year under § 1.469–1T(f)(4)) that are rea-
sonably allocable to the income; and 

(C) if any oil or gas well or other 
item of property (the item) is included 
in two or more properties described in 
paragraph (c)(6)(i) of this section (the 
properties), the taxpayer must allocate 
the passive activity gross income (de-
termined without regard to this para-
graph (c)(6) and § 1.469–2T(f) from the 
item and the passive activity deduc-
tions reasonably allocable to the item 
among the properties. 
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(iii) Property. For purposes of para-
graph (c)(6)(i)(A) of this section, the 
term ‘‘property’’ does not have the 
meaning given the term by section 
614(a) or the regulations thereunder, 
and an oil or gas property that includes 
an oil or gas well is— 

(A) The well; and 
(B) Any other item of property (in-

cluding any oil or gas well) the value of 
which is directly enhanced by any 
drilling, logging, seismic testing, or 
other activities the costs of which were 
taken into account in determining the 
amount of the taxpayer’s income or 
loss from the well. 

(iv) Examples. The following examples 
illustrate the application of this para-
graph (c)(6): 

Example 1. A is a general partner in part-
nership P and a limited partner in partner-
ship R. P and R own oil and gas working in-
terests in two separate tracts of land ac-
quired from two separate landowners. In 
1993, P drills a well on its tract, and A’s dis-
tributive share of P’s losses from drilling the 
well are treated under § 1.469–1T(e)(4) as not 
from a passive activity. In the course of se-
lecting the drilling site and drilling the well, 
P develops information indicating that the 
reservior in which the well was drilled 
underlies R’s tract as well as P’s. Under 
these facts, P’s and R’s tracts are treated as 
one property for purposes of this paragraph 
(c)(6), even if A’s interests in the mineral de-
posits in the tracts are treated as separate 
properties under section 614(a). Accordingly, 
in 1994 and subsequent years, A’s distributive 
share of both P’s and R’s income and ex-
penses from their respective tracts is taken 
into account in computing A’s net passive 
income from the property for purposes of 
this paragraph (c)(6). 

Example 2. B is a general partner in part-
nership S. S owns an oil and gas working in-
terest in a single tract of land. In 1993, S 
drills a well, and B’s distributive share of S’s 
losses from drilling the well is treated under 
§ 1.469–1T(e)(4) as not from a passive activity. 
In the course of drilling the well, S discovers 
two oil-bearing formations, one underlying 
the other. On December 1, 1993, S completes 
the well in the underlying formation. On 
January 1, 1994, B converts B’s entire general 
partnership interest in S into a limited part-
nership interest. In 1994, S completes in, and 
commences production from, the shallow for-
mation. Under these facts, the two mineral 
deposits in S’s tract are treated as one prop-
erty for purposes of this paragraph (c)(6), 
even if they are treated as separate prop-
erties under section 614(a). Accordingly, B’s 
distributive share of S’s income and expenses 
from both the underlying formation and 

from recompletion in and production from 
the shallow formation is taken into account 
in computing B’s net passive income from 
the property for purposes of this paragraph 
(c)(6). 

(c)(6)(iv) Example 3—(c)(7)(iii) [Re-
served] 

(c)(7)(iv) Gross income of an indi-
vidual from a covenant by such indi-
vidual not to compete; 

(v) Gross income that is treated as 
not from a passive activity under any 
provision of the regulations under sec-
tion 469, including but not limited to 
§ 1.469–1T(h)(6) (relating to income from 
intercompany transactions of members 
of an affiliated group of corporations 
filing a consolidated return) and § 1.469– 
2T(f) and paragraph (f) of this section 
(relating to recharacterized passive in-
come); 

(vi) Gross income attributable to the 
reimbursement of a loss from fire, 
storm, shipwreck, or other casualty, or 
from theft (as such terms are used in 
section 165(c)(3)) if— 

(A) The reimbursement is included in 
gross income under § 1.165–1(d)(2)(iii) 
(relating to reimbursements of losses 
that the taxpayer deducted in a prior 
taxable year); and 

(B) The deduction for the loss was 
not a passive activity deduction; and 

(c)(7)(vii) Gross income or gain allo-
cable to business or rental use of a 
dwelling unit for any taxable year in 
which section 280A(c)(5) applies to such 
business or rental use. 

(d)(1)–(d)(2)(viii) [Reserved] 
(ix) An item of loss or deduction that 

is carried to the taxable year under 
section 172(a), section 613A(d), section 
1212(a)(1) (in the case of corporations), 
or section 1212(b) (in the case of tax-
payers other than corporations); 

(x) An item of loss or deduction that 
would have been allowed for a taxable 
year beginning before January 1, 1987, 
but for section 704(d), 1366, or 465; 

(xi) A deduction for a loss from fire, 
storm, shipwreck, or other casualty, or 
from theft (as such terms are used in 
section 165(c)(3)) if losses that are simi-
lar in cause and severity do not recur 
regularly in the conduct of the activ-
ity; and 

(xii) A deduction or loss allocable to 
business or rental use of a dwelling 
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unit for any taxable year in which sec-
tion 280A(c)(5) applies to such business 
or rental use. 

(d)(3)–(d)(5)(ii) [Reserved] 
(d)(5)(iii) Other applicable rules—(A) 

Applicability of rules in § 1.469–2T(c)(2). 
For purposes of this paragraph (d)(5), a 
taxpayer’s interests in property used in 
an activity and the amounts allocated 
to the interests shall be determined 
under § 1.469–2T(c)(2)(i)(C). In addition, 
the rules contained in paragraph 
(c)(2)(iv) and (v) of this section apply in 
determining for purposes of this para-
graph (d)(5) the activity (or activities) 
in which an interest in property is used 
at the time of its disposition and dur-
ing the 12-month period ending on the 
date of its disposition. 

(d)(5)(iii)(B)–(d)(6)(v)(D) [Reserved] 
(d)(6)(v)(E) Are taken into account 

under section 613A(d) (relating to limi-
tations on certain depletion deduc-
tions), section 1211 (relating to the lim-
itation on capital losses), or section 
1231 (relating to property used in a 
trade or business and involuntary con-
versions); or 

(d)(6)(v)(F)–(d)(7) [Reserved] 
(d)(8) Taxable year in which item arises. 

For purposes of § 1.469–2T(d), an item of 
deduction arises in the taxable year in 
which the item would be allowable as a 
deduction under the taxpayer’s method 
of accounting if taxable income for all 
taxable years were determined without 
regard to sections 469, 613A(d) and 1211. 

(e)(1)–(e)(2)(i) [Reserved] 
(e)(2)(ii) Section 707(c). Except as pro-

vided in paragraph (e)(2)(iii)(B) of this 
section, any payment to a partner for 
services or the use of capital that is de-
scribed in section 707(c), including any 
payment described in section 736(a)(2) 
(relating to guaranteed payments made 
in liquidation of the interest of a retir-
ing or deceased partner), is character-
ized as a payment for services or as the 
payment of interest, respectively, and 
not as a distributive share of partner-
ship income. 

(iii) Payments in liquidation of a part-
ner’s interest in partnership property—(A) 
In general. If any gain or loss is taken 
into account by a retiring partner (or 
any other person that owns (directly or 
indirectly) an interest in the partner if 
the partner is a passthrough entity) or 
a deceased partner’s successor in inter-

est as a result of a payment to which 
section 736(b) (relating to payments 
made in exchange for a retired or de-
ceased partner’s interest in partnership 
property) applies, the gain or loss is 
treated as passive activity gross in-
come or a passive activity deduction 
only to the extent that the gain or loss 
would have been passive activity gross 
income or a passive activity deduction 
of the retiring or deceased partner (or 
the other person) if it had been recog-
nized at the time the liquidation of the 
partner’s interest commenced. 

(B) Payments in liquidation of a part-
ner’s interest in unrealized receivables 
and goodwill under section 736(a). (1) If a 
payment is made in liquidation of a re-
tiring or deceased partner’s interest, 
the payment is described in section 
736(a), and any income— 

(i) Is taken into account by the retir-
ing partner (or any other person that 
owns (directly or indirectly) an inter-
est in the partner if the partner is a 
passthrough entity) or the deceased 
partner’s successor in interest as a re-
sult of the payment; and 

(ii) Is attributable to the portion (if 
any) of the payment that is allocable 
to the unrealized receivables (within 
the meaning of section 751(c)) and 
goodwill of the partnership; 
the percentage of the income that is 
treated as passive activity gross in-
come shall not exceed the percentage 
of passive activity gross income that 
would be included in the gross income 
that the retiring or deceased partner 
(or the other person) would have recog-
nized if the unrealized receivables and 
goodwill had been sold at the time that 
the liquidation of the partner’s interest 
commenced. 

(2) For purposes of this paragarph 
(e)(2)(iii)(B), the portion (if any) of a 
payment under section 736(a) that is al-
locable to unrealized receivables and 
goodwill of a partnership shall be de-
termined in accordance with the prin-
ciples employed under § 1.736–1(b) for 
determining the portion of a payment 
made under section 736 that is treated 
as a distribution under section 736(b). 

(e)(3)(i)–(iii)(A) [Reserved] 
(B) An amount of gain that would 

have been treated as gain that is not 
from a passive activity under para-
graph (c)(2)(iii) of this section (relating 
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to substantially appreciated property 
formerly used in a nonpassive activ-
ity), paragraph (c)(6) of this section (re-
lating to certain oil or gas properties), 
§ 1.469–2T(f)(5) (relating to certain prop-
erty rented incidental to development), 
paragraph (f)(6) of this section (relat-
ing to property rented to a nonpassive 
activity), or § 1.469–2T(f)(7) (relating to 
certain interests in a passthrough enti-
ty engaged in the trade or business of 
licensing intangible property) would 
have been allocated to the holder (or 
such other person) with respect to the 
interest if all of the property used in 
the passive activity had been sold im-
mediately prior to the disposition for 
its fair market value on the applicable 
valuation date (within the meaning of 
§ 1.469–2T(e)(3)(ii)(D)(1)); and 

(e)(3)(iii)(C)–(f)(4) [Reserved] 
(f)(5) Net income from certain property 

rented incidental to development activ-
ity—(i) In general. An amount of the 
taxpayer’s gross rental activity income 
for the taxable year from an item of 
property equal to the net rental activ-
ity income for the year from the item 
of property shall be treated as not from 
a passive activity if— 

(A) Any gain from the sale, exchange, 
or other disposition of the item of 
property is included in the taxpayer’s 
income for the taxable year; 

(B) The taxpayer’s use of the item of 
property in an activity involving the 
rental of the property commenced less 
than 12 months before the date of the 
disposition (within the meaning of 
paragraph (c)(2)(iii)(B) of this section) 
of such property; and 

(C) The taxpayer materially partici-
pated (within the meaning of § 1.469–5T) 
or significantly participated (within 
the meaning of § 1.469–5T(c)(2)) for any 
taxable year in an activity that in-
volved for such year the performance of 
services for the purpose of enhancing 
the value of such item of property (or 
any other item of property if the basis 
of the item of property that is sold, ex-
changed, or otherwise disposed of is de-
termined in whole or in part by ref-
erence to the basis of such other item 
of property). 

(ii) Commencement of use—(A) In gen-
eral. For purposes of paragraph 
(f)(5)(i)(B) of this section, a taxpayer’s 
use of an item of property in an activ-

ity involving the rental of the property 
commences on the first date on 
which— 

(1) The taxpayer owns an interest in 
the property; 

(2) Substantially all of the property 
is rented (or is held out for rent and is 
in a state of readiness for rental); and 

(3) No significant value-enhancing 
services (within the meaning of para-
graph (f)(5)(ii)(B) of this section) re-
main to be performed. 

(B) Value-enhancing services. For pur-
poses of this paragraph (f)(5)(ii), the 
term value-enhancing services means 
the services described in paragraphs 
(f)(5) (i)(C) and (iii) of this section, ex-
cept that the term does not include 
lease-up. Thus, in cases in which this 
paragraph (f)(5) applies solely because 
substantial lease-up remains to be per-
formed (see paragraph (f)(5)(iii)(C) of 
this section), the twelve month period 
described in paragraph (f)(5)(i)(B) of 
this section will begin when the tax-
payer acquires an interest in the prop-
erty if substantially all of the property 
is held out for rent and is in a state of 
readiness for rental on that date. 

(iii) Services performed for the purpose 
of enhancing the value of property. For 
purposes of paragraph (f)(5)(i)(C) of this 
section, services that are treated as 
performed for the purpose of enhancing 
the value of an item of property in-
clude but are not limited to— 

(A) Construction; 
(B) Renovation; and 
(C) Lease-up (unless more than 50 

percent of the property is leased on the 
date that the taxpayer acquires an in-
terest in the property). 

(iv) Examples. The following examples 
illustrate the application of this para-
graph (f)(5): 

Example 1. (i) A, a calendar year individual, 
is a partner in P, a calendar year partner-
ship, which develops real estate. In 1993, P 
acquires an interest in undeveloped land and 
arranges for the financing and construction 
of an office building on the land. Construc-
tion is completed in February 1995, and sub-
stantially all of the building is either rented 
or held out for rent and in a state of readi-
ness for rental beginning on March 1, 1995. 
Twenty percent of the building is leased as of 
March 1, 1995. 

(ii) P rents the building (or holds it out for 
rent) for the remainder of 1995 and all of 1996, 
and sells the building on February 1, 1997, 
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pursuant to a contract entered into on Janu-
ary 15, 1996. P did not hold the building (or 
any other buildings) for sale to customers in 
the ordinary course of P’s trade or business 
(see paragraph (c)(2)(v) of this section). A’s 
distributive share of P’s taxable losses from 
the rental of the building is $50,000 for 1995 
and $30,000 for 1996. All of A’s losses from the 
rental of the building are disallowed under 
1.469–1(a)(1)(i) (relating to the disallowance 
of the passive activity loss for the taxable 
year). A’s distributive share of P’s gain from 
the sale of the building is $150,000. A has no 
other gross income or deductions from the 
activity of renting the building. 

(iii) The real estate development activity 
that A holds through P in 1993, 1994, and 1995 
involves the performance of services (e.g., 
construction) for the purpose of enhancing 
the value of the building. Accordingly, an 
amount equal to A’s net rental activity in-
come from the building may be treated as 
gross income that is not from a passive ac-
tivity if A’s use of the building in an activity 
involving the rental of the building com-
menced less that 12 months before the date 
of the disposition of the building. In this 
case, the date of the disposition of the build-
ing is January 15, 1996, the date of the bind-
ing contract for its sale. 

(iv)(A) A taxpayer’s use of an item of prop-
erty in an activity involving the rental of 
the property commences on the first date on 
which— 

(1) The taxpayer owns an interest in the 
item of property; 

(2) Substantially all of the property is 
rented (or is held out for rent and is in a 
state of readiness for rental); and 

(3) No significant value-enhancing services 
(within the meaning of paragraph (f)(5)(ii)(B) 
of this section) remain to be performed. 

(B) In this case, A’s use of the building in 
an activity involving the rental of the build-
ing commenced on March 1, 1995, less than 12 
months before January 15, 1996, the date of 
disposition. Accordingly, if A materially (or 
significantly) participated in the real estate 
development activity in 1993, 1994, or 1995 
(without regard to whether A materially par-
ticipated in the activity in more than one of 
those years), an amount of A’s gross rental 
activity income from the building for 1997 
equal to A’s net rental activity income from 
the building for 1997 is treated under this 
paragraph (f)(5) as gross income that is not 
from a passive activity. Under paragraph 
(f)(9)(iv) of this section, A’s net rental activ-
ity income from the building for 1997 is 
$70,000 ($150,000 distributive share of gain 
from the disposition of the building minus 
$80,000 of reasonably allocable passive activ-
ity deductions). 

Example 2. (i) X, a calendar year taxpayer 
subject to section 469, acquires a building on 
February 1, 1994, when the building is 25 per-
cent leased. During 1994, X rents the building 

(or holds it out for rent) and materially par-
ticipates in an activity that involves the 
lease-up of the building. X’s activities do not 
otherwise involve the performance of con-
struction or other services for the purpose of 
enhancing the value of the building, and X 
does not hold the building (or any other 
building) for sale to customers in the ordi-
nary course of X’s trade or business. X sells 
the building on December 1, 1994. 

(ii)(A) Under paragraph (f)(5)(iii)(C) of this 
section, lease-up is considered a service per-
formed for the purpose of enhancing the 
value of property unless more than 50 per-
cent of the property is leased on the date the 
taxpayer acquires an interest in the prop-
erty. Under paragraph (f)(5)(ii)(B) of this sec-
tion, however, lease-up is not considered a 
value-enhancing service for purposes of de-
termining when the taxpayer commences 
using an item of property in an activity in-
volving the rental of the property. Accord-
ingly, X’s acquisition of the building con-
stitutes a commencement of X’s use of the 
building in a rental activity, because Feb-
ruary 1, 1994, is the first date on which— 

(1) The taxpayer owns an interest in the 
item of property; 

(2) Substantially all of the property is held 
out for rent; and 

(3) No significant value-enhancing services 
(within the meaning of paragraph (f)(5)(ii)(B) 
of this section) remain to be performed. 

(B) In this case, X disposes of the property 
within 12 months of the date X commenced 
using the building in a rental activity. Ac-
cordingly, an amount of X’s gross rental ac-
tivity income for 1994 equal to X’s net rental 
activity income from the building for 1994 is 
treated under this paragraph (f)(5) as gain 
that is not from a passive activity. 

Example 3. The facts are the same as in Ex-
ample 2, except that at the time X acquires 
the building it is 60 percent leased. Under 
paragraph (f)(5)(iii)(C) of this section, lease- 
up is not considered a service performed for 
the purpose of enhancing the value of prop-
erty if more than 50 percent of the property 
is leased on the date the taxpayer acquires 
an interest in the property. Therefore, addi-
tional lease-up performed by X is not taken 
into account under this paragraph (f)(5). 
Since X’s activities do not otherwise involve 
the performance of services for the purpose 
of enhancing the value of the building, none 
of X’s gross rental activity income from the 
building will be treated as income that is not 
from a passive activity under this paragraph 
(f)(5). 

(f)(6) Property rented to a nonpassive 
activity. An amount of the taxpayer’s 
gross rental activity income for the 
taxable year from an item of property 
equal to the net rental activity income 
for the year from that item of property 
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is treated as not from a passive activ-
ity if the property— 

(i) Is rented for use in a trade or busi-
ness activity (within the meaning of 
paragraph (e)(2) of this section) in 
which the taxpayer materially partici-
pates (within the meaning of § 1.469–5T) 
for the taxable year; and 

(ii) Is not described in § 1.469–2T(f)(5). 
(f)(7)–(f)(9)(ii) [Reserved] 
(f)(9)(iii) The gross rental activity in-

come for a taxable year from an item 
of property is any passive activity 
gross income (determined without re-
gard to § 1.469–2T(f)(2) through (f)(6)) 
that— 

(A) Is income for the year from the 
rental or disposition of such item of 
property; and 

(B) In the case of income from the 
disposition of such item of property, is 
income from an activity that involved 
the rental of such item of property dur-
ing the 12-month period ending on the 
date of the disposition (see § 1.469– 
2T(c)(2)(ii)); and 

(iv) The net rental activity income 
from an item of property for the tax-
able year is the excess, if any, of— 

(A) The gross rental activity income 
from the item of property for the tax-
able year; over 

(B) Any passive activity deductions 
for the taxable year (including any de-
duction treated as a deduction for the 
year under § 1.469–1(f)(4)) that are rea-
sonably allocable to the income. 

(10) Coordination with section 163(d). 
Gross income that is treated as not 
from a passive activity under § 1.469– 
2T(f)(3), (4), or (7) is treated as income 
described in section 469(e)(1)(A) and 
§ 1.469–2T(c)(3)(i) except in determining 
whether— 

(i) Any property is treated for pur-
poses of section 469(e)(1)(A)(ii)(I) and 
§ 1.469–2T(c)(3)(i)(C) as property that 
produces income of a type described in 
§ 1.469–2T(c)(3)(i)(A); 

(ii) Any property is treated for pur-
poses of section 469(e)(1)(A)(ii)(II) and 
§ 1.469–2T(c)(3)(i)(D) as property held for 
investment; 

(iii) An expense (other than interest 
expense) is treated for purposes of sec-
tion 469(e)(1)(A)(i)(II) and § 1.469– 
2T(d)(4) as clearly and directly allo-
cable to portfolio income (within the 
meaning of § 1.469–2T(c)(3)(i); and 

(iv) Interest expense is allocated 
under § 1.163–8T to an investment ex-
penditure (within the meaning of 
§ 1.163–8T(b)(3)) or to a passive activity 
expenditure (within the meaning of 
§ 1.163–8T(b)(4)). 

(11) [Reserved] 

[T.D. 8417, 57 FR 20754, May 15, 1992, as 
amended by T.D. 8477, 58 FR 11538, Feb. 26, 
1993; 58 FR 13706, Mar. 15, 1993; 58 FR 29536, 
May 21, 1993; T.D. 8495, 58 FR 58787, Nov. 4, 
1993; T.D. 8417, 59 FR 45623, Sept. 2, 1994] 

§ 1.469–2T Passive activity loss (tem-
porary). 

(a) Scope of this section. This section 
contains rules for determining the 
amount of the taxpayer’s passive activ-
ity loss for the taxable year for pur-
poses of section 469 and the regulations 
thereunder. The rules contained in this 
section— 

(1) Provide general guidance for iden-
tifying items of income and deduction 
that are taken into account in deter-
mining the amount of the passive ac-
tivity loss for the taxable year; 

(2) Specify particular items of in-
come and deduction that are not taken 
into account in determining the 
amount of the passive activity loss for 
the taxable year; and 

(3) Specify the manner in which pro-
visions of the Internal Revenue Code 
and the regulations, other than section 
469 and the regulations thereunder, are 
applied for purposes of determining the 
extent to which items of deduction are 
taken into account for a taxable year 
in computing the amount of the pas-
sive activity loss for such year. 

(b) Definition of passive activity loss— 
(1) In general. In the case of a taxpayer 
other than a closely held corporation 
(within the meaning of § 1.469– 
1T(g)(2)(ii)), the passive activity loss 
for the taxable year is the amount, if 
any, by which the passive activity de-
ductions for the taxable year exceed 
the passive activity gross income for 
the taxable year. 

(2) Cross references. See paragraph (c) 
of this section for the definition of 
‘‘passive activity gross income,’’ para-
graph (d) of this section for the defini-
tion of ‘‘passive activity deduction,’’ 
and § 1.469–1T(g)(4) for the computation 
of the passive activity loss of a closely 
held corporation. 
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(c) Passive activity gross income—(1) In 
general. Except as otherwise provided 
in the regulations under section 469, 
passive activity gross income for a tax-
able year includes an item of gross in-
come if and only if such income is from 
a passive activity. 

(2) Treatment of gain from disposition of 
an interest in an activity or an interest in 
property used in an activity—(i) In gen-
eral—(A) Treatment of gain. Except as 
otherwise provided in the regulations 
under section 469, any gain recognized 
upon the sale, exchange or other dis-
position (a ‘‘disposition’’) of an interest 
in property used in an activity at the 
time of the disposition or of an interest 
in an activity held through a partner-
ship or S corporation is treated in the 
following manner: 

(1) The gain is treated as gross in-
come from such activity for the tax-
able year or years in which it is recog-
nized; 

(2) If the activity is a passive activity 
of the taxpayer for the taxable year of 
the disposition, the gain is treated as 
passive activity gross income for the 
taxable year or years in which it is rec-
ognized; and 

(3) If the activity is not a passive ac-
tivity of the taxpayer for the taxable 
year of the disposition, the gain is 
treated as not from a passive activity. 

(B) Dispositions of partnership interests 
and S corporation stock. A partnership 
interest or S corporation stock is not 
property used in an activity for pur-
poses of this paragraph (c)(2). See para-
graph (e)(3) of this section for rules 
treating the gain recognized upon the 
disposition of a partnership interest or 
S corporation stock as gain from the 
disposition of interests in the activities 
in which the partnership or S corpora-
tion has an interest. 

(C) Interest in property. For purposes 
of applying this paragraph (c)(2) to a 
disposition of property— 

(1) Any material portion of the prop-
erty that was used, at any time before 
the disposition, in any activity at a 
time when the remainder of the prop-
erty was not used in such activity shall 
be treated as a separate interest in 
property; and 

(2) The amount realized from the dis-
position and the adjusted basis of the 
property must be allocated among the 

separate interests in a reasonable man-
ner. 

(D) Examples. The following examples 
illustrate the application of this para-
graph (c)(2)(i): 

Example 1. A owns an interest in a trade or 
business activity in which A has never mate-
rially participated. In 1987, A sells equipment 
that was used exclusively in the activity and 
realizes a gain on the sale. Under paragraph 
(c)(2)(i)(A)(2) of this section, the gain is pas-
sive activity gross income. 

Example 2. B owns an interest in a trade or 
business activity in which B materially par-
ticipates for 1987. In 1987, B sells a building 
used in the activity in an installment sale 
and realizes a gain on the sale. B does not 
materially participate in the activity for 
1988 or any subsequent year. Under para-
graph (c)(2)(i)(A)(3) of this section, none of 
B’s gain from the sale (including gain taken 
into account after 1987) is passive activity 
gross income. 

Example 3. C enters into a contract to ac-
quire property used by the seller in a rental 
activity. Before acquiring the property pur-
suant to the contract, C sells all rights under 
the contract and realizes a gain on the sale. 
Since C’s rights under the contract are not 
property used in a rental activity, the gain is 
not income from a rental activity. The result 
would be the same if C owned an option to 
acquire the property and sold the option. 

Example 4. D sells a ten-floor office build-
ing. D owned the building for three years 
preceding the sale and at all times during 
that period used seven floors of the building 
in a trade or business activity and three 
floors in a rental activity. The fair market 
value per square foot is substantially the 
same throughout the building, and D did not 
maintain a separate adjusted basis for any 
part of the building. Under paragraph 
(c)(2)(i)(C)(1) of this section, the seven floors 
used in the trade or business activity and the 
three floors used in the rental activity are 
treated as separate interests in property. 
Under paragraph (c)(2)(i)(C)(2) of this sec-
tion, the amount realized and the adjusted 
basis of the building must be allocated be-
tween the separate interests in a reasonable 
manner. Under these facts, an allocation 
based on the square footage of the parts of 
the building used in each activity would be 
reasonable. 

Example 5. The facts are the same as in Ex-
ample 4, except that two of the seven floors 
used in the trade or business activity were 
used in the rental activity until five months 
before the sale. Under paragraph 
(c)(2)(i)(C)(1) of this section, the five floors 
used exclusively in the trade or business ac-
tivity and the two floors used first in the 
rental activity and then in the trade or busi-
ness activity are treated as separate inter-
ests in property. See paragraph (c)(2)(ii) of 
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this section for rules for allocating amount 
realized and adjusted basis upon a disposi-
tion of an interest in property used in more 
than one activity during the 12-month period 
ending on the date of the disposition. 

(ii) Disposition of property used in more 
than one activity in 12-month period pre-
ceding disposition. In the case of a dis-
position of an interest in property that 
is used in more than one activity dur-
ing the 12-month period ending on the 
date of the disposition, the amount re-
alized from the disposition and the ad-
justed basis of such interest must be 
allocated among such activities on a 
basis that reasonably reflects the use 
of such interest in property during 
such 12-month period. For purposes of 
this paragraph (c)(2)(ii), an allocation 
of the amount realized and adjusted 
basis solely to the activity in which an 
iterest in property is predominantly 
used during the 12-month period ending 
on the date of the disposition reason-
ably reflects the use of such interest in 
property if the fair market value of 
such interest does not exceed the lesser 
of— 

(A) $10,000; and 
(B) 10 percent of the sum of the fair 

market value of such interest and the 
fair market value of all other property 
used in such activity immediately be-
fore the disposition. 
The following examples illustrate the 
application of this paragraph (c)(2)(ii): 

Example 1. The facts are the same as in Ex-
ample 5 of paragraph (c)(2)(i)(D) of this sec-
tion. Under paragraph (c)(2)(i)(C)(2) of this 
section, D allocates the amount realized and 
adjusted basis of the building 30 percent to 
the three floors used exclusively in the rent-
al activity, 50 percent to the five floors used 
exclusively in the trade or business activity, 
and 20 percent to the two floors used first in 
the rental activity and then in the trade or 
business activity. Under this paragraph 
(c)(2)(ii), the amount realized and adjusted 
basis allocated to the two floors that were 
used in both activities during the 12-month 
period ending on the date of the disposition 
must also be allocated between such activi-
ties. Under these facts, an allocation of 7⁄12 of 
such amounts to the rental activity and 5⁄12 
of such amounts to the trade or business ac-
tivity would reasonably reflect the use of the 
two floors during the 12-month period ending 
on the date of the disposition. 

Example 2. B is a limited partner in a part-
nership that sells a tractor-trailer. During 
the 12-month period ending on the date of 
the sale, the tractor-trailer was used in sev-

eral activities, and the partnership allocates 
the amount realized from the disposition and 
the adjusted basis of the tractor-trailer 
among the activities based on the number of 
days during the 12-month period that the 
partnership used the tractor-trailer in each 
activity. Under these facts, the partnership’s 
allocation reasonably reflects the use of the 
tractor-trailer during the 12-month period 
ending on the date of the sale. 

Example 3. C sells a personal computer for 
$8,000. During the 12-month period ending on 
the date of the sale, 70 percent of C’s use of 
the computer was in a passive activity. Im-
mediately before the sale, the fair market 
value of all property used in the passive ac-
tivity (including the personal computer) was 
$200,000. Under these facts, the computer was 
predominatly used in the passive activity 
during the 12-month period ending on the 
date of the sale, and the value of the com-
puter, as measured by its sale price ($8,000), 
does not exceed the lesser of (a) $10,000, and 
(b) 10 percent of the value of all property 
used in the activity immediately before the 
sale ($20,000). C allocates the amount realized 
and the adjusted basis solely to the passive 
activity. Under this paragraph (c)(2)(ii), C’s 
allocation reasonably reflects the use of the 
computer during the 12-month period ending 
on the date of the sale. 

(iii) Disposition of substantially appre-
ciated property formerly used in nonpas-
sive activity. [Reserved]. See § 1.469– 
4(c)(2)(iii) for rules relating to this 
paragraph. 

(iv) Taxable acquisitions. [Reserved]. 
See § 1.469–2(c)(iv) for rules relating to 
this paragraph. 

(v) Property held for sale to customers. 
[Reserved]. See § 1.469–2(c)(v) for rules 
relating to this paragraph. 

(3) Items of portfolio income specifically 
excluded—(i) In general. Passive activ-
ity gross income does not include port-
folio income. For purposes of the pre-
ceding sentence, portfolio income in-
cludes all gross income, other than in-
come derived in the ordinary course of 
a trade or business (within the mean-
ing of paragraph (c)(3)(ii) of this sec-
tion), that is attributable to— 

(A) Interest (including amounts 
treated as interest under paragraph 
(e)(2)(ii) of this section, relating to cer-
tain payments to partners for the use 
of capital); annuities; royalties (includ-
ing fees and other payments for the use 
of intangible property); dividends on C 
corporation stock; and income (includ-
ing dividends) from a real estate in-
vestment trust (within the meaning of 
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section 856), regulated investment com-
pany (within the meaning of section 
851), real estate mortgage investment 
conduit (within the meaning of section 
860D), common trust fund (within the 
meaning of section 584), controlled for-
eign corporation (within the meaning 
of section 957), qualified electing fund 
(within the meaning of section 1295(a)), 
or cooperative (within the meaning of 
section 1381(a)); 

(B) Dividends on S corporation stock 
(within the meaning of section 
1368(c)(2); 

(C) The disposition of property that 
produces income of a type described in 
paragraph (c)(3)(i)(A) of this section; 
and 

(D) The disposition of property held 
for investment (within the meaning of 
section 163 (d)). 

(ii) Gross income derived in the ordi-
nary course of a trade or business. Solely 
for purposes of paragraph (c)(3)(i) of 
this section, gross income derived in 
the ordinary course of a trade or busi-
ness includes only— 

(A) Interest income on loans and in-
vestments made in the ordinary course 
of a trade or business of lending 
money; 

(B) Interest on accounts receivable 
arising from the performance of serv-
ices or the sale of property in the ordi-
nary course of a trade or business of 
performing such services or selling 
such property, but only if credit is cus-
tomarily offered to customers of the 
business; 

(C) Income from investments made in 
the ordinary course of a trade or busi-
ness of furnishing insurance or annuity 
contracts or reinsuring risks under-
written by insurance companies; 

(D) Income or gain derived in the or-
dinary course of an activity of trading 
or dealing in any property if such ac-
tivity constitutes a trade or business 
(but see paragraph (c)(3)(iii)(A) of this 
section); 

(E) Royalties derived by the taxpayer 
in the ordinary course of a trade or 
business of licensing intangible prop-
erty (within the meaning of paragraph 
(c)(3)(iii)(B) of this section); 

(F) Amount included in the gross in-
come of a patron of a cooperative 
(within the meaning of section 1381(a), 
without regard to paragraph (2)(A) or 

(C) thereof) by reason of any payment 
or allocation to the patron based on pa-
tronage occurring with respect to a 
trade or business of the patron; and 

(G) Other income identified by the 
Commissioner as income derived by the 
taxpayer in the ordinary course of a 
trade or business. 

(iii) Special rules—(A) Income from 
property held for investment by dealer. 
For purposes of paragraph (c)(3)(i) of 
this section, a dealer’s income or gain 
from an item of property is not dervied 
by the dealer in the ordinary course of 
a trade or business of dealing in such 
property if the dealer held the property 
for investment at any time before such 
income or gain is recognized. 

(B) Royalties derived in the ordinary 
course of the trade or business of licensing 
intangible property—(1) In general. Roy-
alties received by any person with re-
spect to a license or other transfer of 
any rights in intangible property shall 
be considered to be derived in the ordi-
nary course of the trade or business of 
licensing such property only if such 
person— 

(i) Created such property; or 
(ii) Performed substantial services or 

incurred substantial costs with respect 
to the development or marketing of 
such property. 

(2) Substantial services or costs—(i) In 
general. Except as provided in para-
graph (c)(3)(iii)(B)(2)(ii) of this section, 
the determination of whether a person 
has performed substantial services or 
incurred substantial costs with respect 
to the development or marketing of an 
item of intangible property shall be 
made on the basis of all the facts and 
circumstances. 

(ii) Exception. A person has performed 
substantial services or incurred sub-
stantial costs for a taxable year with 
respect to the development or mar-
keting of an item of intangible prop-
erty if— 

(a) The expenditures reasonably in-
curred by such person in such taxable 
year with respect to the development 
or marketing of the property exceed 50 
percent of the gross royalties from li-
censing such property that are includ-
ible in such person’s gross income for 
the taxable year; or 

(b) The expenditures reasonably in-
curred by such person in such taxable 
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year and all prior taxable years with 
respect to the development or mar-
keting of the property exceed 25 per-
cent of the aggregate capital expendi-
tures (without any adjustment of am-
ortization) made by such person with 
respect to the property in all such tax-
able years. 

(iii) Expenditures taken into account. 
For purposes of paragraph 
(c)(3)(iii)(B)(2)(ii) of this section, ex-
penditures in a taxable year include 
amounts chargeable to capital account 
for such year without regard to the 
year or years (if any) in which any de-
duction for such expenditure is al-
lowed. 

(3) Passthrough entities. For purposes 
of this paragraph (c)(3)(iii)(B), in the 
case of any intangible property held by 
a partnership, S corporation, estate, or 
trust, the determination of whether 
royalties from such property are de-
rived in the ordinary course of a trade 
or business shall be made by applying 
the rules of this paragraph (c)(3)(iii)(B) 
to such entity and not to any holder of 
an interest in such entity. 

(4) Cross reference. For special rules 
applicable to certain gross income 
from a trade or business of licensing in-
tangible property, see paragraph (f)(7) 
of this section. 

(C) Mineral production payments. For 
purposes of section 469 and the regula-
tions thereunder— 

(1) If a mineral production payment 
is treated as a loan under section 636, 
the portion of any payment in dis-
charge of the production payment that 
is the equivalent of interest shall be 
treated as interest; and 

(2) If a mineral production payment 
is not treated as a loan under section 
636, payments in discharge of the pro-
duction payment shall be treated as 
royalties. 

(iv) Examples. The following examples 
illustrate the application of this para-
graph (c)(3): 

Example 1. A, an individual engaged in the 
trade or business of farming, disposes of 
farmland in an installment sale. A is not en-
gaged in a trade or business of selling farm-
land. Therefore, A’s interest income from the 
installment note is not gross income derived 
in the ordinary course of a trade or business. 

Example 2. P, a partnership, operates a 
rental apartment building for low-income 
tenants in City Y. Under Y’s laws relating to 

the operation of low-income housing, P is re-
quired to maintain a reserve fund to pay for 
the maintenance and repair of the building. 
P invests the reserve fund in short-term in-
terest-bearing deposits. Because P’s interest 
income from the investment of the reserve 
fund is not interest income described in 
paragraph (c)(3)(ii) of this section, such in-
come is not treated as derived in the ordi-
nary course of a trade or business. Accord-
ingly, P’s interest income from the deposits 
is portfolio income (within the meaning of 
paragraph (c)(3)(i) of this section). 

Example 3. (i) B is a partner in a partner-
ship that is engaged in an activity involving 
the conduct of a trade or business of dealing 
in securities. On February 1, the partnership 
acquires certain securities for investment 
(within the meaning of section 163(d)). On 
February 2, before recognizing any income 
with respect to the securities, the partner-
ship determines that it would be advisable to 
hold the securities primarily for sale to cus-
tomers and subsequently sells them to cus-
tomers in the ordinary course of its business. 

(ii) Under paragraph (c)(3)(iii)(A) of this 
section, income or gain from any security 
(including any security acquired pursuant to 
an investment of working capital) held by a 
dealer for investment at any time before 
such income or gain is recognized is not 
treated for purposes of paragraph (c)(3)(i) of 
this section as derived by the dealer in the 
ordinary course of its trade or business of 
dealing in securities. Accordingly, B’s dis-
tributive share of the partnership’s interest, 
dividends, or gains from the securities ac-
quired by the partnership for investment on 
February 1 is portfolio income of B, notwith-
standing that such securities were held by 
the partnership, subsequent to February 1, 
primarily for sale to customers in the ordi-
nary course of the partnership’s trade or 
business of dealing in securities. 

Example 4. C is a partner in a partnership 
that is engaged in an activity of trading or 
dealing in royalty interests in mineral prop-
erties. The partnership derives royalty in-
come from royalty interests held in the ac-
tivity. If the activity is a trade or business 
activity, C’s distributive share of the part-
nership’s royalty income from such royalty 
interests is treated under paragraph 
(c)(3)(ii)(D) of this section as derived in the 
ordinary course of the partnership’s trade or 
business. 

Example 5. (i) D, a calendar year individual, 
is a partner in a calendar year partnership 
that is engaged in an activity of developing 
and marketing a design for a system that re-
duces air pollution in office buildings. D has 
a 10 percent distributive share of all items of 
partnership income, gain, loss, deduction, 
and credit. In 1987, the partnership acquired 
the rights to the design for $100,000. In 1987, 
1988, and 1989, the partnership incurs expend-
itures with respect to the development and 
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marketing of the design, and derives gross 
royalties from licensing the design, in the 
amounts set forth in the table below. The ex-
penditures incurred in 1987 and 1988 are cur-
rently deductible expenses. The expenditures 
incurred in 1989 are capitalized and may be 
deducted only in subsequent taxable years. 

Year Gross 
royalties 

Expendi-
tures 

Cumulative 
capital ex-
penditures 

1987 ......................... $20,000 $8,000 $100,000 
1988 ......................... 20,000 12,000 100,000 
1989 ......................... 60,000 15,000 115,000 
1990 ......................... 120,000 0 115,000 

(ii) Under paragraph (c)(3)(iii)(B)(3) of this 
section, the determination of whether royal-
ties from intangible property are derived in 
the ordinary course of a trade or business of 
a partnership is made by applying the rules 
of paragraph (c)(3)(iii)(B) of this section to 
the partnership rather than the partners. 
The expenditures reasonably incurred by the 
partnership in 1987 with respect to the devel-
opment or marketing of the design ($8,000) do 
not exceed 50 percent of the partnership’s 
gross royalties for such year from licensing 
the design ($20,000). In addition, the sum of 
such expenditures incurred in 1987 and all 
prior taxable years ($8,000) does not exceed 25 
percent of the aggregate capital expendi-
tures made by the partnership in all such 
taxable years with respect to the design 
($100,000). Accordingly, for 1987, the partner-
ship is not treated under paragraph 
(c)(3)(iii)(B)(2)(ii) of this section as per-
forming substantial services or incurring 
substantial costs with respect to the devel-
opment or marketing of the design. There-
fore, unless all of the facts and cir-
cumstances indicate that the partnership 
performed substantial services or incurred 
substantial costs with respect to the devel-
opment or marketing of the design, D’s dis-
tributive share of the partnership’s royalty 
income for 1987 is portfolio income. 

(iii) As of the end of 1988, the sum of the 
expenditures reasonably incurred by the 
partnership during such taxable year and all 
prior taxable years with respect to the devel-
opment or marketing of the design ($20,000) 
does not exceed 25 percent of the aggregate 
capital expenditures made by the partner-
ship in all such years with respect to the de-
sign ($100,000). However, the amount of such 
expenditures incurred by the partnership in 
1988 ($12,000) exceeds 50 percent of the part-
nership’s gross royalties for such year from 
licensing the design ($20,000). Accordingly, 
for 1988, under paragraph (c)(3)(iii)(B)(2)(ii)(a) 
of this section, the partnership is treated as 
performing substantial services or incurring 
substantial costs with respect to the devel-
opment or marketing of the design, and D’s 
distributive share of the partnership’s roy-
alty income for 1988 is considered for pur-

poses of paragraph (c)(3)(i) of this section to 
be derived in the ordinary course of a trade 
or business and therefore is not portfolio in-
come. 

(iv) The expenditures reasonably incurred 
by the partnership in 1989 with respect to the 
development or marketing of the design 
($15,000) do not exceed 50 percent of the part-
nership’s gross royalties for such year from 
licensing the design ($60,000). However, the 
sum of such expenditures incurred by the 
partnership in 1989 and all prior taxable 
years ($35,000) exceeds 25 percent of the part-
nership’s aggregate capital expenditures 
made in all such years with respect to the 
design ($115,000). Accordingly, for 1989, under 
paragraph (c)(3)(iii)(B)(2)(ii)(b) of this sec-
tion, the partnership is treated as per-
forming substantial services or incurring 
substantial costs with respect to the devel-
opment or marketing of the design, and D’s 
distributive share of the partnership’s roy-
alty income in 1989 is considered for purposes 
of paragraph (c)(3)(i) of this section to be de-
rived in the ordinary course of a trade or 
business and therefore is not portfolio in-
come. 

(v) The result for 1990 is the same as for 
1989, notwithstanding that the partnership 
incurs no expenditures in 1990 with respect 
to the development or marketing of the de-
sign. 

Example 6. The facts are the same as in Ex-
ample 5, except that, for 1987, D’s distribu-
tive share of the partnership’s development 
and marketing costs is 15 percent, while D’s 
distributive share of the partnership’s gross 
royalties is 10 percent. Although D’s dis-
tributive share of the expenditures reason-
ably incurred by the partnership during 1987 
with respect to the development and mar-
keting of the design ($1,200) is more than 50 
percent of D’s distributive share of the part-
nership’s gross royalties from licensing the 
design ($2,000), D is not treated as performing 
substantial services or incurring substantial 
costs with respect to the development or 
marketing of the design for 1987 under para-
graph (c)(3)(iii)(B)(2)(ii)(a) of this section. 
This is because, under paragraph 
(c)(3)(iii)(B)(3) of this section, the determina-
tion of whether the royalties are derived in 
the ordinary course of a trade or business is 
made by applying paragraph (c)(3)(iii)(B) of 
this section to the partnership, and not to D. 

(4) Items of personal service income spe-
cifically excluded—(i) In general. Passive 
activity gross income does not include 
compensation paid to or on behalf of an 
individual for personal services per-
formed or to be performed by such indi-
vidual at any time. For purposes of 
this paragraph (c)(4), compensation for 
personal services includes only— 
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(A) Earned income (within the mean-
ing of section 911(d)(2)(A)), including 
gross income from a payment described 
in paragraph (e)(2) of this section that 
represents compensation for the per-
formance of services by a partner; 

(B) Amounts includible in gross in-
come under section 83; 

(C) Amounts includible in gross in-
come under sections 402 and 403; 

(D) Amounts (other than amounts de-
scribed in paragraph (c)(4)(i)(C) of this 
section) paid pursuant to retirement, 
pension, and other arrangements for 
deferred compensation for services; 

(E) Social security benefits (within 
the meaning of section 86(d)) includible 
in gross income under section 86; and 

(F) Other income identified by the 
Commissioner as income derived by the 
taxpayer from personal services; 

provided, however, that no portion of a 
partner’s distributive share of partner-
ship income (within the meaning of 
section 704(b)) or a shareholder’s pro 
rata share of income from an S cor-
poration (within the meaning of sec-
tion 1377(a)) shall be treated as com-
pensation for personal services. 

(ii) Example. The following example 
illustrates the application of this para-
graph (c)(4): 

Example. C owns 50 percent of the stock of 
X, an S corporation. X owns rental real es-
tate, which it manages. X pays C a salary for 
services performed by C on behalf of X in 
connection with the management of X’s 
rental properties. Under this paragraph 
(c)(4), although C’s pro rata share of X’s 
gross rental income is passive activity gross 
income (even if the salary paid to C is less 
than the fair market value of C’s services), 
the salary paid to C does not constitute pas-
sive activity gross income. 

(5) Income from section 481 adjust-
ment—(i) In general. If a change in ac-
counting method results in a positive 
section 481 adjustment with respect to 
an activity, a ratable portion (within 
the meaning of paragraph (c)(5)(iii) of 
this section) of the amount taken into 
account for a taxable year as a net 
positive section 481 adjustment by rea-
son of such change shall be treated as 
gross income from the activity for such 
taxable year, and such gross income 
shall be treated as passive activity 
gross income if and only if such activ-
ity is a passive activity for the year of 

the change (within the meaning of sec-
tion 481(a)). 

(ii) Positive section 481 adjustments. 
For purposes of applying this para-
graph (c)(5)— 

(A) The term ‘‘net positive section 
481 adjustment’’ means the increase (if 
any) in taxable income taken into ac-
count under section 481(a) to prevent 
amounts from being duplicated or 
omitted by reason of a change in ac-
counting method; and 

(B) The term ‘‘positive section 481 ad-
justment with respect to an activity’’ 
means the increase (if any) in taxable 
income that would be taken into ac-
count under section 481(a) to prevent 
only the duplication or omission of 
amounts from such activity by reason 
of the change in accounting method. 

(iii) Ratable portion. The ratable por-
tion of the amount taken into account 
as a net positive section 481 adjustment 
for a taxable year by reason of a 
change in accounting method is deter-
mined with respect to an activity by 
multiplying such amount by the frac-
tion obtained by dividing— 

(A) The positive section 481 adjust-
ment with respect to the activity; by 

(B) The sum of the positive section 
481 adjustments with respect to all of 
the activities of the taxpayer. 

(6) Gross income from certain oil or gas 
properties—(i) In general. [Reserved]. 
See § 1.469–2(c)(6)(i) for rules relating to 
this paragraph. 

(ii) Gross and net passive income from 
the property. [Reserved]. See § 1.469– 
2(c)(6)(ii) for rules relating to this 
paragraph. 

(iii) Property. [Reserved]. See 1.469– 
2(c)(6)(iii) for rules relating to this 
paragraph. 

(iv) Examples. The following examples 
illustrate the application of this (c)(6): 

Example 1. [Reserved]. See § 1.469–2(c)(6)(iv) 
Example 1. 

Example 2. [Reserved]. See § 1.469–2(c)(6)(iv) 
Example 2. 

Example 3. C is a general partner in part-
nership T and a limited partner in partner-
ship U. T and U both own oil and gas work-
ing interests in tracts of land in County X. 
In 1987, T drills a well, and C’s distributive 
share of T’s losses from drilling the well is 
treated under § 1.469–1T(e)(4) as not from a 
passive activity. In the course of selecting 
the drilling site and drilling the well, T de-
velops information indicating a significant 
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probability that substantial oil and gas re-
serves underlie most portions of County X. 
As a result, the value of all oil and gas prop-
erties in County X is enhanced. The informa-
tion developed by T does not, however, indi-
cate that the reservoir in which T’s well is 
drilled underlies U’s tract. Under these facts, 
T’s and U’s tracts are not treated as one 
property for purposes of this paragraph 
(c)(6), because the value of U’s tract is not 
directly enhanced by T’s activities. 

(7) Other items specifically excluded. 
Notwithstanding any other provision of 
the regulations under section 469, pas-
sive activity gross income does not in-
clude the following: 

(i) Gross income of an individual 
from intangible property, such as a 
patent, copyright, or literary, musical, 
or artistic composition, if the tax-
payer’s personal efforts significantly 
contributed to the creation of such 
property; 

(ii) Gross income from a qualified 
low-income housing project (within the 
meaning of section 502 of the Tax Re-
form Act of 1986) for any taxable year 
in the relief period (within the mean-
ing of section 502(b) of such Act; 

(iii) Gross income attributable to a 
refund of any state, local, or foreign in-
come, war profits, or excess profits tax; 

(iv) [Reserved]. See § 1.469–2(c)(7)(iv) 
for rules relating to this paragraph 
(c)(7)(iv). 

(v) [Reserved]. See § 1.469–2(c)(7)(v) for 
rules relating to this paragraph 
(c)(7)(v). 

(vi) [Reserved]. See § 1.469–2(c)(7)(vi) 
for rules relating to this paragraph 
(c)(7)(vi). 

(d) Passive activity deductions—(1) In 
general. Except as otherwise provided 
in section 469 and the regulations 
thereunder, a deduction is a passive ac-
tivity deduction for a taxable year if 
and only if such deduction— 

(i) Arises (within the meaning of 
paragraph (d)(8) of this section) in con-
nection with the conduct of an activity 
that is a passive activity for the tax-
able year; or 

(ii) Is treated as a deduction from an 
activity under § 1.469–1T(f)(4) for the 
taxable year. 
The following example illustrates the 
application of this paragraph (d)(1): 

Example. (i) In 1987, A, a calendar year indi-
vidual, acquires a partnership interest in R, 
a calendar year partnership. R’s only activ-

ity is a trade or business activity in which A 
materially participates for 1987. R incurs a 
loss in 1987. A’s distributive share of R’s 1987 
loss is $1,000. However, A’s basis in the part-
nership interest at the end of 1987 (without 
regard to A’s distributive share of partner-
ship loss) is $600; accordingly, section 704(d) 
disallows any deduction in 1987 for $400 of A’s 
distributive share of R’s loss. The remainder 
of A’s distributive share of R’s loss would be 
allowed as a deduction for 1987 if taxable in-
come for all taxable years were determined 
without regard to sections 469, 613A(d), and 
1211. See paragraph (d)(8) of this section. 

(ii) A does not materially participate in 
R’s activity for 1988. In 1988, R again incurs 
a loss, and A’s distributive share of the loss 
is again $1,000. At the end of 1988, A’s basis in 
the partnership interest (without regard to 
A’s distributive share of partnership loss) is 
$2,000; accordingly, in 1988 section 704(d) does 
not limit A’s deduction for either A’s $1,000 
distributive share of R’s 1988 loss or the $400 
loss carried over from 1987 under the second 
sentence of section 704(d). These losses would 
be allowed as a deduction for 1988 if taxable 
income for all taxable years were determined 
without regard to sections 469, 613A(d) and 
1211. See paragraph (d)(8) of this section. 

(iii) Under these facts, only $400 of A’s dis-
tributive share of R’s deductions from the 
activity are disallowed under section 704(d) 
in 1987. A’s remaining deductions from the 
activity are treated as deductions that arise 
in connection with the activity for 1987 
under paragraph (d)(8) of this section. Be-
cause A materially participates in the activ-
ity for 1987, the activity is not a passive ac-
tivity (within the meaning of § 1.469–1T(e)(1)) 
of A for such year. Accordingly, the deduc-
tions that are not disallowed in 1987 are not 
passive activity deductions. 

(iv) A does not materially participate in 
R’s activity for 1988. Accordingly, the activ-
ity is a passive activity of A for such year. 
No portion of A’s distributive share of R’s 
deductions from the activity is disallowed 
under section 704(d) in 1988. Accordingly, A’s 
distributive share of R’s deductions for 1988 
and the $400 of deductions carried over from 
1987 are both treated under paragraph (d)(8) 
of this section as deductions that arise in 
1988. Since the activity is a passive activity 
for 1988, such deductions are passive activity 
deductions. 

(2) Exceptions. Passive activity deduc-
tions do not include— 

(i) A deduction for an item of expense 
(other than interest) that is clearly 
and directly allocable (within the 
meaning of paragraph (d)(4) of this sec-
tion) to portfolio income (within the 
meaning of paragraph (c)(3)(i) of this 
section); 
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(ii) A deduction allowed under sec-
tion 243, 244, or 245 with respect to any 
dividend that is not included in passive 
activity gross income; 

(iii) Interest expense (other than in-
terest expense described in paragraph 
(d)(3) of this section); 

(iv) A deduction for a loss from the 
disposition of property of a type that 
produces portfolio income (within the 
meaning of paragraph (c)(3)(i) of this 
section); 

(v) A deduction that, under section 
469(g) and § 1.469–6T (relating to the al-
lowance of passive activity losses upon 
certain dispositions of interests in pas-
sive activities), is treated as a deduc-
tion that is not a passive activity de-
duction; 

(vi) A deduction for any state, local, 
or foreign income, war profits, or ex-
cess profits tax; 

(vii) A miscellaneous itemized deduc-
tion (within the meaning of section 
67(b)) that is subject to disallowance in 
whole or in part under section 67(a) 
(without regard to whether any 
amount of such deduction is disallowed 
under section 67); 

(viii) A deduction allowed under sec-
tion 170 for a charitable contribution; 

(ix) [Reserved]. See § 1.469–2(d)(2)(ix) 
for rules relating to this paragraph. 

(x) [Reserved]. See § 1.469–2(d)(2)(x) 
for rules relating to this paragraph 
(d)(2)(x). 

(xi) [Reserved]. See § 1.469–2(d)(2)(xi) 
for rules relating to this paragraph 
(d)(2)(xi). 

(xii) [Reserved]. See § 1.469–2(d)(2)(xii) 
for rules relating to this paragraph 
(d)(2)(xii). 

(3) Interest expense. Except as other-
wise provided in the regulations under 
section 469, interest expense is taken 
into account as a passive activity de-
duction if and only if such interest ex-
pense— 

(i) Is allocated under § 1.163–8T to a 
passive activity expenditure (within 
the meaning of § 1.163–8T(b)(4)); and 

(ii) Is not— 
(A) Qualified residence interest 

(within the meaning of § 1.163–10T); or 
(B) Capitalized pursuant to a capital-

ization provision (within the meaning 
of § 1.163–8T(m)(7)(i)). 

(4) Clearly and directly allocable ex-
penses. For purposes of section 469 and 

the regulations thereunder, an expense 
(other than interest expense) is clearly 
and directly allocable to portfolio in-
come (within the meaning of paragraph 
(c)(3)(i) of this section) if and only if 
such expense is incurred as a result of, 
or incident to, an activity in which 
such gross income is derived or in con-
nection with property from which such 
gross income is derived. For example, 
general and administrative expenses 
and compensation paid to officers at-
tributable to the performance of serv-
ices that do not directly benefit or are 
not incurred by reason of a particular 
activity or particular property are not 
clearly and directly allocable to port-
folio income (within the meaning of 
paragraph (c)(3)(i) of this section). 

(5) Treatment of loss from disposition— 
(i) In general. Except as otherwise pro-
vided in the regulations under section 
469— 

(A) Any loss recognized in any year 
upon the sale, exchange, or other dis-
position (a ‘‘disposition’’) of an interest 
in property used in an activity at the 
time of the disposition or of an interest 
in an activity held through a partner-
ship or S corporation and any deduc-
tion allowed on account of the aban-
donment or worthlessness of such an 
interest is treated as a deduction from 
such activity; and 

(B) Any such deduction is a passive 
activity deduction if and only if the ac-
tivity is a passive activity of the tax-
payer for the taxable year of the dis-
position (or other event giving rise to 
the deduction). 

(ii) Disposition of property used in more 
than one activity in 12-month period pre-
ceding disposition. In the case of a dis-
position of an interest in property that 
is used in more than one activity dur-
ing the 12-month period ending on the 
date of the disposition, the amount re-
alized from the disposition and the ad-
justed basis of such interest must be 
allocated among such activities in the 
manner described in paragraph (c)(2)(ii) 
of this section. 

(iii) Other applicable rules—(A) Appli-
cability of rules in paragraph (c)(2). [Re-
served]. See § 1.469–2(d)(5)(iii)(A) for 
rules relating to this paragraph. 

(B) Dispositions of partnership interests 
and S corporation stock. A partnership 
interest or S corporation stock is not 
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property used in an activity for pur-
poses of this paragraph (d)(5). See para-
graph (e)(3) of this section for rules 
treating the loss recognized upon the 
disposition of a partnership interest or 
S corporation stock as loss from the 
disposition of interests in the activities 
in which the partnership or S corpora-
tion has an interest. 

(6) Coordination with other limitations 
on deductions that apply before section 
469—(i) In general. An item of deduction 
from a passive activity that is dis-
allowed for a taxable year under sec-
tion 704(d), 1366(d), or 465 is not a pas-
sive activity deduction for the taxable 
year. Paragraphs (d)(6) (ii) and (iii) of 
this section provide rules for deter-
mining the extent to which items of de-
duction from a passive activity are dis-
allowed for a taxable year under sec-
tions 704(d), 1366(d), and 465. 

(ii) Proration of deductions disallowed 
under basis limitations—(A) Deductions 
disallowed under section 704(d). If any 
amount of a partner’s distributive 
share of a partnership’s loss for the 
taxable year is disallowed under sec-
tion 704(d), a ratable portion of the 
partner’s distributive share of each 
item of deduction or loss of the part-
nership is disallowed for the taxable 
year. For purposes of the preceding 
sentence, the ratable portion of an 
item of deduction or loss is the amount 
of such item multiplied by the fraction 
obtained by dividing— 

(1) The amount of the partner’s dis-
tributive share of partnership loss that 
is disallowed for the taxable year; by 

(2) The sum of the partner’s distribu-
tive shares of all items of deduction 
and loss of the partnership for the tax-
able year. 

(B) Deductions disallowed under section 
1366(d). If any amount of an S corpora-
tion shareholder’s pro rata share of an 
S corporation’s loss for the taxable 
year is disallowed under section 1366(d), 
a ratable portion of the taxpayer’s pro 
rata share of each item of deduction or 
loss of the S corporation is disallowed 
for the taxable year. For purposes of 
the preceding sentence, the ratable 
portion of an item of deduction or loss 
is the amount of such item multiplied 
by the fraction obtained by dividing— 

(1) The amount of the shareholder’s 
pro rata share of S corporation loss 

that is disallowed for the taxable year; 
by 

(2) The sum of the shareholder’s pro 
rata shares of all items of deduction 
and loss of the corporation for the tax-
able year. 

(iii) Proration of deductions disallowed 
under at-risk limitation. If any amount 
of the taxpayer’s loss from an activity 
(within the meaning of section 465(c)) 
is disallowed under section 465 for the 
taxable year, a ratable portion of each 
item of deduction or loss from the ac-
tivity is disallowed for the taxable 
year. For purposes of the preceding 
sentence, the ratable portion of an 
item of deduction or loss is the amount 
of such item multiplied by the fraction 
obtained by dividing— 

(1) The amount of the loss from the 
activity that is disallowed for the tax-
able year; by 

(2) The sum of all deductions from 
the activity for the taxable year. 

(iv) Coordination of basis and at-risk 
limitations. The portion of any item of 
deduction or loss that is disallowed for 
the taxable year under section 704(d) or 
1366(d) is not taken into account for 
the taxable year in determining the 
loss from an activity (within the mean-
ing of section 465(c)) for purposes of ap-
plying section 465. 

(v) Separately identified items of deduc-
tion and loss. In identifying the items of 
deduction and loss from an activity 
that are not disallowed under sections 
704(d), 1366(d), and 465 (and that there-
fore may be treated as passive activity 
deductions), the taxpayer need not ac-
count separately for any item of deduc-
tion or loss unless such item may, if 
separately taken into account, result 
in an income tax liability different 
from that which would result were 
such item of deduction or loss taken 
into account separately. For related 
rules applicable to partnerships and S 
corporations, see § 1.702–1(a)(8)(ii) and 
section 1366(a)(1)(A), respectively. 
Items of deduction or loss that must be 
accounted for separately include (but 
are not limited to) items of deduction 
or loss that— 

(A) Are attributable to separate ac-
tivities (within the meaning of the 
rules to be contained in § 1.469–4T); 

(B) Arise in a rental real estate activ-
ity (within the meaning of section 
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469(i) and the rules to be contained in 
§ 1.469–9T) in taxable years in which the 
taxpayer activity participates (within 
the meaning of section 469(i) and the 
rules to be contained in § 1.469–9T) in 
such activity; 

(C) Arise in a rental real estate activ-
ity (within the meaning of section 
469(i) and the rules to be contained in 
§ 1.469–9T) in taxable years in which the 
taxpayer does not actively participate 
(within the meaning of section 469(i) 
and the rules to be contained in § 1.469– 
9T) in such activity; 

(D) Arose in a taxable year beginning 
before 1987 and were not allowed for 
such taxable year under section 704(d), 
1366(d), or 465(a)(2); 

(E) [Reserved]. See § 1.469–2(d)(6)(v)(E) 
for rules relating to this paragraph. 

(F) Are attributable to pre-enact-
ment interests in activities (within the 
meaning of § 1.469–11T(c)). 

(7) Deductions from section 481 adjust-
ment—(i) In general. If a change in ac-
counting method results in a negative 
section 481 adjustment with respect to 
an activity, a ratable portion (within 
the meaning of paragraph (d)(7)(iii) of 
this section) of the amount taken into 
account for a taxable year as a net neg-
ative section 481 adjustment by reason 
of such change shall be treated as a de-
duction from the activity for such tax-
able year, and such deduction shall be 
treated as a passive activity deduction 
if and only if such activity is a passive 
activity for the year of the change 
(within the meaning of section 481(a)). 
See the rules to be contained in § 1.469– 
1T(k) for the treatment of passive ac-
tivity deductions from an activity in 
taxable years in which the activity is a 
former passive activity. 

(ii) Negative section 481 adjustments. 
For purposes of applying this para-
graph (d)(7)— 

(A) The term ‘‘net negative section 
481 adjustment’’ means the decrease (if 
any) in taxable income taken into ac-
count under section 481(a) to prevent 
amounts from being duplicated or 
omitted by reason of a change in ac-
counting method; and 

(B) The term ‘‘negative section 481 
adjustment with respect to an activ-
ity’’ means the decrease (if any) in tax-
able income that would be taken into 
account under section 481(a) to prevent 

only the duplication or omission of 
amounts from such activity by reason 
of the change in accounting method. 

(iii) Ratable portion. The ratable por-
tion of the amount taken into account 
as a net negative section 481 adjust-
ments for a taxable year by reason of a 
change in accounting method is deter-
mined with respect to an activity by 
multiplying such amount by the frac-
tion obtained by dividing— 

(A) The negative section 481 adjust-
ment with respect to the activity; by 

(B) The sum of the negative section 
481 adjustments with respect to all of 
the activities of the taxpayer. 

(8) Taxable year in which item arises. 
[Reserved]. See § 1.469–2(d)(8) for rules 
relating to this paragraph. 

(e) Special rules for partners and S cor-
poration shareholders—(1) In general. 
For purposes of section 469 and the reg-
ulations thereunder, the character (as 
an item of passive activity gross in-
come or passive activity deduction) of 
each item of gross income and deduc-
tion allocated to a taxpayer from a 
partnership or S corporation (a ‘‘pass-
through entity’’) shall be determined, 
in any case in which participation is 
relevant, by reference to the participa-
tion of the taxpayer in the activity (or 
activities) that generated such item. 
Such participation is determined for 
the taxable year of the passthrough en-
tity (and not the taxable year of the 
taxpayer). The following example illus-
trates the application of this paragraph 
(e)(1): 

Example. A, a calendar year individual, is a 
partner in a partnership that has a taxable 
year ending January 31. During its taxable 
year ending on January 31, 1988, the partner-
ship engages in a single trade or business ac-
tivity. For the period from February 1, 1987, 
through January 31, 1988, A does not materi-
ally participate in this activity. In A’s cal-
endar year 1988 return, A’s distributive share 
of the partnership’s gross income and deduc-
tions from the activity must be treated as 
passive activity gross income and passive ac-
tivity deductions, without regard to A’s par-
ticipation in the activity from February 1, 
1988, through December 31, 1988. See also 
§ 1.469–11T(a)(4) (relating to the effective date 
of, and transition rules under, section 469 
and the regulations thereunder). 

(2) Payments under sections 707(a), 
707(c), and 736(b). Items of gross income 
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and deduction attributable to a trans-
action described in section 707(a), 
707(c), or 736(b) shall be characterized 
for purposes of section 469 and the reg-
ulations thereunder in accordance with 
the following rules: 

(i) Section 707(a). Any item of gross 
income or deduction attributable to a 
transaction that is treated under sec-
tion 707(a) as a transaction between a 
partnership and a partner acting in a 
capacity other than as a member of 
such partnership shall be characterized 
for purposes of section 469 and the reg-
ulations thereunder in a manner that 
is consistent with the treatment of 
such transaction under section 707(a). 

(ii) Section 707(c). [Reserved]. See 
§ 1.469–2(e)(ii) for rules relating to this 
paragraph. 

(iii) Payments in liquidation of a part-
ner’s interest in partnership property. 
[Reserved]. See § 1.469–2(e)(iii) for rules 
relating to this paragraph. 

(3) Sale or exchange of interest in pass-
through entity—(i) Application of this 
paragraph (e)(3). In the case of the sale, 
exchange, or other disposition (a ‘‘dis-
position’’) of an interest in a pass-
through entity, the amount of the sell-
er’s gain or loss from each activity in 
which such entity has an interest is de-
termined, for purposes of section 469 
and the regulations thereunder, under 
this paragraph (e)(3). In the case of any 
such disposition, except as otherwise 
provided in paragraph (e)(3)(iii) or (iv) 
of this section, paragraph (e)(3)(ii) of 
this section shall apply. See para-
graphs (c)(2) and (d)(5) of this section 
for rules for determining the character 
of gain or loss, respectively, recognized 
upon a disposition of an interest in an 
activity held through a passthrough 
entity. 

(ii) General rule—(A) Allocation among 
activities. Except as otherwise provided 
in this paragraph (e)(3)(ii) or in para-
graph (e)(3) (iii) or (iv) of this section, 
if a holder of an interest in a pass-
through entity disposes of such inter-
est, a ratable portion (within the 
meaning of paragraph (e)(3)(ii)(B) of 
this section) of any gain or loss from 
such disposition shall be treated as 
gain or loss from the disposition of an 
interest in each trade or business, rent-
al, or investment activity in which 

such passthrough entity owns an inter-
est on the applicable valuation date. 

(B) Ratable portion—(1) Dispositions on 
which gain is recognized. The ratable 
portion of any gain from the disposi-
tion of an interest in a passthrough en-
tity that is allocable to an activity de-
scribed in paragraph (e)(3)(ii)(A) of this 
section is determined by multiplying 
the amount of such gain by the frac-
tion obtained by dividing— 

(i) The amount of net gain (within 
the meaning of paragraph 
(e)(3)(ii)(E)(3) of this section) that 
would have been allocated to the hold-
er of such interest with respect thereto 
if the passthrough entity had sold its 
entire interest in such activity for its 
fair market value on the applicable 
valuation date; by 

(ii) The sum of the amounts of net 
gain that would have been allocated to 
the holder of such interest with respect 
thereto if the passthrough entity had 
sold its entire interest in each appre-
ciated activity (within the meaning of 
paragraph (e)(3)(ii)(E)(1) of this sec-
tion) described in paragraph 
(e)(3)(ii)(A) of this section for the fair 
market value of each such activity on 
the applicable valuation date. 

(2) Dispositions on which loss is recog-
nized. The ratable portion of any loss 
from the disposition of an interest in a 
passthrough entity that is allocable to 
an activity described in paragraph 
(e)(3)(ii)(A) of this section is deter-
mined by multiplying the amount of 
such loss by the fraction obtained by 
dividing— 

(i) The amount of net loss (within the 
meaning of paragraph (e)(3)(ii)(E)(4) of 
this section) that would have been allo-
cated to the holder of such interest 
with respect thereto if the passthrough 
entity had sold its entire interest in 
such activity for its fair market value 
on the applicable valuation date; by 

(ii) The sum of the amounts of net 
loss that would have been allocated to 
the holder of such interest with respect 
thereto if the passthrough entity had 
sold its entire interest in each depre-
ciated activity (within the meaning of 
paragraph (e)(3)(ii)(E)(2) of this sec-
tion) described in paragraph 
(e)(3)(ii)(A) of this section for the fair 
market value of each such activity on 
the applicable valuation date. 
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(C) Default rule. If the gain or loss 
recognized upon the disposition of an 
interest in a passthrough entity cannot 
be allocated under paragraph 
(e)(3)(ii)(A) of this section, such gain or 
loss shall be allocated among the ac-
tivities described in paragraph 
(e)(3)(ii)(A) of this section in propor-
tion to the respective fair market val-
ues of the passthrough entity’s inter-
ests in such activities at the applicable 
valuation date, and the gain or loss al-
located to each activity of the pass-
through entity shall be treated as gain 
or loss from the disposition of an inter-
est in such activity. 

(D) Special rules. For purposes of this 
paragraph (e)(3)(ii), the following rules 
shall apply: 

(1) Applicable valuation date—(i) In 
general. Except as otherwise provided 
in paragraph (e)(3)(ii)(D)(1)(ii) of this 
section, the applicable valuation date 
with respect to any disposition of an 
interest in a passthrough entity is 
whichever one of the following dates is 
selected by the passthrough entity: 

(a) The beginning of the taxable year 
of the passthrough entity in which 
such disposition occurs; or 

(b) The date on which such disposi-
tion occurs. 

(ii) Exception. If, after the beginning 
of a passthrough entity’s taxable year 
in which a holder’s disposition of an in-
terest in such passthrough entity oc-
curs and before the time of such dis-
position— 

(a) The passthrough entity disposes 
of more than 10 percent of its interest 
(by value as of the beginning of such 
taxable year) in any activity; 

(b) More than 10 percent of the prop-
erty (by value as of the beginning of 
such taxable year) used in any activity 
of the passthrough entity is disposed 
of; or 

(c) The holder of such interest con-
tributes to the passthrough entity sub-
stantially appreciated property or sub-
stantially depreciated property with a 
total fair market value or adjusted 
basis, respectively, which exceeds 10 
percent of the total fair market value 
of the holder’s interest in the pass-
through entity as of the beginning of 
such taxable year; 
then the applicable valuation date 
shall be the date immediately pre-

ceding the date on which such disposi-
tion occurs. 

(2) Basis adjustments. Any adjustment 
to the basis of partnership property 
under section 743(b) made with respect 
to the holder of an interest in a part-
nership shall be taken into account in 
computing the net gain or net loss that 
would have been allocated to the hold-
er with respect to such interest if the 
partnership had sold its entire interest 
in an activity. 

(3) Tiered passthrough entities. In the 
case of a disposition of an interest in a 
passthrough entity (the ‘‘subsidiary 
passthrough entity’’) by a holder that 
is also a passthrough entity, any gain 
or loss from such disposition that is 
taken into account by any person that 
owns (directly or indirectly) an inter-
est in such holder shall be allocated 
among the activities of the subsidiary 
passthrough entity by applying the 
rules of this paragraph (e)(3)(ii) to the 
person taking such gain or loss into ac-
count as if such person has been the 
holder of an interest in such subsidiary 
passthrough entity and had recognized 
such gain or loss as a result of a dis-
position of such interest. 

(E) Meaning of certain terms. For pur-
poses of this paragraph (e)(3)(ii)— 

(1) An activity is an appreciated ac-
tivity with respect to a holder that has 
disposed of an interest in a pass-
through entity if a net gain would have 
been allocated to the holder with re-
spect to such interest if the pass-
through entity has sold its entire in-
terest in such activity for its fair mar-
ket value on the applicable valuation 
date; 

(2) An activity is a depreciated activ-
ity with respect to a holder that has 
disposed of an interest in a pass-
through entity if a net loss would have 
been allocated to the holder with re-
spect to such interest if the pass-
through entity had sold its entire in-
terest in such activity for its fair mar-
ket value on the applicable valuation 
date; 

(3) The term ‘‘net gain’’ means, with 
respect to the sale of a passthrough en-
tity’s entire interest in an activity, the 
amount by which the gains from the 
sale of all of the property used by (or 
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representing the interest of) the pass-
through entity in such activity exceed 
the losses (if any) from such sale; 

(4) The term ‘‘net loss’’ means, with 
respect to the sale of a passthrough en-
tity’s entire interest in an activity, the 
amount by which the losses from the 
sale of all of the property used by (or 
representing the interest of) the pass-
through entity in such activity exceed 
the gains (if any) from such sale. 

(iii) Treatment of gain allocated to cer-
tain passive activities as not from a pas-
sive activity. If, in the case of a disposi-
tion of an interest in a passthrough en-
tity— 

(A) An amount of gain recognized on 
account of such disposition by the 
holder of such interest (or any other 
person that owns (directly or indi-
rectly) an interest in such holder if 
such holder is a passthrough entity) is 
allocated to a passive activity of such 
holder (or such other person) under 
paragraph (e)(3)(ii) of this section; 

(B) [Reserved]. See § 1.469– 
2(e)(3)(iii)(B) for rules relating to this 
paragraph. 

(C) The amount of the gain of the 
holder (or such other person) described 
in paragraph (e)(3)(iii)(B) of this sec-
tion exceeds 10 percent of the amount 
of the gain of the holder (or such other 
person) described in paragraph 
(e)(3)(iii)(A) of this section; 
then the gain of the holder (or such 
other person) that is described in para-
graph (e)(3)(iii)(A) of this section shall 
be treated as gain that is not from a 
passive activity to the extent that such 
gain does not exceed the amount of the 
gain of the holder (or such other per-
son) described in paragraph 
(e)(3)(iii)(B) of this section. For pur-
poses of applying the preceding sen-
tence to the disposition of an interest 
in a partnership, the amount of gain 
that would have been allocated to the 
holder (or such other person) if all of 
the property used in an activity had 
been sold shall be determined by tak-
ing into account any adjustment to the 
basis of partnership property made 
with respect to such holder (or such 
other person) under section 743(b). 

(iv) Dispositions occurring in taxable 
years beginning before February 19, 
1988—(A) In general. Except as other-
wise provided in this paragraph 

(e)(3)(iv), if the holder of an interest in 
a passthrough entity sells, exchanges, 
or otherwise disposes of all or part of 
such interest during a taxable year of 
such entity beginning prior to Feb-
ruary 19, 1988, any gain or loss recog-
nized from such disposition shall be al-
located among the activities of the 
passthrough entity under any reason-
able method selected by the pass-
through entity, and the gain or loss al-
located to each activity of the pass-
through entity shall be treated as gain 
or loss from the disposition of an inter-
est in such activity. For purposes of 
the preceding sentence, a reasonable 
method shall include the method pre-
scribed by paragraph (e)(3)(ii) of this 
section. In addition, a method that al-
locates gain or loss among the pass-
through entity’s activities on the basis 
of the fair market value, cost, or ad-
justed basis of the property used in 
such activities shall generally be con-
sidered a reasonable method for pur-
poses of this paragraph (e)(3)(iv). 

(B) Exceptions. This paragraph 
(e)(3)(iv) shall not apply to any disposi-
tion of an interest in a passthrough en-
tity occurring after February 19, 1988, 
if after such date, but before the hold-
er’s disposition of such interest, the 
holder (or any other person that owns 
(directly or indirectly) an interest in 
such holder if such holder is a pass-
through entity) contributes to the 
passthrough entity substantially ap-
preciated portfolio assets or any other 
substantially appreciated property 
that was used in any trade or business 
activity (within the meaning of § 1.469– 
1T(e)) of the holder (or such other per-
son) during— 

(1) The taxable year of such person in 
which such contribution occurs; or 

(2) The immediately preceding tax-
able year of such person; 
but only if such person materially par-
ticipated (within the meaning of § 1.469– 
5T) in the activity for such year. 

(v) Treatment of portfolio assets. For 
purposes of the paragraph (e)(3), all 
portfolio assets owned by a pass-
through entity shall be treated as held 
in a single investment activity. 

(vi) Definitions. For purposes of this 
paragraph (e)(3)— 

(A) The term ‘‘portfolio asset’’ means 
any property of a type that produces 
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portfolio income (within the meaning 
of paragraph (c)(3)(i) of this section); 

(B) The term ‘‘substantially appre-
ciated property’’ means property with 
a fair market value that exceeds 120 
percent of its adjusted basis; and 

(C) The term ‘‘substantially depre-
ciated property’’ means property with 
an adjusted basis that exceeds 120 per-
cent of its fair market value. 

(vii) Examples. The following exam-
ples illustrate the application of this 
paragraph (e)(3): 

Example 1. (i) A owns a one-half interest in 
P, a calendar year partnership. In 1993, A 
sells 50 percent of such interest for $50,000. 
A’s adjusted basis for the interest sold is 
$30,000. Thus, A recognizes $20,000 of gain 
from the sale. P is engaged in three trade or 
business activities, X, Y, and Z, and owns 
marketable securities that are portfolio as-
sets. For 1993, A materially participates in 
activity Z, but does not participate in activi-
ties X and Y. Paragraph (c)(2)(iii) of this sec-
tion would not have applied to any of the 
gain that A would have been allocated if, im-
mediately before A’s sale, P had disposed of 
all of the property used in its trade or busi-
ness activities. During the portion of 1993 
preceding A’s sale, P did not sell any of the 
property used in its activities, and A did not 
contribute any property to P. 

(ii) Under paragraph (e)(3)(ii) of this sec-
tion, a ratable portion of A’s $20,000 gain is 
allocated to each appreciated activity in 
which P owned an interest on the applicable 
valuation date (within the meaning of para-
graph (e)(3)(ii)(D)(1) of this section). For this 
purpose, paragraph (e)(3)(v) of this section 
treats the marketable securities owned by P 
as a single investment activity. 

(iii) P selects the beginning of 1993 as the 
applicable valuation date pursuant to para-
graph (e)(3)(ii)(D)(1)(i) of this section. P is 
not required to use the date of A’s sale as the 
applicable valuation date under paragraph 
(e)(3)(ii)(D)(1)(ii) of this section because dur-
ing the portion of 1993 preceding A’s sale, P 
did not sell any of its property and A did not 
contribute any property to P. At the begin-
ning of 1993, the fair market value and ad-
justed basis of the property used in P’s ac-
tivities are as follows: 

Adjusted 
basis 

Fair mar-
ket value 

X ........................................................ $68,000 $48,000 
Y ........................................................ 30,000 62,000 
Z ........................................................ 20,000 80,000 
Marketable securities ........................ 2,000 10,000 

Total ............................. 120,000 200,000 

(iv) Under paragraph (e)(3)(ii)(B) of this 
section, the portion of A’s $20,000 gain that is 

allocated to an appreciated activity of P 
(i.e., activities Y and Z and the marketable 
securities) is the amount of such gain multi-
plied by the fraction obtained by dividing (a) 
the net gain that would have been allocated 
to A with respect to the interest sold by A if 
P had sold its entire interest in such activity 
at the beginning of 1993 by (b) the sum of the 
amounts of net gain that would have been al-
located to A with respect to the interest sold 
by A if P had sold its entire interest in each 
appreciated activity at the beginning of 1993. 

(v) If P had sold its entire interest in ac-
tivities Y and Z and the marketable securi-
ties at the beginning of 1993, A would have 
been allocated the following amounts of net 
gain with respect to the interest in P that A 
sold in 1993: 

Activity Net gain 

Y ............................................................................ $8,000 
Z ............................................................................. 15,000 
Marketable securities ............................................. 2,000 

Total ................................................. 25,000 

(vi) Accordingly, under paragraph (e)(3)(ii) 
of this section, $6,400 of A’s $20,000 gain 
($20,000×$8,000/$25,000) is allocated to activity 
Y, $12,000 of A’s $20,000 gain ($20,000×$15,000/ 
$25,000) is allocated to activity Z, and $1,600 
of A’s $20,000 gain ($20,000×$2,000/$25,000) is al-
located to the marketable securities. The 
gain allocated to activity Y is passive activ-
ity gross income. None of that gain is treat-
ed as gain that is not from a passive activity 
under paragraph (e)(3)(iii) of this section be-
cause paragraph (c)(2)(iii) of this section 
would not have applied to any of the gain 
that A would have been allocated if P had 
sold all of the property used in activity Y 
immediately prior to A’s sale. 

Example 2. (i) B and C, calendar year indi-
viduals, are equal partners in calendar year 
partnership R, which they formed on Janu-
ary 1, 2005, with contributions of property 
and money. The only item of property (other 
than money) contributed by B was a building 
that B had used for 12 years preceding the 
contribution in an activity that was not a 
passive activity during such period. At the 
time of its contribution, the building had an 
adjusted basis of $40,000 and a fair market 
value of $66,000. R is engaged in a single ac-
tivity: the sale of equipment to customers in 
the ordinary course of the business of deal-
ing in such property. R uses the building 
contributed by B in the dealership activity. 
B did not materially participate in the deal-
ership activity during 2005. On July 1, 2005, D 
purchases one-half of B’s interest in R for 
$37,500 in cash. At the time of the sale, the 
balance sheet of R, which uses the accrual 
method of accounting, is as follows: 
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Adjusted 
basis per 

books 

Fair mar-
ket value 

ASSETS 

Cash .................................................. $30,000 $30,000 
Accounts receivable: 

Dealership .................................. 20,000 18,000 
Inventory: 

Dealership .................................. 52,000 66,000 
Building .............................................. 40,000 66,000 

Total ............................. 142,000 180,000 

LIABILITIES AND CAPITAL 

Liabilities ............................................ $30,000 $30,000 
Capital: 

B ................................................. 47,000 75,000 
C ................................................. 65,000 75,000 

Total ............................. 142,000 180,000 

Thus, B’s gain from the sale is $14,000 ($45,000 
amount realized from the sale (consisting of 
$37,500 of cash and $7,500 of liabilities as-
sumed by the purchaser) minus B’s $31,000 
adjusted basis for the interest sold (one-half 
of B’s total adjusted basis of $62,000)). 

(ii) Under paragraph (e)(3)(ii) of this sec-
tion, all $14,000 of B’s gain from the sale is 
allocated to R’s dealership activity, which is 
a passive activity of B for 2005. If, however, 
R had sold its interest in the building imme-
diately prior to B’s sale for its fair market 
value on the applicable valuation date (the 
valuation date selected by R is irrelevant 
since the building had a fair market value of 
$66,000 at the beginning of 2005 and at the 
time of the sale), B would have been allo-
cated $13,000 of gain under section 704(c) with 
respect to the interest in R that B sold to D. 
This gain would have been treated as gain 
that is not from a passive activity under 
paragraph (c)(2)(iii) of this section and would 
have exceeded 10 percent of the total amount 
of B’s gain that is allocated to the dealership 
activity under paragraph (e)(3)(ii) of this sec-
tion. Accordingly, under paragraph (e)(3)(iii) 
of this section, B’s gain from the sale 
($14,000) is treated as gain that is not from a 
passive activity to the extent that such gain 
does not exceed the amount of gain subject 
to paragraph (c)(2)(iii) of this section that B 
would have been allocated with respect to 
the interest sold to D if R had sold all of the 
property used in the dealership activity im-
mediately prior to B’s sale ($13,000). Thus, 
$13,000 of B’s gain from the sale is treated as 
gain that is not from a passive activity. 

(f) Recharacterization of passive income 
in certain situations—(1) In general. This 
paragraph (f) sets forth rules that re-
quire income from certain passive ac-
tivities to be treated as income that is 
not from a passive activity (regardless 
of whether such income is treated as 

passive activity gross income under 
section 469 or any other provision of 
the regulations thereunder). For defini-
tions of certain terms used in this 
paragraph (f), see paragraph (f)(9) of 
this section. 

(2) Special rule for significant participa-
tion—(i) In general. An amount of the 
taxpayer’s gross income from each sig-
nificant participation passive activity 
for the taxable year equal to a ratable 
portion of the taxpayer’s net passive 
income from such activity for the tax-
able year shall be treated as not from 
a passive activity if the taxpayer’s pas-
sive activity gross income from all sig-
nificant participation passive activi-
ties for the taxable year (determined 
without regard to paragraphs (f) (2) 
through (4) of this section) exceeds the 
taxpayer’s passive activity deductions 
from all such activities for such year. 
For purposes of this paragraph (f)(2), 
the ratable portion of the net passive 
income from an activity is determined 
by multiplying the amount of such in-
come by the fraction obtained by divid-
ing— 

(A) The amount of the excess de-
scribed in the preceding sentence; by 

(B) The amount of the excess de-
scribed in the preceding sentence tak-
ing into account only significant par-
ticipation passive activities from 
which the taxpayer has net passive in-
come for the taxable year. 

(ii) Significant participation passive ac-
tivity. For purposes of this paragraph 
(f)(2), the term ‘‘significant participa-
tion passive activity’’ means any trade 
or business activity (within the mean-
ing of § 1.469–1T(e)(2)) in which the tax-
payer significantly participates (within 
the meaning of § 1.469–5T(c)(2)) for the 
taxable year but in which the taxpayer 
does not materially participate (within 
the meaning of § 1.469–5T) for such year. 

(iii) Example. The following example 
illustrates the application of this para-
graph (f)(2): 

Example. (i) A owns interests in three trade 
or business activities, X, Y, and Z. A does 
not materially participate in any of these ac-
tivities for the taxable year, but participates 
in activity X for 110 hours, in activity Y for 
160 hours, and in activity Z for 125 hours. A 
owns no interest in any other trade or busi-
ness activity in which A does not materially 
participate for the taxable year but in which 
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A participates for more than 100 hours dur-
ing the taxable year. A’s net passive income 
(or loss) for the taxable year from activities 
X, Y, and Z is as follows: 

X Y Z 

Passive activity gross income ..... $600 $700 $900 
Passive activity deductions ......... (200 ) (1,000 ) (300 ) 

Net passive income ..................... 400 (300 ) 600 

(ii) Under paragraph (f)(2)(ii) of this sec-
tion, activities X, Y, and Z are A’s only sig-
nificant participation passive activities for 
the taxable year. A’s passive activity gross 
income from significant participation pas-
sive activities ($2,200) exceeds A’s passive ac-
tivity deductions from significant participa-
tion passive activities ($1,500) by $700 for 
such year. Therefore, under paragraph 
(f)(2)(i) of this section, a ratable portion of 
A’s gross income from activities X and Z (A’s 
significant participation passive activities 
with net passive income for the taxable year) 
is treated as gross income that is not from a 
passive activity. The ratable portion is de-
termined by dividing (a) the amount by 
which A’s passive activity gross income from 
significant participation passive activities 
exceeds A’s passive activity deductions from 
significant participation passive activities 
for the taxable year ($700) by (b) such excess 
taking into account only A’s significant par-
ticipation passive activities having net pas-
sive income for the taxable year ($1,000). Ac-
cordingly, $280 of gross income from activity 
X ($400×700/1000) and $420 of gross income 
from activity Z ($600×700/1000) is treated as 
gross income that is not from a passive ac-
tivity. 

(3) Rental of nondepreciable property. If 
less than 30 percent of the unadjusted 
basis of the property used or held for 
use by customers in a rental activity 
(within the meaning of § 1.469–1T(e)(3)) 
during the taxable year is subject to 
the allowance for depreciation under 
section 167, an amount of the tax-
payer’s gross income from the activity 
equal to the taxpayer’s net passive in-
come from the activity shall be treated 
as not from a passive activity. For pur-
poses of this paragraph (f)(3), the term 
‘‘unadjusted basis’’ means adjusted 
basis determined without regard to any 
adjustment described in section 1016 
that decreases basis. The following ex-
ample illustrates the application of 
this paragraph (f)(3): 

Example. C is a limited partner in a part-
nership. The partnership acquires vacant 
land for $300,000, constructs improvements 
on the land at a cost of $100,000, and leases 

the land and improvements to a tenant. The 
partnership then sells the land and improve-
ments for $600,000, thereby realizing a gain 
on the disposition. The unadjusted basis of 
the improvements ($100,000) equals 25 percent 
of the unadjusted basis of all property 
($400,000) used in the rental activity. There-
fore, under this paragraph (f)(3), an amount 
of C’s gross income from the activity equal 
to the net passive income from the activity 
(which is computed by taking into account 
the gain from the disposition, including gain 
allocable to the improvements) is treated as 
not from a passive activity. 

(4) Net interest income from passive eq-
uity-financed lending activity—(i) In gen-
eral. An amount of the taxpayer’s gross 
income for the taxable year from any 
equity-financed lending activity equal 
to the lesser of— 

(A) The taxpayer’s equity-financed 
interest income from the activity for 
such year; and 

(B) The taxpayer’s net passive in-
come from the activity for such year 
shall be treated as not from a passive 
activity. 

(ii) Equity-financed lending activity— 
(A) In general. For purposes of this 
paragraph (f)(4), an activity is an eq-
uity-financed lending activity for a 
taxable year if— 

(1) The activity involves a trade or 
business of lending money; and 

(2) The average outstanding balance 
of the liabilities incurred in the activ-
ity for the taxable year does not exceed 
80 percent of the average outstanding 
balance of the interest-bearing assets 
held in the activity for such year. 

(B) Certain liabilities not taken into ac-
count. For purposes of paragraph 
(f)(4)(ii)(A)(2) of this section, liabilities 
incurred principally for the purpose of 
increasing the percentage described in 
paragraph (f)(4)(ii)(A)(2) of this section 
shall not be taken into account in com-
puting such percentage. 

(iii) Equity-financed interest income. 
For purposes of this paragraph (f)(4), 
the taxpayer’s equity-financed interest 
income from an activity for a taxable 
year is the amount of the taxpayer’s 
net interest income from the activity 
for such year multiplied by the frac-
tion obtained by dividing— 

(A) The excess of the average out-
standing balance for such year of the 
interest-bearing assets held in the ac-
tivity over the average outstanding 
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balance for such year of the liabilities 
incurred in the activity; by 

(B) The average outstanding balance 
for such year of the interest-bearing 
assets held in the activity. 

(iv) Net interest income. For purposes 
of this paragraph (f)(4), the net interest 
income from an activity for a taxable 
year is— 

(A) The gross interest income from 
the activity for such year; reduced by 

(B) Expenses from the activity (other 
than interest on liabilities described in 
paragraph (f)(4)(vi) of this section) for 
such year that are reasonably allocable 
to such gross interest income. 

(v) Interest-bearing assets. For pur-
poses of this paragraph (f)(4), the inter-
est-bearing assets held in an activity 
include all assets that produce interest 
income, including loans to customers. 

(vi) Liabilities incurred in the activity. 
For purposes of this paragraph (f)(4), li-
abilities incurred in an activity include 
all fixed and determinable liabilities 
incurred in the activity that bear in-
terest or are issued with original issue 
discount other than debts secured by 
tangible property used in the activity. 
In the case of an activity conducted by 
an entity in which the taxpayer owns 
an interest, liabilities incurred in an 
activity include only liabilities with 
respect to which the entity is the bor-
rower. 

(vii) Average outstanding balance. For 
purposes of this paragraph (f)(4), the 
average outstanding balance of liabil-
ities incurred in an activity or of the 
interest-bearing assets held in an ac-
tivity may be computed on a daily, 
monthly, or quarterly basis at the op-
tion of the taxpayer. 

(viii) Example. The following example 
illustrates the application of this para-
graph (f)(4): 

Example: (i) A, a calendar year individual, 
acquires on January 1, 1988, a limited part-
nership interest in P, a calendar year part-
nership. Under the partnership agreement, A 
has a one percent share of each item of in-
come, gain, loss, deduction, and credit of P. 
A acquires the partnership interest for 
$90,000, using $50,000 of unborrowed funds and 
$40,000 of proceeds of a loan bearing interest 
at an annual rate of 10 percent. A pays $4,000 
of interest on the loan in 1988. 

(ii) P’s sole activity is a trade or business 
of lending money. A does not materially par-
ticipate in the activity for 1988. During 1988, 

the average outstanding balance of P’s inter-
est-bearing assets (including loans to cus-
tomers, temporary deposits with other lend-
ing institutions, and government and cor-
porate securities) is $20 million. P incurs nu-
merous interest-bearing liabilities in connec-
tion with its lending activity, including li-
abilities for deposits taken from customers, 
unsecured short-term and long-term loans 
from other lending institutions, and a mort-
gage loan secured by the building, owned by 
P, in which P conducts its business. For 1988, 
the average outstanding balance of all of 
these liabilities (other than the mortgage 
loan) is $11 million. None of these liabilities 
was incurred by P principally for the purpose 
of increasing the percentage described in 
paragraph (f)(4)(ii)(A)(2) of this section. 

(iii) The interest income derived by P for 
1988 from its interest-bearing assets is $2.2 
million. The interest expense paid by P for 
1988 with respect to the liabilities incurred 
in connection with its lending activity 
(other than the mortgage loan) is $990,000. 
P’s other expenses for 1988 that are reason-
ably allocable to P’s gross interest income 
(including expenses for advertising, loan 
processing and servicing, and insurance, and 
depreciation on P’s building) total $250,000. 
P’s interest expense for 1988 on the mortgage 
loan secured by the building used in P’s lend-
ing activity is $50,000. All of the interest ex-
pense paid or incurred by P for 1988 is allo-
cated under § 1.63–8T to expeditures in con-
nection with P’s lending activity. 

(iv) Under paragraph (f)(4)(ii) of this sec-
tion, P’s activity is an equity-financed lend-
ing activity for 1988, since, for 1988, the ac-
tivity involves a trade or business of lending 
money and the average outstanding balance 
of the liabilities incurred in the activity ($11 
million) does not exceed 80 percent of the av-
erage outstanding balance of the interest- 
bearing assets held in the activity ($20 mil-
lion). Accordingly, under paragraph (f)(4)(i) 
of this section, an amount of A’s gross in-
come from the activity equal to the lesser of 
(a) A’s equity-financed interest income from 
the activity for 1988, or (b) A’s net passive in-
come from the activity for 1988, is treated as 
income that is not from a passive activity. 

(v) Under paragraph (f)(4)(iii) of this sec-
tion, A’s equity-financed interest income 
from the activity for 1988 is determined by 
multiplying A’s net interest income from the 
activity for 1988 by the fraction obtained by 
dividing $9 million (the excess of the average 
interest-bearing assets for 1988 over the aver-
age interest-bearing liabilities for 1988) by 
$20 million (the average interest-bearing as-
sets for 1988). Under paragraph (f)(4)(iv) of 
this section, A’s net interest income from 
the activity for 1988 is $19,000 (A’s distribu-
tive share of $2.2 million of gross interest in-
come less A’s distributive share of $300,000 of 
expenses described in paragraph (f)(4)(iv)(B) 
of this section, including interest expense on 
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the mortgage loan). A’s distributive share of 
P’s other interest expense ($990,000) is not 
taken into account in computing A’s net in-
terest income for 1988. Accordingly, A’s eq-
uity-financed interest income from the ac-
tivity for 1988 is $8,550 ($19,000×$9 million/$20 
million). 

(vi) Under paragraph (f)(9)(i) of this sec-
tion, A’s net passive income from the activ-
ity for 1988 is determined by taking into ac-
count A’s distributive share of P’s gross in-
come and deductions from the activity for 
1988, as well as any interest expense incurred 
by A individually that is taken into account 
under § 1.163–8T in determining A’s income or 
loss from the activity for 1988. Assuming 
that for 1988 all $4,000 of interest expense on 
the loan that A used to finance the acquisi-
tion of A’s interest in P is allocated under 
§ 1.163–8T to expenditures of A in connection 
with the lending activity for 1988, A’s net 
passive income from the activity for 1988 is 
$5,100, computed as set forth in the following 
table: 
Gross income: 

Interest income ........................................... $22,000 
Deductions: 

Distributive share of P’s expenses from 
the activity ............................................... (12,900 ) 

Interest expense on A’s acquisition debt ... (4,000 ) 

Net passive income .................................... 5,100 

(vii) A’s net passive income from the activ-
ity for 1988 ($5,100) is less than A’s equity-fi-
nanced income from the activity for 1988 
($8,550). Accordingly, under this paragraph 
(f)(4), $5,100 of A’s gross income from the ac-
tivity for 1988 is treated as not from a pas-
sive activity. 

(5) Net income from certain property 
rented incidental to development activ-
ity— 

(i) In general. [Reserved]. See § 1.469– 
2(f)(5)(i) for rules relating to this para-
graph. 

(ii) Commencement. [Reserved]. See 
§ 1.469–2(f)(5)(ii) for rules relating to 
this paragraph (f)(5)(ii). 

(iii) Services performed for the purpose 
of enhancing the value of property. [Re-
served]. See § 1.469–2(f)(5)(iii) for rules 
relating to this paragraph (f)(5)(iii). 

(iv) Examples. [Reserved]. See § 1.469– 
2(f)(5)(iv) for examples relating to this 
paragraph (f)(5)(iv). 

(6) Property rented to a nonpassive ac-
tivity. [Reserved]. See § 1.469–2(f)(6) for 
rules relating to this paragraph. 

(7) Special rules applicable to the acqui-
sition of an interest in a passthrough enti-
ty engaged in the trade or business of li-
censing intangible property—(i) In gen-
eral. If a taxpayer acquires an interest 
in an entity described in paragraph 

(c)(3)(iii)(B)(3) of this section (the ‘‘de-
velopment entity’’) after the develop-
ment entity has created an item of in-
tangible property or performed sub-
stantial services or incurred substan-
tial costs with respect to the develop-
ment or marketing of an item of intan-
gible property, an amount of the tax-
payer’s gross royalty income for the 
taxable year from such item of prop-
erty equal to the taxpayer’s net roy-
alty income for the year from such 
item of property shall be treated as not 
from a passive activity. 

(ii) Royalty income from property. For 
purposes of this paragraph (f)(7)— 

(A) A taxpayer’s gross royalty in-
come for a taxable year from an item 
of property is the taxpayer’s share of 
passive activity gross income for such 
year (determined without regard to 
paragraphs (f)(2) through (7) of this sec-
tion) from the licensing or transfer of 
any right in such property; and 

(B) A taxpayer’s net royalty income 
for a taxable year from an item of 
property is the excess, if any, of— 

(1) The taxpayer’s gross royalty in-
come for the taxable year from such 
item of property; over 

(2) Any passive activity deductions 
for such taxable year (including any 
deduction treated as a deduction for 
such year under § 1.469–1T (f)(4)) that 
are reasonably allocable to such item 
of property. 

(iii) Exceptions. Paragraph (f)(7)(i) of 
this section shall not apply to a tax-
payer’s gross royalty income for a tax-
able year from the licensing of an item 
of intangible property if— 

(A) The expenditures reasonably in-
curred by the development entity for 
the taxable year of the entity ending 
with or within the taxpayer’s taxable 
year with respect to the development 
or marketing of such property satisfy 
paragraph (c)(3)(iii)(B)(2)(ii) (a) of this 
section; or 

(B) The taxpayer’s share of the ex-
penditures reasonably incurred by the 
development entity with respect to the 
development or marketing of such 
property for all taxable years of the en-
tity beginning with the taxable year of 
the entity in which the taxpayer ac-
quired the interest in the entity and 
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ending with the taxable year of the en-
tity ending with or within the tax-
payer’s current taxable year exceeds 25 
percent of the fair market value of the 
taxpayer’s interest in such property at 
the time the taxpayer acquired the in-
terest in the entity. 

(iv) Capital expenditures. For purposes 
of paragraph (f)(7)(iii)(B) of this sec-
tion, a capital expenditure shall be 
taken into account for the taxable year 
of the entity in which such expenditure 
is chargeable to capital account, and 
the taxpayer’s share of such expendi-
ture shall be determined as though 
such expenditure were allowed as a de-
duction for such year. 

(v) Example. The following example 
illustrates the application of this para-
graph (f)(7): 

Example. (i) The facts are the same as in 
Example 5 in paragraph (c)(3)(iv) of this sec-
tion, except that, in 1988, D’s 10 percent part-
nership interest is sold to F for $13,000, all of 
which is attributable to the design licensed 
by the partnership. 

(ii) For 1988, the expenditures reasonably 
incurred by the partnership with respect to 
the development or marketing of the design 
satisfy paragraph (c)(3)(iii)(B)(2)(ii)(a) of this 
section. Accordingly, under paragraph 
(f)(7)(iii)(A) of this section, paragraph (f)(7)(i) 
of this section does not apply to F’s distribu-
tive share of the partnership’s gross income 
from licensing the design. 

(iii) For 1989, the expenditures reasonably 
incurred by the partnership with respect to 
the development or marketing of the design 
do not satisfy paragraph (c)(3)(iii)(B)(2)(ii)(a) 
of this section. Moreover, F’s distributive 
share of such expenditures reasonably in-
curred by the partnership for 1988 and 1989 
($27,000×.10 = $2,700) does not exceed 25 per-
cent of the fair market value of F’s interest 
in the design at the time F acquired the 
partnership interest ($13,000). Accordingly, 
neither of the exceptions provided in para-
graph (f)(7)(iii) of this section applies for 1989 
and, under paragraph (f)(7)(i) of this section, 
an amount of F’s gross royalty income from 
the design equal to F’s net royalty income 
from the design is treated as not from a pas-
sive activity. 

(8) Limitation on recharacterized in-
come. The amount of gross income from 
an activity that is treated as not from 
a passive activity for the taxable year 
under subparagraphs (f) (2) through (4) 
of this paragraph (f) shall not exceed 
the greatest amount of gross income 
treated as not from a passive activity 
under any one of such subparagraphs. 

(9) Meaning of certain terms. For pur-
poses of this paragraph (f), the terms 
set forth below shall have the following 
meanings: 

(i) The net passive income from an 
activity for a taxable year is the 
amount by which the taxpayer’s pas-
sive activity gross income from the ac-
tivity for the taxable year (determined 
without regard to paragraphs (f) (2) 
through (4) of this section) exceeds the 
taxpayer’s passive activity deductions 
from the activity for such year; 

(ii) The net passive loss from an ac-
tivity for a taxable year is the amount 
by which the taxpayer’s passive activ-
ity deductions from the activity for the 
taxable year exceeds the taxpayer’s 
passive activity gross income from the 
activity for such year (determined 
without regard to paragraphs (f) (2) 
through (4) of this section). 

(iii) [Reserved]. See § 1.469–2(f)(9)(iii) 
for rules relating to this paragraph. 

(iv) [Reserved]. See § 1.469–2(f)(9)(iv) 
for rules relating to this paragraph. 

(10) Coordination with section 163(d). 
[Reserved]. See paragraph 1.469–2(f)(10) 
for rules relating to this paragraph. 

(11) Effective date. For the effective 
date of the rules in this paragraph (f), 
see § 1.469–11T (relating to effective 
date and transition rules). 

[T.D. 8175, 53 FR 5711, Feb. 25, 1988; 53 FR 
15494, Apr. 29, 1988; as amended by T.D. 8253, 
54 FR 20538, May 12, 1989; T.D. 8290, 55 FR 
6981, Feb. 28, 1990; T.D. 8318, 55 FR 48108, Nov. 
19, 1990; 55 FR 51688, Dec. 17, 1990; T.D. 8417, 
57 FR 20758, May 15, 1992; T.D. 8477, 58 FR 
11538, Feb. 26, 1993; T.D. 8495, 58 FR 58788, 
Nov. 4, 1993] 

§ 1.469–3 Passive activity credit. 

(a)–(d) [Reserved] 
(e) Coordination with section 38(b). Any 

credit described in section 38(b) (1) 
through (5) is taken into account in 
computing the current year business 
credit for the first taxable year in 
which the credit is subject to section 
469 and is not disallowed by section 469 
and the regulations thereunder. 

(f) Coordination with section 50. In the 
case of any cessation described in sec-
tion 50(a) (1) or (2), the credits allo-
cable to the taxpayer’s activities under 
§ 1.469–1(f)(4) shall be adjusted by rea-
son of the cessation. 
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(g) [Reserved] 

[T.D. 8417, 57 FR 20758, May 15, 1992] 

§ 1.469–3T Passive activity credit (tem-
porary). 

(a) Computation of passive activity 
credit. The taxpayer’s passive activity 
credit for the taxable year is the 
amount (if any) by which— 

(1) The sum of all of the taxpayer’s 
credits that are subject to section 469 
for such year; exceeds 

(2) The taxpayer’s regular tax liabil-
ity allocable to all passive activities 
for such year. 

(b) Credits subject to section 469—(1) In 
general. Except as otherwise provided 
in this paragraph (b), a credit is subject 
to section 469 for a taxable year if and 
only if— 

(i) Such credit— 
(A) Is attributable to such taxable 

year and arises in connection with the 
conduct of an activity that is a passive 
activity for such taxable year; and 

(B) Is described in— 
(1) Section 38(b) (1) through (5) (relat-

ing to general business credits); 
(2) Section 27(b) (relating to corpora-

tions described in section 936); 
(3) Section 28 (relating to clinical 

testing of certain drugs); or 
(4) Section 29 (relating to fuel from 

nonconventional sources); or 
(ii) Such credit is allocable to an ac-

tivity for such taxable year under 
§ 1.469–1T(f)(4). 

(2) Treatment of credits attributable to 
qualified progress expenditures. Any 
credit attributable to an increase in 
qualified investment under section 
46(d)(1)(A) (relating to qualified 
progress expenditures) with respect to 
progress expenditure property (as de-
fined in section 46(d)(2)) is subject to 
section 469 for a taxable year if— 

(i) Such credit is attributable to such 
taxable year; 

(ii) Such credit is described in para-
graph (b)(1)(i)(B) of this section; and 

(iii) It is reasonable to believe that 
such progress expenditure property will 
be used in a passive activity of the tax-
payer when it is placed in service. 

(3) Special rule for partners and S cor-
poration shareholders. The character of 
a credit of a taxpayer arising in con-
nection with an activity conducted by 
a partnership or S corporation (as a 

credit subject to section 469) shall be 
determined, in any case in which par-
ticipation is relevant, by reference to 
the participation of the taxpayer in 
such activity. Such participation is de-
termined for the taxable year of the 
partnership or S corporation (and not 
the taxable year of the taxpayer). See 
§ 1.469–2T(e)(1). 

(4) Exception for pre-1987 credits. A 
credit is not subject to section 469 if it 
is attributable to a taxable year of the 
taxpayer beginning prior to January 1, 
1987. 

(c) Taxable year to which credit is at-
tributable. A credit is attributable to 
the taxable year in which such credit 
would be (or would have been) allowed 
if the credits regard to the limitations 
contained in sections 26(a), 28(d)(2), 
29(b)(5), 38(c), and 469. 

(d) Regular tax liability allocable to 
passive activities—(1) In general. For 
purposes of paragraph (a)(2) of this sec-
tion, the taxpayer’s regular tax liabil-
ity allocable to all passive activities 
for the taxable year is the excess (if 
any) of— 

(i) The taxpayer’s regular tax liabil-
ity for such taxable year; over 

(ii) The amount of such regular tax 
liability determined by reducing the 
taxpayer’s taxable income for such 
year by the excess (if any) of the tax-
payer’s passive activity gross income 
for such year over the taxpayer’s pas-
sive activity deductions for such year. 

(2) Regular tax liability. For purposes 
of this section, the term ‘‘regularly tax 
liability’’ has the meaning given such 
term in section 26(b). 

(e) Coordination with section 38(b). 
[Reserved]. See § 1.469–3(e) for rules re-
lating to this paragraph. 

(f) Coordination with section 50. [Re-
served]. See § 1.469–3(f) for rules relat-
ing to this paragraph. 

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

Example 1. (i) A, a calendar year individual, 
is a general partner in calendar year partner-
ship P. P purchases a building in 1987 and, in 
1987, 1988, and 1989, incurs rehabilitation 
costs with respect to the building. The build-
ing is placed in service in the rental activity 
in 1989. P’s rehabilitation costs are qualified 
rehabilitation expenditures (within the 
meaning of section 48(g)(2)) and are taken 
into account in determining the amount of 
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the investment credit for rehabilitation ex-
penditures. P’s qualified rehabilitation ex-
penditures are not qualified progress expend-
itures (within the meaning of section 46(d)). 

(ii) Because, under section 46(c)(1), the 
credit is allowable for the taxable year in 
which the rehabilitated property is placed in 
service, the credit allowable for P’s qualified 
rehabilitation expenditures arises in connec-
tion with the activity in which the property 
is placed in service. In addition, the credit is 
attributable to 1989, the year in which the 
property is placed in service, because it 
would be allowed for such year if A’s credits 
allowed for all taxable years were deter-
mined without regard to the limitations con-
tained in sections 26(a), 28(d)(2), 29(b)(5), 
38(c), and 469. Accordingly, under paragraph 
(b)(1) of this section, A’s distributive share of 
the credit is subject to section 469 for 1989 
because the credit arises in connection with 
a rental activity for such year. 

Example 2. The facts are the same as in Ex-
ample 1, except that the rehabilitation costs 
are incurred in anticipation of placing the 
building in service in a rental activity, the 
qualified rehabilitation expenditures in 1987 
and 1988 are qualified progress expenditures 
(‘‘QPEs’’) (within the meaning of section 
46(d)(3)), the improvements resulting from 
the expenditures are progress expenditure 
property (within the meaning of paragraph 
(d)(2) of this section), and it is reasonable to 
expect that such property will be transition 
property (within the meaning of section 
49(e)) when the property is placed in service. 
Therefore, under section 46(d)(1)(A), the 
qualified investment for 1987 and 1988 is in-
creased by an amount equal to the aggregate 
of the applicable percentage of the qualified 
rehabilitation expenditures incurred in such 
years. The credits that are based on these ex-
penditures are attributable (under paragraph 
(c) of this section) to 1987 and 1988, respec-
tively. It is reasonable to believe in 1987 and 
1988 that the progress expenditure property 
will be used in a rental activity when it is 
placed in service. Accordingly, under para-
graph (b)(2) of this section, A’s distributive 
share of the credit for 1987 and 1988 is subject 
to section 469. Under paragraph (b)(1) of this 
section (as in Example 1), A’s distributive 
share of the credit for 1989 is also subject to 
section 469. 

Example 3. (i) B, a single individual, ac-
quires an interest in a partnership that, in 
1988, rehabilitates a building and places it in 
service in a trade or business activity in 
which B does not materially participate. For 
1988, B has the following items of gross in-
come, deduction, and credit: 
Gross income: 

Income other than passive activ-
ity gross income ...................... $110,000 

Passive activity gross income .... 20,000 $130,000 

Deductions: 
Deductions other than passive 

activity deductions ................... 23,950 
Passive activity deductions ........ 18,000 (41,950) 

Taxable income .......................... ................ 88,050 

Credits: 
Rehabilitation credit from the 

passive activity ........................ ................ 8,000 

(ii) For 1988, the amount by which B’s pas-
sive activity gross income exceeds B’s pas-
sive activity deductions (B’s net passive in-
come) is $2,000. Under paragraph (d) of this 
section, B’s regular tax liability allocable to 
passive activities for 1988 is determined as 
follows: 

(A) Taxable income .................. $88,050 
(B) Regular tax liability ............. .............. $24,578.50 
(C) Taxable income minus net 

passive income ..................... 86,050 
(D) Regular tax liability for tax-

able income of $86,050.00 ... .............. 23,918.50 

(E) Regular tax liability allo-
cable to passive activities 
((B) minus (D)) ...................... .............. $660.00 

(iii) Under paragraph (a) of this section, 
B’s passive activity credit for 1988 is the 
amount by which B’s credits that are subject 
to section 469 for 1988 ($8,000) exceed B’s reg-
ular tax liability allocable to passive activi-
ties for 1988 ($660.00). Accordingly, B’s pas-
sive activity credit for 1988 is $7,340. 

Example 4. (i) The facts are the same as in 
Example 3 except that, in 1988, B also has ad-
ditional deductions of $100,000 from a trade 
or business activity in which B materially 
participates for 1988. Thus, B has a taxable 
loss for 1988 of $11,950, determined as follows: 
Gross income: 

Income other than passive ac-
tivity gross income ................ $110,000 

Passive activity gross income .. 20,000 $130,000 

Deductions: 
Deductions other than passive 

activity deductions ................. 123,950 
Passive activity deductions ...... 18,000 (141,950 ) 

Taxable income ........................ ................ (11,950 ) 

(ii) Under section 26(b) and paragraph (d)(2) 
of this section, the regular tax liability for a 
taxable year cannot exceed the tax imposed 
by chapter 1 of subtitle A of the Internal 
Revenue Code for the taxable year. There-
fore, under paragraph (d)(1) of this section, 
B’s regular tax liability allocable to passive 
activities for 1988 is zero. Although B’s net 
operating loss for the taxable year is reduced 
by B’s net passive income, and B’s regular 
tax liability for other taxable years may in-
crease as a result of the reduction, such an 
increase does not change B’s regular tax li-
ability allocable to passive activities for 
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1988. Accordingly, B’s passive activity credit 
for 1988 is $8,000. 

[T.D. 8175, 53 FR 5724, Feb. 25, 1988; 53 FR 
15494, Apr. 29, 1988; T.D. 8253, 54 FR 20542, 
May 12, 1989; T.D. 8417, 57 FR 20758, May 15, 
1992] 

§ 1.469–4 Definition of activity. 
(a) Scope and purpose. This section 

sets forth the rules for grouping a tax-
payer’s trade or business activities and 
rental activities for purposes of apply-
ing the passive activity loss and credit 
limitation rules of section 469. A tax-
payer’s activities include those con-
ducted through C corporations that are 
subject to section 469, S corporations, 
and partnerships. 

(b) Definitions. The following defini-
tions apply for purposes of this sec-
tion— 

(1) Trade or business activities. Trade or 
business activities are activities, other 
than rental activities or activities that 
are treated under § 1.469–1T(e)(3)(vi)(B) 
as incidental to an activity of holding 
property for investment, that— 

(i) Involve the conduct of a trade or 
business (within the meaning of section 
162); 

(ii) Are conducted in anticipation of 
the commencement of a trade or busi-
ness; or 

(iii) Involve research or experimental 
expenditures that are deductible under 
section 174 (or would be deductible if 
the taxpayer adopted the method de-
scribed in section 174(a)). 

(2) Rental activities. Rental activities 
are activities that constitute rental ac-
tivities within the meaning of § 1.469– 
1T(e)(3). 

(c) General rules for grouping activi-
ties—(1) Appropriate economic unit. One 
or more trade or business activities or 
rental activities may be treated as a 
single activity if the activities con-
stitute an appropriate economic unit 
for the measurement of gain or loss for 
purposes of section 469. 

(2) Facts and circumstances test. Ex-
cept as otherwise provided in this sec-
tion, whether activities constitute an 
appropriate economic unit and, there-
fore, may be treated as a single activ-
ity depends upon all the relevant facts 
and circumstances. A taxpayer may 
use any reasonable method of applying 
the relevant facts and circumstances in 

grouping activities. The factors listed 
below, not all of which are necessary 
for a taxpayer to treat more than one 
activity as a single activity, are given 
the greatest weight in determining 
whether activities constitute an appro-
priate economic unit for the measure-
ment of gain or loss for purposes of sec-
tion 469— 

(i) Similarities and differences in 
types of trades or businesses; 

(ii) The extent of common control; 
(iii) The extent of common owner-

ship; 
(iv) Geographical location; and 
(v) Interdependencies between or 

among the activities (for example, the 
extent to which the activities purchase 
or sell goods between or among them-
selves, involve products or services 
that are normally provided together, 
have the same customers, have the 
same employees, or are accounted for 
with a single set of books and records). 

(3) Examples. The following examples 
illustrate the application of this para-
graph (c). 

Example 1. Taxpayer C has a significant 
ownership interest in a bakery and a movie 
theater at a shopping mall in Baltimore and 
in a bakery and a movie theater in Philadel-
phia. In this case, after taking into account 
all the relevant facts and circumstances, 
there may be more than one reasonable 
method for grouping C’s activities. For in-
stance, depending on the relevant facts and 
circumstances, the following groupings may 
or may not be permissible: a single activity; 
a movie theater activity and a bakery activ-
ity; a Baltimore activity and a Philadelphia 
activity; or four separate activities. More-
over, once C groups these activities into ap-
propriate economic units, paragraph (e) of 
this section requires C to continue using 
that grouping in subsequent taxable years 
unless a material change in the facts and cir-
cumstances makes it clearly inappropriate. 

Example 2. Taxpayer B, an individual, is a 
partner in a business that sells non-food 
items to grocery stores (partnership L). B 
also is a partner in a partnership that owns 
and operates a trucking business (partner-
ship Q). The two partnerships are under com-
mon control. The predominant portion of Q’s 
business is transporting goods for L, and Q is 
the only trucking business in which B is in-
volved. Under this section, B appropriately 
treats L’s wholesale activity and Q’s truck-
ing activity as a single activity. 

(d) Limitation on grouping certain ac-
tivities. The grouping of activities 
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under this section is subject to the fol-
lowing limitations: 

(1) Grouping rental activities with other 
trade or business activities—(i) Rule. A 
rental activity may not be grouped 
with a trade or business activity unless 
the activities being grouped together 
constitute an appropriate economic 
unit under paragraph (c) of this section 
and— 

(A) The rental activity is insubstan-
tial in relation to the trade or business 
activity; 

(B) The trade or business activity is 
insubstantial in relation to the rental 
activity; or 

(C) Each owner of the trade or busi-
ness activity has the same propor-
tionate ownership interest in the rent-
al activity, in which case the portion of 
the rental activity that involves the 
rental of items of property for use in 
the trade or business activity may be 
grouped with the trade or business ac-
tivity. 

(ii) Examples. The following examples 
illustrate the application of paragraph 
(d)(1)(i) of this section: 

Example 1. (i) H and W are married and file 
a joint return. H is the sole shareholder of an 
S corporation that conducts a grocery store 
trade or business activity. W is the sole 
shareholder of an S corporation that owns 
and rents out a building. Part of the building 
is rented to H’s grocery store trade or busi-
ness activity (the grocery store rental). The 
grocery store rental and the grocery store 
trade or business are not insubstantial in re-
lation to each other. 

(ii) Because they file a joint return, H and 
W are treated as one taxpayer for purposes of 
section 469. See § 1.469–1T(j). Therefore, the 
sole owner of the trade or business activity 
(taxpayer H–W) is also the sole owner of the 
rental activity. Consequently, each owner of 
the trade or business activity has the same 
proportionate ownership interest in the rent-
al activity. Accordingly, the grocery store 
rental and the grocery store trade or busi-
ness activity may be grouped together 
(under paragraph (d)(1)(i) of this section) 
into a single trade or business activity, if the 
grouping is appropriate under paragraph (c) 
of this section. 

Example 2. Attorney D is a sole practitioner 
in town X. D also wholly owns residential 
real estate in town X that D rents to third 
parties. D’s law practice is a trade or busi-
ness activity within the meaning of para-
graph (b)(1) of this section. The residential 
real estate is a rental activity within the 
meaning of § 1.469–1T(e)(3) and is insubstan-
tial in relation to D’s law practice. Under 

the facts and circumstances, the law practice 
and the residential real estate do not con-
stitute an appropriate economic unit under 
paragraph (c) of this section. Therefore, D 
may not treat the law practice and the resi-
dential real estate as a single activity. 

(2) Grouping real property rentals and 
personal property rentals prohibited. An 
activity involving the rental of real 
property and an activity involving the 
rental of personal property (other than 
personal property provided in connec-
tion with the real property or real 
property provided in connection with 
the personal property) may not be 
treated as a single activity. 

(3) Certain activities of limited partners 
and limited entrepreneurs—(i) In general. 
Except as provided in this paragraph, a 
taxpayer that owns an interest, as a 
limited partner or a limited entre-
preneur (as defined in section 464(e)(2)), 
in an activity described in section 
465(c)(1), may not group that activity 
with any other activity. A taxpayer 
that owns an interest as a limited part-
ner or a limited entrepreneur in an ac-
tivity described in the preceding sen-
tence may group that activity with an-
other activity in the same type of busi-
ness if the grouping is appropriate 
under the provisions of paragraph (c) of 
this section. 

(ii) Example. The following example 
illustrates the application of this para-
graph (d)(3): 

Example. (i) Taxpayer A, an individual, 
owns and operates a farm. A is also a mem-
ber of M, a limited liability company that 
conducts a cattle-feeding business. A does 
not actively participate in the management 
of M (within the meaning of section 
464(e)(2)(B)). In addition, A is a limited part-
ner in N, a limited partnership engaged in oil 
and gas production. 

(ii) Because A does not actively participate 
in the management of M, A is a limited en-
trepreneur in M’s activity. M’s cattle-feeding 
business is described in section 465(c)(1)(B) 
(relating to farming) and may not be grouped 
with any other activity that does not involve 
farming. Moreover, A’s farm may not be 
grouped with the cattle-feeding activity un-
less the grouping constitutes an appropriate 
economic unit for the measurement of gain 
or loss for purposes of section 469. 

(iii) Because A is a limited partner in N 
and N’s activity is described in section 
465(c)(1)(D) (relating to exploring for, or ex-
ploiting, oil and gas resources), A may not 
group N’s oil and gas activity with any other 
activity that does not involve exploring for, 
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or exploiting, oil and gas resources. Thus, 
N’s activity may not be grouped with A’s 
farm or with M’s cattle-feeding business. 

(4) Other activities identified by the 
Commissioner. A taxpayer that owns an 
interest in an activity identified in 
guidance issued by the Commissioner 
as an activity covered by this para-
graph (d)(4) may not group that activ-
ity with any other activity, except as 
provided in the guidance issued by the 
Commissioner. 

(5) Activities conducted through section 
469 entities—(i) In general. A C corpora-
tion subject to section 469, an S cor-
poration, or a partnership (a section 
469 entity) must group its activities 
under the rules of this section. Once 
the section 469 entity groups its activi-
ties, a shareholder or partner may 
group those activities with each other, 
with activities conducted directly by 
the shareholder or partner, and with 
activities conducted through other sec-
tion 469 entities, in accordance with 
the rules of this section. A shareholder 
or partner may not treat activities 
grouped together by a section 469 enti-
ty as separate activities. 

(ii) Cross reference. An activity that a 
taxpayer conducts through a C cor-
poration subject to section 469 may be 
grouped with another activity of the 
taxpayer, but only for purposes of de-
termining whether the taxpayer mate-
rially or significantly participates in 
the other activity. See § 1.469– 
2T(c)(3)(i)(A) and (c)(4)(i) for the rules 
regarding dividends on C corporation 
stock and compensation paid for per-
sonal services. 

(e) Disclosure and consistency require-
ments—(1) Original groupings. Except as 
provided in paragraph (e)(2) of this sec-
tion and § 1.469–11, once a taxpayer has 
grouped activities under this section, 
the taxpayer may not regroup those ac-
tivities in subsequent taxable years. 
Taxpayers must comply with disclo-
sure requirements that the Commis-
sioner may prescribe with respect to 
both their original groupings and the 
addition and disposition of specific ac-
tivities within those chosen groupings 
in subsequent taxable years. 

(2) Regroupings. If it is determined 
that a taxpayer’s original grouping was 
clearly inappropriate or a material 
change in the facts and circumstances 

has occurred that makes the original 
grouping clearly inappropriate, the 
taxpayer must regroup the activities 
and must comply with disclosure re-
quirements that the Commissioner 
may prescribe. 

(f) Grouping by Commissioner to prevent 
tax avoidance—(1) Rule. The Commis-
sioner may regroup a taxpayer’s activi-
ties if any of the activities resulting 
from the taxpayer’s grouping is not an 
appropriate economic unit and a prin-
cipal purpose of the taxpayer’s group-
ing (or failure to regroup under para-
graph (e) of this section) is to cir-
cumvent the underlying purposes of 
section 469. 

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

Example. (i) Taxpayers D, E, F, G, and H are 
doctors who operate separate medical prac-
tices. D invested in a tax shelter several 
years ago that generates passive losses and 
the other doctors intend to invest in real es-
tate that will generate passive losses. The 
taxpayers form a partnership to engage in 
the trade or business of acquiring and oper-
ating X-ray equipment. In exchange for 
equipment contributed to the partnership, 
the taxpayers receive limited partnership in-
terests. The partnership is managed by a 
general partner selected by the taxpayers; 
the taxpayers do not materially participate 
in its operations. Substantially all of the 
partnership’s services are provided to the 
taxpayers or their patients, roughly in pro-
portion to the doctors’ interests in the part-
nership. Fees for the partnership’s services 
are set at a level equal to the amounts that 
would be charged if the partnership were 
dealing with the taxpayers at arm’s length 
and are expected to assure the partnership a 
profit. The taxpayers treat the partnership’s 
services as a separate activity from their 
medical practices and offset the income gen-
erated by the partnership against their pas-
sive losses. 

(ii) For each of the taxpayers, the tax-
payer’s own medical practice and the serv-
ices provided by the partnership constitute 
an appropriate economic unit, but the serv-
ices provided by the partnership do not sepa-
rately constitute an appropriate economic 
unit. Moreover, a principal purpose of treat-
ing the medical practices and the partner-
ship’s services as separate activities is to cir-
cumvent the underlying purposes of section 
469. Accordingly, the Commissioner may re-
quire the taxpayers to treat their medical 
practices and their interests in the partner-
ship as a single activity, regardless of wheth-
er the separate medical practices are con-
ducted through C corporations subject to 
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section 469, S corporations, partnerships, or 
sole proprietorships. The Commissioner may 
assert penalties under section 6662 against 
the taxpayers in appropriate circumstances. 

(g) Treatment of partial dispositions. A 
taxpayer may, for the taxable year in 
which there is a disposition of substan-
tially all of an activity, treat the part 
disposed of as a separate activity, but 
only if the taxpayer can establish with 
reasonable certainty— 

(1) The amount of deductions and 
credits allocable to that part of the ac-
tivity for the taxable year under 
§ 1.469–1(f)(4) (relating to carryover of 
disallowed deductions and credits); and 

(2) The amount of gross income and 
of any other deductions and credits al-
locable to that part of the activity for 
the taxable year. 

(h) Rules for grouping rental real estate 
activities for taxpayers qualifying under 
section 469(c)(7). See § 1.469–9 for rules 
for certain rental real estate activities. 

[T.D. 8565, 59 FR 50487, Oct. 4, 1994, as amend-
ed by T.D. 8645, 60 FR 66499, Dec. 22, 1995] 

§ 1.469–4T Definition of activity (tem-
porary). 

(a) Overview—(1) Purpose and effect of 
overview. This paragraph (a) contains a 
general description of the rules con-
tained in this section and is intended 
solely as an aid to readers. The provi-
sions of this paragraph (a) are not a 
substitute for the more detailed rules 
contained in the remainder of this sec-
tion and cannot be relied upon in cases 
in which those rules qualify the gen-
eral description contained in this para-
graph (a). 

(2) Scope and structure of § 1.469–4T. 
This section provides rules under which 
a taxpayer’s business and rental oper-
ations are treated as one or more ac-
tivities for purposes of section 469 and 
the regulations thereunder. (See para-
graph (b)(2)(ii) of this section for the 
definition of business and rental oper-
ations.) In general, these rules are di-
vided into three groups: 

(i) Rules that identify the business 
and rental operations that constitute 
an undertaking (the undertaking 
rules). 

(ii) Rules that identify the under-
taking or undertakings that constitute 
an activity (the activity rules). 

(iii) Rules that apply only under cer-
tain special circumstances (the special 
rules). 

(3) Undertaking rules—(i) In general. 
The undertaking is generally the 
smallest unit that can constitute an 
activity. (See paragraph (b)(1) of this 
section for the general rule and para-
graph (k)(2)(iii) of this section for a 
special rule that permits taxpayers to 
treat a single rental real estate under-
taking as multiple activities.) An un-
dertaking may include diverse business 
and rental operations. 

(ii) Basic undertaking rule. The basic 
undertaking rule identifies the busi-
ness and rental operations that con-
stitute an undertaking by reference to 
their location and ownership. Under 
this rule, business and rental oper-
ations that are conducted at the same 
location and are owned by the same 
person are generally treated as part of 
the same undertaking. Conversely, 
business and rental operations gen-
erally constitute separate under-
takings to the extent that they are 
conducted at different locations or are 
not owned by the same person. (See 
paragraph (c)(2)(i) of this section.) 

(iii) Circumstances in which location is 
disregarded. In some circumstances, the 
undertaking in which business and 
rental operations are included does not 
depend on the location at which the op-
erations are conducted. Operations 
that are not conducted at any fixed 
place of business or that are conducted 
at the customer’s place of business are 
treated as part of the undertaking with 
which the operations are most closely 
associated (see paragraph (c)(2)(iii)(C) 
of this section). In addition, operations 
that are conducted at a location but do 
not relate to the production of prop-
erty at that location or to the trans-
action of business with customers at 
that location are treated, in effect, as 
part of the undertaking or under-
takings that the operations support 
(see paragraph (c)(2)(ii) of this section). 

(iv) Rental undertakings. The basic 
undertaking rule is also modified if the 
undertaking determined under that 
rule includes both rental and nonrental 
operations. In such cases, the rental 
operations and the nonrental oper-
ations generally must be treated as 
separate undertakings (see paragraph 
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(d)(1) of this section). This rule does 
not apply if more than 80 percent of the 
income of the undertaking determined 
under the basic rule is attributable to 
one class of operations (i.e., rental or 
nonrental) or if the rental operations 
would not be treated as part of a rental 
activity because of the exceptions con-
tained in § 1.469–1T(e)(3)(ii) (see para-
graph (d)(2) of this section). In applying 
the rental undertaking rules, short- 
term rentals of real property (e.g., 
hotel-room rentals) are generally 
treated as nonrental operations (see 
paragraph (d)(3)(ii) of this section). 

(v) Oil and gas wells. Another excep-
tion to the basic undertaking rule 
treats oil and gas wells that are subject 
to the working-interest exception in 
§ 1.469–1T(e)(4) as separate undertakings 
(see paragraph (e) of this section). 

(4) Activity rules—(i) In general. The 
basic activity rule treats each under-
taking in which a taxpayer owns an in-
terest as a separate activity of the tax-
payer (see paragraph (b)(1) of this sec-
tion). In the case of trade or business 
undertakings, professional service un-
dertakings, and rental real estate un-
dertakings, additional rules may either 
require or permit the aggregation of 
two or more undertakings into a single 
activity. 

(ii) Aggregation of trade or business un-
dertakings—(A) Trade or business under-
takings. Trade or business undertakings 
include all nonrental undertakings 
other than oil and gas undertakings de-
scribed in paragraph (a)(3)(v) of this 
section and professional service under-
takings described in paragraph 
(a)(4)(iii) of this section (see paragraph 
(f)(1)(ii) of this section). 

(B) Similar, commonly-controlled under-
takings treated as a single activity. An 
aggregation rule treats trade or busi-
ness undertakings that are both simi-
lar and controlled by the same inter-
ests as part of the same activity. This 
rule is, however, generally inapplicable 
to small interests held by passive in-
vestors in such undertakings, except to 
the extent such interests are held 
through the same passthrough entity. 
(See paragraph (f)(2) of this section.) 
Undertakings are similar for purposes 
of this rule if more than half (by value) 
of their operations are in the same line 
of business (as defined in a revenue pro-

cedure issued pursuant to paragraph 
(f)(4)(iv) of this section) or if the under-
takings are vertically integrated (see 
paragraph (f)(4)(iii) of this section). All 
the facts and circumstances are taken 
into account in determining whether 
undertakings are controlled by the 
same interests for purposes of the ag-
gregation rule (see paragraph (j)(1) of 
this section). If, however, each member 
of a group of five or fewer persons owns 
a substantial interest in each of the 
undertakings, the undertakings may be 
rebuttably presumed to be controlled 
by the same interests (see paragraph (j) 
(2) and (3) of this section). 

(C) Integrated businesses treated as a 
single activity. Trade or business under-
takings (including undertakings that 
have been aggregated because of their 
similarity and common control) are 
subject to a second aggregation rule. 
Under this rule undertakings that con-
stitute an integrated business and are 
controlled by the same interests must 
be treated as part of the same activity. 
(See paragraph (g) of this section.) 

(iii) Aggregation of professional service 
undertakings. Professional service un-
dertakings are nonrental undertakings 
that predominantly involve the provi-
sion of services in the fields of health, 
law, engineering, architecture, ac-
counting, actuarial science, performing 
arts, or consulting (see paragraph 
(h)(1)(ii) of this section). In general, 
professional service undertakings that 
are either similar, related, or con-
trolled by the same interests must be 
treated as part of the same activity 
(see paragraph (h)(2) of this section). 
The rules for determining whether 
trade or business undertakings are con-
trolled by the same interests also apply 
with respect to professional service un-
dertakings. Professional service under-
takings are similar, however, if more 
than 20 percent (by value) of their oper-
ations are in the same field, and two 
professional service undertakings are 
related if one of the undertakings de-
rives more than 20 percent of its gross 
income from persons who are cus-
tomers of the other undertaking (see 
paragraph (h)(3) of this section). 

(iv) Rules for rental real estate—(A) 
Taxpayers permitted to determine rental 
real estate activities. The rules for aggre-
gating rental real estate undertakings 
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are generally elective. They permit 
taxpayers to treat any combination of 
rental real estate undertakings as a 
single activity. Taxpayers may also di-
vide their rental real estate under-
takings and then treat portions of the 
undertakings as separate activities or 
recombine the portions into activities 
that include parts of different under-
takings. (See paragraph (k)(2) (i) and 
(iii) of this section.) 

(B) Limitations on fragmentation and 
aggregation of rental real estate. Tax-
payers may not fragment their rental 
real estate in a manner that is incon-
sistent with their treatment of such 
property in prior taxable years or with 
the treatment of such property by the 
passthrough entity through which it is 
held (see paragraph (k) (2)(ii) and (3) of 
this section). There are no comparable 
limitations on the aggregation of rent-
al real estate into a single activity. If 
however, the income or gain from a 
rental real estate undertaking is sub-
ject to recharacterization under § 1.469– 
2T(f)(3) (relating to the rental of non-
depreciable property), a coordination 
rule provides that the undertaking 
must be treated as a separate activity 
(see paragraph (k)(6) of this section.) 

(v) Election to treat nonrental under-
takings as separate activities. Another 
elective rule permits taxpayers to treat 
a nonrental undertaking as a separate 
activity even if the undertaking would 
be treated as part of a larger activity 
under the aggregation rules applicable 
to the undertaking (see paragraph 
(o)(2) of this section). This elective rule 
is limited by consistency requirements 
similar to those that apply to rental 
real estate operations (see paragraph 
(o) (3) and (4) of this section). More-
over, in cases in which a taxpayer 
elects to treat a nonrental undertaking 
as a separate activity, the taxpayer’s 
level of participation (i.e., material, 
significant, or otherwise) in the sepa-
rate activity is the same as the tax-
payer’s level of participation in the 
larger activity in which the under-
taking would be included but for the 
election (see paragraph (o)(6) of this 
section). 

(5) Special rules—(i) Consolidated 
groups and publicly traded partnerships. 
Special rules apply to the business and 
rental operations of consolidated 

groups of corporations and publicly 
traded partnerships. Under these rules, 
a consolidated group is treated as one 
taxpayer in determining its activities 
and those of its members (see para-
graph (m) of this section), and business 
and rental operations owned through a 
publicly traded partnership cannot be 
aggregated with operations that are 
not owned through the partnership (see 
paragraph (n) of this section). 

(ii) Transitional rule. A special rule 
applies for taxable years ending before 
August 10, 1989. In those years, tax-
payers may organize business and rent-
al operations into activities under any 
reasonable method (see paragraph 
(p)(1) of this section). A taxpayer will 
also be permitted to use any reasonable 
method to allocate disallowed deduc-
tions and credits among activities for 
the first taxable year in which the tax-
payer’s activities are determined under 
the general rules of § 1.469–4T (see para-
graph (p)(3) of this section). 

(b) General rule and definitions of gen-
eral application—(1) General rule. Except 
as otherwise provided in this section, 
each undertaking in which a taxpayer 
owns an interest shall be treated as a 
separate activity of the taxpayer. See 
paragraphs (f), (g), and (h) of this sec-
tion for rules requiring certain non-
rental undertakings to be treated as 
part of the same activity and para-
graph (k) of this section for rules iden-
tifying the rental real estate under-
takings (or portions thereof) that are 
included in an activity. 

(2) Definitions of general application. 
The following definitions set forth the 
meaning of certain terms for purposes 
of this section: 

(i) Passthrough entity. The term 
‘‘passthrough entity’’ means a partner-
ship, S corporation, estate, or trust. 

(ii) Business and rental operations—(A) 
In general. Except as provided in para-
graph (b)(2)(ii)(B) of this section, the 
term ‘‘business and rental operations’’ 
means all endeavors that are engaged 
in for profit or the production of in-
come and satisfy one or more of the 
following conditions for the taxable 
year: 

(1) Such endeavors involve the con-
duct of a trade or business (within the 
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meaning of section 162) or are con-
ducted in anticipation of such endeav-
ors becoming a trade or business; 

(2) Such endeavors involve making 
tangible property available for use by 
customers; or 

(3) Research or experimental expendi-
tures paid or incurred with respect to 
such endeavors are deductible under 
section 174 (or would be deductible if 
the taxpayer adopted the method de-
scribed in section 174(a)). 

(B) Operations conducted through non-
passthrough entities. For purposes of ap-
plying section 469 and the regulations 
thereunder, a taxpayer’s activities do 
not include operations that a taxpayer 
conducts through one or more entities 
(other than passthrough entities). The 
following example illustrates the oper-
ation of this paragraph (b)(2)(ii)(B): 

Example. (i) A, an individual, owns stock of 
X, a closely held corporation (within the 
meaning of § 1.469–1T(g)(2)(ii) that is directly 
engaged in the conduct of a real estate devel-
opment business. A participates in X’s real 
estate development business, but does not 
own any interest in the business other than 
through ownership of the stock of X. 

(ii) X is subject to section 469 (see § 1.469– 
1T(b)(5)) and does not hold the real estate de-
velopment business through another entity. 
Accordingly, for purposes of section 469 and 
the regulations thereunder, the operations of 
X’s real estate development business are 
treated as part of X’s activities. 

(iii) A is also subject to section 469 (see 
§ 1.469–1T(b)(1)), but A’s only interest in the 
real estate development business is held 
through X. X is a C corporation and there-
fore is not a passthrough entity. Thus, for 
purposes of section 469 and the regulations 
thereunder, A’s activities do not include the 
operations of X’s real estate development 
business. Accordingly, A’s participation in 
X’s busines is not participation in an activ-
ity of A, and is not taken into account in de-
termining whether A materially participates 
(within the meaning of § 1.469–5T) or signifi-
cantly participates (within the meaning of 
§ 1.469–1T(c)(2)) in any activity. (See, how-
ever, § 1.469–1T(g)(3) for rules under which a 
shareholder’s participation is taken into ac-
count for purposes of determining whether a 
corporation materially or significantly par-
ticipates in an activity. 

(c) Undertaking—(1) In general. Except 
as otherwise provided in paragraphs 
(d), (e), and (k)(2)(iii) of this section, 
business and rental operations that 
constitute a separate source of income 
production shall be treated as a single 

undertaking that is separate from 
other undertakings. 

(2) Operations treated as a separate 
source of income production—(i) In gen-
eral. Except as otherwise provided in 
this paragraph (c)(2), business and rent-
al operations shall be treated for pur-
poses of this paragraph (c) as a sepa-
rate source of income production if and 
only if— 

(A) Such operations are conducted at 
the same location (within the meaning 
of paragraph (c)(2)(iii) of this section) 
and are owned by the same person 
(within the meaning of paragraph 
(c)(2)(v) of this section); and 

(B) Income-producing operations 
(within the meaning of paragraph 
(c)(2)(iv) of this section) owned by such 
person are conducted at such location. 

(ii) Treatment of support operations— 
(A) In general. For purposes of section 
469 and the regulations thereunder— 

(1) The support operations conducted 
at a location shall not be treated as 
part of an undertaking under para-
graph (c)(2)(i) of this section; and 

(2) The income and expenses that are 
attributable to such operations and are 
reasonably allocable to an undertaking 
conducted at a different location shall 
be taken into account in determining 
the income or loss from the activity or 
activities that include such under-
taking. 

(B) Support operations. For purposes 
of this paragraph (c)(2), the business 
and rental operations conducted at a 
location are treated as support oper-
ations to the extent that— 

(1) Such operations and an under-
taking that is conducted at a different 
location are owned by the same person 
(within the meaning of paragraph 
(c)(2)(v) of this section); 

(2) Such operations involve the provi-
sion of property or services to such un-
dertaking; and 

(3) Such operations are not income- 
producing operations (within the mean-
ing of paragraph (c)(2)(iv) of this sec-
tion). 

(iii) Location. For purposes of this 
paragraph (c)(2)— 

(A) The term ‘‘location’’ means, with 
respect to any business and rental op-
erations, a fixed place of business at 
which such operations are regularly 
conducted; 
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(B) Business and rental operations 
are conducted at the same location if 
they are conducted in the same phys-
ical structure or within close prox-
imity of one another; 

(C) Business and rental operations 
that are not conducted at a fixed place 
of business or that are conducted on 
the customer’s premises shall be treat-
ed as operations that are conducted at 
the location (other than the customer’s 
premises) with which they are most 
closely associated; 

(D) All the facts and circumstances 
(including, in particular, the factors 
listed in paragraph (c)(3) of this sec-
tion) are taken into account in deter-
mining the location with which busi-
ness and rental operations are most 
closely associated; and 

(E) Oil and gas operations that are 
conducted for the development of a 
common reservoir are conducted with-
in close proximity of one another. 

(iv) Income-producing operations. For 
purposes of this paragraph (c)(2), the 
term ‘‘income-producing operations’’ 
means business and rental operations 
that are conducted at a location and 
relate to (or are conducted in reason-
able anticipation of)— 

(A) The production of property at 
such location; 

(B) The sale of property to customers 
at such location; 

(C) The performance of services for 
customers at such location; 

(D) Transactions in which customers 
take physical possession at such loca-
tion of property that is made available 
for their use; or 

(E) Any other transactions that in-
volve the presence of customers at such 
location. 

(v) Ownership by the same person. For 
purposes of this paragraph (c)(2), busi-
ness and rental operations are owned 
by the same person if and only if one 
person (within the meaning of section 
7701(a)(1)) is the direct owner of such 
operations. 

(3) Facts and circumstances determina-
tions. In determining whether a loca-
tion is the location with which busi-
ness and rental operations are most 
closely associated for purposes of para-
graph (c)(2)(iii)(D) of this section, the 
following relationships between oper-
ations that are conducted at such loca-

tion and other operations are generally 
the most significant: 

(i) The extent to which other persons 
conduct similar operations at one loca-
tion; 

(ii) Whether such operations are 
treated as a unit in the primary ac-
counting records reflecting the results 
of such operations; 

(iii) The extent to which other per-
sons treat similar operations as a unit 
in the primary accounting records re-
flecting the results of such similar op-
erations; 

(iv) The extent to which such oper-
ations involve products or services that 
are commonly provided together; 

(v) The extent to which such oper-
ations serve the same customers; 

(vi) The extent to which the same 
personnel, facilities, or equipment are 
used to conduct such operations; 

(vii) The extent to which such oper-
ations are conducted in coordination 
with or reliance upon each other; 

(viii) The extent to which the con-
duct of any such operations is inci-
dental to the conduct of the remainder 
of such operations; 

(ix) The extent to which such oper-
ations depend on each other for their 
economic success; and 

(x) Whether such operations are con-
ducted under the same trade name. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (c). In each example that does 
not state otherwise, the taxpayer is an 
individual and the facts, analysis, and 
conclusion relate to a single taxable 
year. 

Example 1. The taxpayer is the sole owner 
of a department store and a restaurant and 
conducts both businesses in the same build-
ing. Thus, the department store and res-
taurant operations are conducted at the 
same location (within the meaning of para-
graph (c)(2)(iii) of this section) and are 
owned by the same person (i.e., the taxpayer 
is the direct owner of the operations). In ad-
dition, the taxpayer conducts income-pro-
ducing operations (within the meaning of 
paragraph (c)(2)(iv) of this section) at the lo-
cation (i.e., property is sold to customers and 
services are performed for customers on the 
premises of the department store). Accord-
ingly, the department store and restaurant 
operations are treated as a separate source 
of income production (see paragraph (c)(2) of 
this section) and as a single undertaking 
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that is separate from other undertakings 
(see paragraph (c)(1) of this section). 

Example 2. (i) The facts are the same as in 
Example 1, except that the taxpayer is also 
the sole owner of an automotive center that 
services automobiles and sells tires, bat-
teries, motor oil, and accessories. The tax-
payer operates the automotive center in a 
separate structure in the shopping mall in 
which the department store is located. Al-
though the automotive center operations 
and the department store and restaurant op-
erations are not conducted in the same phys-
ical structure, they are conducted within 
close proximity (within the meaning of para-
graph (c)(2)(iii)(B) of this section) of one an-
other. Thus, the department store, res-
taurant, and automotive center operations 
are conducted at the same location (within 
the meaning of paragraph (c)(2)(iii) of this 
section). 

(ii) As in Example 1, the operations con-
ducted at the same location are owned by 
the same person, and the taxpayer conducts 
income-producing operations (within the 
meaning of paragraph (c)(2)(iv) of this sec-
tion) at the location. Accordingly, the de-
partment store, restaurant, and automotive 
center operations are treated as a separate 
source of income production (see paragraph 
(c)(2) of this section) and as a single under-
taking that is separate from other under-
takings (see paragraph (c)(1) of this section). 

Example 3. (i) The facts are the same as in 
Example 2, except that the automotive cen-
ter is located several blocks from the shop-
ping mall. As in Example 1, the department 
store and restaurant operations are treating 
as a single undertaking that is separate from 
other undertakings. Because, however, the 
automotive center operations are not con-
ducted within close proximity (within the 
meaning of paragraph (c)(2)(iii)(B) of this 
section) of the department store and res-
taurant operations, all of the taxpayer’s op-
erations are not conducted at the same loca-
tion (within the meaning of paragraph 
(c)(2)(iii) of this section). 

(ii) All of the automotive center operations 
are conducted at the same location (within 
the meaning of paragraph (c)(2)(iii) of this 
section) and are owned by the same person 
(i.e., the taxpayer is the direct owner of the 
operations). In addition, the taxpayer con-
ducts income producing operations (within 
the meaning of paragraph (c)(2)(iv) of this 
section) at the location (i.e., property is sold 
to customers and services are performed for 
customers on the premises of the automotive 
center). Accordingly, the automotive center 
operations are also treated as a separate 
source of income production (see paragraph 
(c)(2) of this section) and as a single under-
taking that is separate from other under-
takings (see paragraph (c)(1) of this section). 
See, however, paragraph (g) of this section 
for rules under which certain trade or busi-

ness activities are treated as a single activ-
ity. 

Example 4. The taxpayer is the sole owner 
of a building and rents residential, office, 
and retail space in the building to various 
tenants. The taxpayer manages these rental 
operations from an office located in the 
building. The rental operations are con-
ducted at the same location (within the 
meaning of paragraph (c)(2)(iii) of this sec-
tion) and are owned by the same person (i.e., 
the taxpayer is the direct owner of the oper-
ations). In addition, the taxpayer conducts 
income-producing operations (within the 
meaning of paragraph (c)(2)(iv) of this sec-
tion) at the location (i.e., customers take 
physical possession in the building of prop-
erty made available for their use). Accord-
ingly, the rental operations are treated as a 
separate source of income production (see 
paragraph (c)(2) of this section) and as a sin-
gle undertaking that is separate from other 
undertakings (see paragraph (c)(1) of this 
section). See paragraph (d) of this section for 
rules for determining whether this under-
taking is a rental undertaking and para-
graph (k) of this section for rules for identi-
fying rental real estate activities. 

Example 5. (i) The facts are the same as in 
Example 4, except that the taxpayer also 
uses the rental office in the building 
(‘‘Building #1’’) to manage rental operations 
in another building (‘‘Building #2’’) that the 
taxpayer owns. The rental operations con-
ducted in Building #2 are treated as a sepa-
rate source of income production under para-
graph (c)(2) of this section and as a single un-
dertaking that is separate from other under-
takings (the ‘‘Building #2 undertaking’’) 
under paragraph (c)(1) of this section. 

(ii) The operations conducted at the rental 
office in Building #1 and the Building #2 un-
dertaking are owned by the same person (i.e., 
the taxpayer is the direct owner of the oper-
ations). In addition, the operations con-
ducted at the rental office with respect to 
the Building #2 undertaking relate to trans-
actions in which customers take physical 
possession at another location of property 
that is made available for their use (i.e., the 
operations are not income-producing oper-
ations (within the meaning of paragraph 
(c)(2)(iv) of this section)). Thus, to the extent 
the operations conducted at the rental office 
involve the management of the Building #2 
undertaking, they are support operations 
(within the meaning of paragraph (c)(2)(ii)(B) 
of this section) with respect to the Building 
#2 undertaking. 

(iii) Paragraph (c)(2)(ii)(A)(1) of this sec-
tion provides that support operations are not 
treated as part of an undertaking under 
paragraph (c)(2)(i) of this section. Therefore, 
the support operations conducted at the 
rental office are not treated as part of the 
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undertaking that consists of the rental oper-
ations conducted in Building #1 (the ‘‘Build-
ing #1 undertaking’’). Paragraph 
(c)(2)(ii)(A)(2) of this section provides that 
the income and expenses that are attrib-
utable to support operations and are reason-
ably allocable to an undertaking conducted 
at a different location shall be taken into ac-
count in determining the income or loss 
from the activity that includes such under-
taking. Accordingly, the income and ex-
penses of the rental office that are reason-
ably allocable to the Building #2 under-
taking are taken into account in deter-
mining the income or loss from the activity 
or activities that include the Building #2 un-
dertaking. See paragraph (k) of this section 
for rules for identifying rental real estate ac-
tivities. 

(iv) Rental office operations that involve 
the management of rental operations con-
ducted in Building #1 are not support oper-
ations (within the meaning of paragraph 
(c)(2)(ii)(B) of this section) because they re-
late to an undertaking that is conducted at 
the same location (the ‘‘Building #1 under-
taking’’). Thus, the rules for support oper-
ations in paragraph (c)(2)(ii)(A) of this sec-
tion do not apply to such operations, and 
they are treated as part of the Building #1 
undertaking. 

Example 6. (i) The taxpayer conducts busi-
ness and rental operations at eleven different 
locations (within the meaning of paragraph 
(c)(2)(iii) of this section). At ten of the loca-
tions the taxpayer owns grocery stores, and 
at the eleventh location the taxpayer owns a 
warehouse that receives goods and supplies 
them to the taxpayer’s stores. The oper-
ations of each store are conducted at the 
same location (within the meaning of para-
graph (c)(2)(iii) of this section) and are 
owned by the same person (i.e., the taxpayer 
is the direct owner of the operations). In ad-
dition, the taxpayer conducts income-pro-
ducing operations (within the meaning of 
paragraph (c)(2)(iv) of this section) at each 
location (i.e., property is sold to customers 
on the store premises, and customers take 
physical possession on the store premises of 
property made available for their use). Ac-
cordingly, the operations of each of the ten 
grocery stores are treated as a separate 
source of income production (see paragraph 
(c)(2) of this section), and each store is treat-
ed as a single undertaking (a ‘‘grocery store 
undertaking’’) that is separate from other 
undertakings (see paragraph (c)(1) of this 
section). The operations conducted at the 
warehouse, however, do not include any in-
come-producing operations (within the 
meaning of paragraph (c)(2)(iv) of this sec-
tion). Accordingly, the warehouse operations 
do not satisfy the requirements of paragraph 
(c)(2)(i) of this section and are not treated as 
a separate undertaking under paragraph 
(c)(1) of this section. 

(ii) The warehouse operations and the gro-
cery store undertakings are owned by the 
same person (i.e., the taxpayer is the direct 
owner of the operations), the operations con-
ducted at the warehouse involve the provi-
sion of property to the grocery store under-
takings, and the warehouse operations are 
not income-producing operations (within the 
meaning of paragraph (c)(2)(iv) of this sec-
tion). Thus, the warehouse operations are 
support operations (within the meaning of 
paragraph (c)(2)(ii)(B) of this section) with 
respect to the grocery store undertakings. 
Paragraph (c)(2)(ii)(A)(2) of this section pro-
vides that the income and expenses that are 
attributable to support operations and are 
reasonably allocable to an undertaking con-
ducted at a different location shall be taken 
into account in determining the income or 
loss from the activity or activities that in-
clude such undertaking. Accordingly, the in-
come and expenses of the warehouse oper-
ations that are reasonably allocable to a gro-
cery store undertaking are taken into ac-
count in determining the income or loss 
from the activity or activities that include 
such undertaking. See paragraph (f) of this 
section for rules under which certain similar, 
commonly-controlled undertakings are 
treated as a single activity. 

Example 7. (i) The facts are the same as in 
Example 6, except that the warehouse oper-
ations also include the sale of goods to gro-
cery stores that the taxpayer does not own 
(‘‘other grocery stores’’). Because of these 
sales, the taxpayer conducts income-pro-
ducing operations (within the meaning of 
paragraph (c)(2)(iv) of this section) at the 
warehouse. The warehouse operations are 
conducted at the same location (within the 
meaning of paragraph (c)(2)(iii) of this sec-
tion) and are owned by the same person (i.e., 
the taxpayer is the direct owner of the oper-
ations). Accordingly, prior to the application 
of the rules for support operations in para-
graph (c)(2)(ii) of this section, the warehouse 
operations are treated as a separate source 
of income production (see paragraph (c)(2) of 
this section) and as a single undertaking (the 
‘‘separate warehouse undertaking’’) that is 
separate from other undertakings (see para-
graph (c)(1) of this section). 

(ii) As in Example 6, the warehouse oper-
ations that involve supplying goods to the 
taxpayer’s grocery store undertakings are 
support operations with respect to those un-
dertakings. Therefore, those operations are 
not treated as part of the separate ware-
house undertaking (see paragraph 
(c)(2)(ii)(A)(1) of this section), and the in-
come and expenses of such operations are 
taken into account, as in Example 6, in de-
termining the income or loss from the activ-
ity or activities that include the taxpayer’s 
grocery store undertakings. 
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Example 8. (i) A partnership is formed to 
acquire real property and construct a build-
ing on the property. The partnership hires 
brokers to locate a suitable parcel of land, 
lawyers to negotiate zoning variances, ease-
ments, and building permits, and architects 
and engineers to design the improvements. 
After the architects and engineers have de-
signed the improvements and other prelimi-
naries have been completed, the partnership 
hires a general contractor who hires sub-
contractors and oversees construction. Dur-
ing the construction process and after con-
struction has been completed, the partner-
ship leases out space in the building. The 
partnership then operates the building as a 
rental property. The operations of acquiring 
the real property, negotiating contracts, 
overseeing the designing and construction of 
the improvements, leasing up the building, 
and operating the building are conducted at 
an office (the ‘‘management office’’) that is 
not at the same location (within the mean-
ing of paragraph (c)(2)(iii) of this section) as 
the building. 

(ii) The operations conducted at the build-
ing site (e.g., excavating the land, pouring 
the concrete for the foundation, erecting the 
frame of the building, completing the exte-
rior of the building, and building out the in-
terior of the building) are conducted at the 
same location (within the meaning of para-
graph (c)(2)(iii) of this section) and are 
owned by the same person (i.e., the partner-
ship is the direct owner of the operations). In 
addition, the partnership conducts income- 
producing operations (within the meaning of 
paragraph (c)(2)(iv) of this section) at the lo-
cation (i.e., during the construction period 
property (the building) is produced at the 
building site, and during the rental period 
customers take physical possession in the 
building of property made available for their 
use). Accordingly, the operations conducted 
at the building site are treated as a separate 
source of income production (see paragraph 
(c)(2) of this section) and as a single under-
taking that is separate from other under-
takings (see paragraph (c)(1) of this section). 

(iii) The operations conducted at the man-
agement office and the undertaking con-
ducted at the building site are owned by the 
same person (i.e., the partnership is the di-
rect owner of the operations). In addition, 
the operations conducted at the management 
office relate to transactions in which cus-
tomers take physical possession at another 
location of property that is made available 
for their use (i.e., the operations are not in-
come-producing operations (within the 
meaning of paragraph (c)(2)(iv) of this sec-
tion)). Thus, to the extent the operations 
conducted at the management office involve 
the provision of services to the undertaking 
conducted at the building site, they are sup-
port operations (within the meaning of para-

graph (c)(2)(ii)(B) of this section) with re-
spect to such undertaking. 

(iv) Paragraph (c)(2)(ii)(A)(2) of this section 
provides that the income and expenses of 
support operations that are reasonably allo-
cable to an undertaking conducted at a dif-
ferent location shall be taken into account 
in determining the income or loss from the 
activity that includes such undertaking. Ac-
cordingly, the income and expenses of the 
management office that are reasonably allo-
cable to the undertaking conducted at the 
building site are taken into account in deter-
mining the income or loss from the activity 
or activities that include such undertaking. 

(v) Until the building is first held out for 
rent and is in a state of readiness for rental, 
the undertaking conducted at the building 
site is a trade or business undertaking (with-
in the meaning of paragraph (f)(1)(ii) of this 
section). See paragraph (d) of this section for 
rules for determining whether the under-
taking is a rental undertaking for periods 
after the building is first held out for rent 
and is in a state of readiness for rental and 
paragraph (k) of this section for rules for 
identifying rental real estate activities. 

Example 9. The taxpayer owns 15 oil wells 
pursuant to a single working interest (within 
the meaning of § 1.469–1T (e)(4)(iv). All of the 
wells are drilled and operated for the devel-
opment of a common reservoir. Thus, all of 
the wells are at the same location (see para-
graph (c)(2)(iii)(E) of this section). All of the 
wells are owned by the same person (i.e., the 
taxpayer is the direct owner of the oper-
ations), and the taxpayer conducts income- 
producing operations (within the meaning of 
paragraph (c)(2)(iv) of this section) at the lo-
cation (i.e., oil wells are drilled in reasonable 
anticipation of producing oil at the loca-
tion). Accordingly, the operations of the 
wells are treated as a separate source of in-
come production (see paragraph (c)(2) of this 
section) and as a single undertaking that is 
separate from other undertakings (see para-
graph (c)(1) of this section). See paragraph 
(e) of this section for rules under which cer-
tain oil and gas operations are treated as 
multiple undertakings even if they would be 
part of the same undertaking under the rules 
of this paragraph (c). 

Example 10. (i) Partnership X owns an auto-
mobile dealership and partnership Y owns an 
automobile repair shop. The dealership and 
repair shop operations are conducted in the 
same physical structure. Individuals A, B, 
and C are the only partners in partnerships X 
and Y, and each of the partners owns a one- 
third interest in both partnerships. 

(ii) The dealership operations and the re-
pair-shop operations are conducted at the 
same location (within the meaning of para-
graph (c)(2)(iii) of this section), but are 
owned by different persons (i.e., X is the di-
rect owner of the dealership operations, and 
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Y is the direct owner of the repair-shop oper-
ations). Moreover, indirect ownership of the 
operations is not taken into account under 
paragraph (c)(2)(v) of this section. Thus, it is 
irrelevant that the two partnerships are 
owned by the same persons in identical pro-
portions. Accordingly, the dealership and re-
pair-shop operations are not treated as part 
of the same source of income production (see 
paragraph (c)(2) of this section) or as a single 
undertaking that is separate from other un-
dertakings (see paragraph (c)(1) of this sec-
tion). See, however, paragraph (g) of this sec-
tion for rules under which certain trade or 
business activities are treated as a single ac-
tivity. 

Example 11. (i) The taxpayer owns and oper-
ates a delivery service. The business consists 
of a central office, retail establishments, and 
messengers who transport packages from one 
place to another. Customers may bring their 
packages to a retail establishment for deliv-
ery elsewhere or, by calling the central of-
fice, may have packages picked up at their 
homes or offices. The central office dis-
patches messengers and coordinates all 
pickups and deliveries. Customers may pay 
for deliveries when they drop off or pick up 
packages at a retail establishment, or the 
central office will bill the customer for serv-
ices rendered. In addition, many packages 
are routed through the central office. 

(ii) The operations conducted at the cen-
tral office are conducted at the same loca-
tion (within the meaning of paragraph 
(c)(2)(iii) of this section) and are owned by 
the same person (i.e., the taxpayer is the di-
rect owner of the operations). The operations 
actually conducted at the central office, 
however, do not include any income- 
producting operations (within the meaning 
of paragraph (c)(2)(iv) of this section). 

(iii) Under paragraph (c)(2)(iii) (C) and (D) 
of this section, business and rental oper-
ations that are not conducted at a fixed 
place of business or that are conducted on 
the customer’s premises are treated as oper-
ations that are conducted at the location 
(other than the customer’s premises) with 
which they are most closely associated, and 
all the facts and circumstances are taken 
into account in determining the location 
with which business and rental operations 
are most closely associated. The facts and 
circumstances in this case (including the 
facts that the central office dispatches mes-
sengers, coordinates all pickups and deliv-
eries, and is the transshipment point for 
many packages) establish that the oper-
ations of delivering packages from one loca-
tion to another are most closely associated 
with the central office. Thus, the delivery 
operations are treated as operations that are 
conducted at the central office, and the de-
liveries are treated as income-producing op-
erations (i.e., the performance of services for 
customers) that the taxpayer conducts at 

the central office. Accordingly, the oper-
ations conducted at the central office are 
treated as a separate source of income pro-
duction (see paragraph (c)(2) of this section) 
and as a single undertaking that is separate 
from other undertakings (see paragraph 
(c)(1) of this section). 

(iv) The operations conducted at each re-
tail establishment are conducted at the same 
location (within the meaning of paragraph 
(c)(2)(iii) of this section) and are owned by 
the same person (i.e., the taxpayer is the di-
rect owner of the operations). At each retail 
establishment, the taxpayer’s operations in-
clude transactions that involve the presence 
of customers at the establishment. Thus, the 
taxpayer conducts income-producing oper-
ations (within the meaning of paragraph 
(c)(2)(iv)(E) of this section) at the retail es-
tablishments. Accordingly, the operations of 
each retail establishment are treated as a 
separate source of income production (see 
paragraph (c)(2) of this section) and as a sin-
gle undertaking that is separate from other 
undertakings (see paragraph (c)(1) of this 
section). See, however, paragraph (f) of this 
section for rules under which certain similar, 
commonly-controlled undertakings are 
treated as a single activity. 

Example 12. (i) The taxpayer is the sole 
owner of a saw mill and a lumber yard. The 
taxpayer’s business operations consist of 
converting timber into lumber and other 
wood products and selling the resulting prod-
ucts. The timber is processed at the saw 
mill, and the resulting products are trans-
ported to the lumber yard where they are 
sold. The saw mill and the lumber yard are 
at different locations (within the meaning of 
paragraph (c)(2)(iii) of this section). The 
transportation operations are managed at 
the saw mill. 

(ii) The operations conducted at the saw 
mill are conducted at the same location 
(within the meaning of paragraph (c)(2)(iii) 
of this section) and are owned by the same 
person (i.e., the taxpayer is the direct owner 
of the operations). In addition, the taxpayer 
conducts income-producing operations (with-
in the meaning of paragraph (c)(2)(iv) of this 
section) at the location (i.e., lumber is pro-
duced at the mill). Similarly, the selling op-
erations at the lumber yard are conducted at 
the same location (within the meaning of 
paragraph (c)(2)(iii) of this section) and are 
owned by the same person (i.e., the taxpayer 
is the direct owner of the operations). In ad-
dition, the taxpayer conducts income-pro-
ducing operations (within the meaning of 
paragraph (c)(2)(iv) of this section) at the lo-
cation (i.e., lumber is sold to customers at 
the lumber yard). Thus, the milling oper-
ations and the selling operations are treated 
as separate sources of income production 
(see paragraph (c)(2) of this section) and as 
separate undertakings (see paragraph (c)(1) 
of this section). 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00472 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



463 

Internal Revenue Service, Treasury § 1.469–4T 

(iii) The operations conducted at the mill 
involve the provision of property to the lum-
ber-yard undertaking. Nonetheless, the mill-
ing operations are income-producing oper-
ations because they relate to the production 
of property at the mill, and an undertaking’s 
income-producing operations are not treated 
as support operations (see paragraph 
(c)(2)(ii)(B)(3) of this section). Accordingly, 
the milling operations are not support oper-
ations with respect to the lumber-yard un-
dertaking. See, however, paragraph (f) of this 
section for rules under which certain 
vertically-integrated undertakings are treat-
ed as part of the same activity. 

(iv) The operations of transporting finished 
products from the saw mill to the lumber 
yard are not conducted at a fixed location. 
Under paragraphs (c)(2)(iii) (C) and (D) of 
this section, business and rental operations 
that are not conducted at a fixed place of 
business or that are conducted on the cus-
tomer’s premises are treated as operations 
that are conducted at the location (other 
than the customer’s premises) with which 
they are most closely associated, and all the 
facts and circumstances are taken into ac-
count in determining the location with 
which business and rental operations are 
most closely associated. The facts and cir-
cumstances in this case (including the fact 
that the transportation operations are man-
aged at the saw mill) establish that the 
transportation operations are most closely 
associated with the saw mill. Thus, the 
transportation operations are treated as op-
erations that are conducted at the mill and 
as part of the undertaking that consists of 
the milling operations. 

(d) Rental undertaking—(1) In general. 
This paragraph (d) applies to oper-
ations that are treated, under para-
graph (c) of this section and before the 
application of paragraph (d)(1)(i) of this 
section, as a single undertaking that is 
separate from other undertakings (a 
‘‘paragraph (c) undertaking’’). For pur-
poses of this section— 

(i) A paragraph (c) undertaking’s 
rental operations and its operations 
other than rental operations shall be 
treated, except as otherwise provided 
in paragraph (d)(2) of this section, as 
two separate undertakings; 

(ii) The income and expenses that are 
reasonably allocable to an undertaking 
(determined after the application of 
paragraph (d)(1)(i) of this section) shall 
be taken into account in determining 
the income or loss from the activity or 
activities that include such under-
taking; and 

(iii) An undertaking (determined 
after the application of paragraph 
(d)(1)(i) of this section) shall be treated 
as a rental undertaking if and only if 
such undertaking, considered as a sepa-
rate activity, would constitute a rental 
activity (within the meaning of § 1.469– 
1T(e)(3)). 

(2) Exceptions. Paragraph (d)(1)(i) of 
this section shall not apply to a para-
graph (c) undertaking for any taxable 
year in which— 

(i) The rental operations of the para-
graph (c) undertaking, considered as a 
separate activity, would not constitute 
a rental activity (within the meaning 
of § 1.469–1T(e)(3)); 

(ii) Less than 20 percent of the gross 
income of the paragraph (c) under-
taking is attributable to rental oper-
ations; or 

(iii) Less than 20 percent of the gross 
income of the paragraph (c) under-
taking is attributable to operations 
other than rental operations. 

(3) Rental operations. For purposes of 
this paragraph (d), a paragraph (c) un-
dertaking’s rental operations are deter-
mined under the following rules: 

(i) General rule. Except as otherwise 
provided in paragraph (d)(3) (ii) or (iii) 
of this section, a paragraph (c) under-
taking’s rental operations are all of the 
undertaking’s business and rental oper-
ations that involve making tangible 
property available for use by customers 
and the provision of property and serv-
ices in connection therewith. 

(ii) Real property provided for short- 
term use. A paragraph (c) undertaking’s 
operations that involve making short- 
term real property available for use by 
customers and the provision of prop-
erty and services in connection there-
with shall not be treated as rental op-
erations if such operations, considered 
as a separate activity, would not con-
stitute a rental activity. An item of 
property is treated as short-term real 
property for this purpose if and only if 
such item is real property that the 
paragraph (c) undertaking makes 
available for use by customers and the 
average period of customer use (within 
the meaning of § 1.469–1T(e)(3)(iii)) for 
all of the paragraph (c) undertaking’s 
real property of the same type as such 
item is 30 days or less. 
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(iii) Property made available to licens-
ees. A paragraph (c) undertaking’s op-
erations that involve making tangible 
property available during defined busi-
ness hours for nonexclusive use by var-
ious customers shall not be treated as 
rental operations. (See § 1.469– 
1T(e)(3)(ii)(E).) 

(4) Examples. The following examples 
illustrate the application of this para-
graph (d). In each example that does 
not state otherwise, the taxpayer is an 
individual and the facts, analysis, and 
conclusions relate to a single taxable 
year. 

Example 1. (i) The taxpayer owns a building 
in which the taxpayer rents office space to 
tenants and operates a parking garage that 
is used by tenants and other persons. (As-
sume that, under paragraph (c)(1) of this sec-
tion, the operations conducted in the build-
ing are treated as a single paragraph (c) un-
dertaking.) The taxpayer’s tenants typically 
occupy an office for at least one year, and 
the services provided to tenants are those 
customarily provided in office buildings. 
Some persons (including tenants) rent spaces 
in the parking garage on a monthly or an-
nual basis. In general, however, spaces are 
rented on an hourly or daily basis, and the 
average period for which all customers (in-
cluding tenants) use the parking garage is 
less than 24 hours. The paragraph (c) under-
taking derives 75 percent of its gross income 
from office-space rentals and 25 percent of 
its gross income from the parking garage. 
The operations conducted in the building are 
not incidental to any other activity of the 
taxpayer (within the meaning of § 1.469– 
1T(e)(3)(vi)). 

(ii) The parking spaces are real property 
and the average period of customer use 
(within the meaning of § 1.469–1T(e)(3)(iii)) 
for the parking spaces is 30 days or less. 
Thus, the parking spaces are short-term real 
properties (within the meaning of paragraph 
(d)(3)(ii) of this section). (For this purpose, 
individual parking spaces that are rented on 
a monthly or annual basis are, nevertheless, 
short-term real properties because all the 
parking spaces are property of the same 
type, and the average rental period taking 
all parking spaces into account is 30 days or 
less.) In addition, the parking-garage oper-
ations involve making short-term real prop-
erties available for use by customers and the 
provision of property and services in connec-
tion therewith. 

(iii) Paragraph (d)(3) (i) and (ii) of this sec-
tion provides, in effect, that a paragraph (c) 
undertaking’s operations that involve mak-
ing short-term real properties available for 
use by customers and the provision of prop-
erty and services in connection therewith 

are treated as rental operations if and only if 
the operations, considered as a separate ac-
tivity, would constitute a rental activity 
(within the meaning of § 1.469–1T(e)(3)). In 
this case, the parking-garage operations, if 
considered as a separate activity, would not 
constitute a rental activity because the av-
erage period of customer use for the parking 
spaces is seven days or less (see § 1.469– 
1T(e)(3)(ii)(A)). Accordingly, the parking-ga-
rage operations are not treated as rental op-
erations. 

(iv) The paragraph (c) undertaking’s re-
maining operations involve the provision of 
tangible property (the office spaces) for use 
by customers and the provision of property 
and services in connection therewith. The 
average period of customer use for the office 
spaces exceeds 30 days. Thus, the office 
spaces are not short-term real properties, 
and the undertaking’s operations involving 
the rental of office spaces are rental oper-
ations. 

(v) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations 
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, at least 20 percent of 
the paragraph (c) undertaking’s gross income 
is attributable to rental operations (the of-
fice-space operations) and at least 20 percent 
is attributable to operations other than rent-
al operations (the parking-garage oper-
ations). Thus, the exceptions in paragraph 
(d)(2) (ii) and (iii) of this section do not 
apply. In addition, the average period of cus-
tomer use for the office spaces exceeds 30 
days, extraordinary personal services (within 
the meaning of § 1.469–1T(e)(3)(v)) are not pro-
vided, and the rental of the office spaces is 
not treated as incidental to a nonrental ac-
tivity under § 1.469–1T(e)(3)(vi) (relating to 
incidental rentals that are not treated as a 
rental activity). Thus, the rental operations, 
if considered as a separate activity, would 
constitute a rental activity, and the excep-
tion in paragraph (d)(2)(i) of this section does 
not apply. Accordingly, the rental operations 
and the parking-garage operations are treat-
ed as two separate undertakings (the ‘‘office- 
space undertaking’’ and the ‘‘parking-garage 
undertaking’’). 

(vi) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after 
the application of paragraph (d)(1)(i) of this 
section) is treated as a rental undertaking if 
and only if the undertaking, considered as a 
separate activity, would constitute a rental 
activity. In this case, the office-space under-
taking, if considered as a separate activity, 
would constitute a rental activity (see (v) 
above), and the parking-garage undertaking, 
if considered as a separate activity, would 
not constitute a rental activity (see (iii) 
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above). Accordingly, the office-space under-
taking is treated as a rental undertaking, 
and the parking-garage undertaking is not. 

Example 2. (i) The taxpayer owns a building 
in which the taxpayer rents apartments to 
tenants and operates a restaurant. (Assume 
that, under paragraph (c)(1) of this section, 
the operations conducted in the building are 
treated as a single paragraph (c) under-
taking.) The taxpayer’s tenants typically oc-
cupy an apartment for at least one year, and 
the services provided to tenants are those 
customarily provided in residential apart-
ment buildings. The paragraph (c) under-
taking derives 85 percent of its gross income 
from apartment rentals and 15 percent of its 
gross income from the restaurant. The oper-
ations conducted in the building are not inci-
dental to any other activity of the taxpayer 
(within the meaning of § 1.469–1T(e)(3)(vi)). 

(ii) The operations with respect to apart-
ments (the ‘‘apartment operations’’) involve 
the provision of tangible property (the apart-
ments) for use by customers and the provi-
sion of property and services in connection 
therewith. In addition, the apartments are 
not short-term real properties (within the 
meaning of paragraph (d)(3)(ii) of this sec-
tion) because the average period of customer 
use (within the meaning of § 1.469– 
1T(e)(3)(iii)) for the apartments exceeds 30 
days. Accordingly, the apartment operations 
are rental operations (within the meaning of 
paragraph (d)(3) of this section). The res-
taurant operations do not involve the provi-
sion of tangible property for use by cus-
tomers or the provision of property or serv-
ices in connection therewith. Thus, the res-
taurant operations are not rental operations. 

(iii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations 
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the exception 
in paragraph (d)(2)(iii) of this section applies 
because less than 20 percent of the paragraph 
(c) undertaking’s gross income is attrib-
utable to operations other than rental oper-
ations (the restaurant operations). Accord-
ingly, the rental operations and the res-
taurant operations are not treated as two 
separate undertakings under paragraph 
(d)(1)(i) of this section. 

(iv) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after 
the application of paragraph (d)(1)(i) of this 
section) is treated as a rental undertaking if 
and only if the undertaking, considered as a 
separate activity, would constitute a rental 
activity. In this case, the undertaking (de-
termined after the application of paragraph 
(d)(1)(i) of this section) includes both the 
apartment operations and the restaurant op-
erations, and the gross income of this under-
taking represents amounts paid principally 
for the use of tangible property (the apart-

ments). Moreover, the average period of cus-
tomer use for the apartments exceeds 30 
days, extraordinary personal services (within 
the meaning of § 1.469–1T(e)(3)(v)) are not pro-
vided, and the rental of the apartments is 
not treated as incidental to a nonrental ac-
tivity under § 1.469–1T(e)(3)(vi) (relating to 
incidental rentals that are not treated as a 
rental activity). Thus, the undertaking, if 
considered as a separate activity, would con-
stitute a rental activity. Accordingly, the 
undertaking is treated as a rental under-
taking. 

Example 3. (i) The taxpayer owns a building 
in which the taxpayer rents hotel rooms, 
meeting rooms, and parking spaces to cus-
tomers, rents space to various retailers, and 
operates a restaurant and health club. (As-
sume that, under paragraph (c)(1) of this sec-
tion, the operations conducted in the build-
ing are treated as a single paragraph (c) un-
dertaking.) Although some customers occupy 
hotel rooms for extended periods (including 
some customers who reside in the hotel), 
customers use hotel rooms for an average pe-
riod of two days and meeting rooms for an 
average period of one day. The services pro-
vided to persons using the hotel rooms and 
meeting rooms are those customarily pro-
vided in hotels (including wake-up calls, 
valet services, and delivery of food and bev-
erages to rooms). Some customers rent 
spaces in the parking garage on a monthly or 
annual basis. In general, however, parking 
spaces are rented on an hourly or daily basis, 
and the average period for which customers 
use the parking garage is less than 24 hours. 
Retail tenants typically occupy their space 
for at least one year, and the services pro-
vided to retail tenants are those customarily 
provided in commercial buildings. The para-
graph (c) undertaking derives 45 percent of 
its gross income from renting hotel rooms, 
meeting rooms, and parking spaces, 35 per-
cent of its gross income from renting retail 
space, and 20 percent of its gross income 
from the restaurant and health club. The op-
erations conducted in the building are not 
incidental to any other activity of the tax-
payer (within the meaning of § 1.469– 
1T(e)(3)(vi)). 

(ii) The parking spaces, hotel rooms, and 
meeting rooms are real property of three dif-
ferent types, but the average period of cus-
tomer use (within the meaning of § 1.469–1T 
(e)(3)(iii)) for property of each type is 30 days 
or less. Thus, the parking spaces, hotel 
rooms, and meeting rooms are short-term 
real properties. (For this purpose, individual 
parking spaces or hotel rooms that are 
rented for extended periods are, nevertheless, 
short-term real properties if the average 
rental period for all parking spaces is 30 days 
or less and the average rental period for all 
hotel rooms is 30 days or less.) In addition, 
the parking garage operations, the oper-
ations with respect to hotel rooms (the 
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‘‘hotel-room operations’’), and the oper-
ations with respect to meeting rooms (the 
‘‘meeting-room operations’’) involve making 
short-term real properties available for use 
by customers and the provision of property 
and services in connection therewith. 

(iii) Paragraph (d)(3) (i) and (ii) of this sec-
tion provides, in effect, that a paragraph (c) 
undertaking’s operations that involve mak-
ing short-term real properties available for 
use by customers and the provision of prop-
erty and services in connection therewith 
are treated as rental operations if and only if 
the operations, considered as a separate ac-
tivity, would constitute a rental activity 
(within the meaning of § 1.469–1T (e)(3)). In 
this case the parking-garage, hotel-room and 
meeting-room operations, if considered as 
separate activities, would not constitute 
rental activities because the average period 
of customer use for parking spaces, hotel 
rooms, and meeting rooms does not exceed 
seven days (see § 1.469–1T (e)(3)(ii)(A)). Ac-
cordingly, the parking-garage, hotel-room, 
and meeting-room operations are not treated 
as rental operations. 

(iv) The operations with respect to retail 
space in the building (the ‘‘retail-space oper-
ations’’) involve the provision of tangible 
property (the retail spaces) for use by cus-
tomers and the provision of property and 
services in connection therewith. In addi-
tion, the retail spaces are not short-term 
real properties (within the meaning of para-
graph (d)(3)(ii) of this section) because the 
average period of customer use (within the 
meaning of § 1.469–1T (e)(3)(iii)) for the retail 
spaces exceeds 30 days. Accordingly, the re-
tail-space operations are rental operations. 

(v) The health-club operations involve 
making tangible property available for use 
by customers, but the property is custom-
arily made available during defined business 
hours for nonexclusive use by various cus-
tomers. Accordingly, the health-club oper-
ations are not rental operations (see para-
graph (d)(3)(iii) of this seciton). The res-
taurant operations do not involve the provi-
sion of tangible property for use by cus-
tomers or the provision of property or serv-
ices in connection therewith. Accordingly, 
the restaurant operations also are not rental 
operations. 

(vi) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations 
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, at least 20 percent of 
the paragraph (c) undertaking’s gross income 
is attributable to rental operations (35 per-
cent of the paragraph (c) undertaking’s gross 
income is from the retail-space operations) 
and at least 20 percent is attributable to op-
erations other than rental operations (45 per-
cent from the hotel-room, meeting-room and 
parking-garage operations and 20 percent 

from the restaurant and health-club oper-
ations). Thus, the exceptions in paragraph 
(d)(2) (ii) and (iii) of this section do not 
apply. In addition, the average period of cus-
tomer use for the retail space exceeds 30 
days, extraordinary personal services (within 
the meaning of § 1.469–1T (e)(3)(v)) are not 
provided, and the rental of the retail space is 
not treated as incidental to a nonrental ac-
tivity under § 1.469–1T (e)(3)(vi) (relating to 
incidental rentals that are not treated as a 
rental activity). Thus, the retail-space oper-
ations, if considered as a separate activity, 
would constitute a rental activity, and the 
exception in paragraph (d)(2)(i) of this sec-
tion does not apply. Accordingly, the retail- 
space operations are treated as an under-
taking (the ‘‘retail-space undertaking’’) and 
all the other operations conducted in the 
building (i.e., renting hotel and meeting 
rooms and parking spaces and operating the 
restaurant and health club) are treated as a 
separate undertaking (the ‘‘hotel under-
taking’’). 

(vii) Paragraph (d)(1)(iii) of this section 
provides that an undertaking (determined 
after the application of paragraph (d)(1)(i) of 
this section) is treated as a rental under-
taking if and only if the undertaking, consid-
ered as a separate activity, would constitute 
a rental activity. In this case, the retail- 
space undertaking, if considered as a sepa-
rate activity, would constitute a rental ac-
tivity (see (iv) above). Accordingly, the re-
tail-space undertaking is treated as a rental 
undertaking. The hotel undertaking, if con-
sidered as a separate activity, would not con-
stitute a rental activity because all tangible 
property provided for the use of customers in 
the hotel undertaking is either property for 
which the average period of customer use is 
seven days or less (see § 1.469–1T (e)(3)(ii)(A)) 
or property customarily made available dur-
ing defined business hours for nonexclusive 
use by various customers (see § 1.469–1T 
(e)(3)(ii)(E)). Accordingly, the hotel under-
taking is not treated as a rental under-
taking. 

Example 4. (i) A law partnership owns a ten- 
story building. The partnership uses eight 
floors of the building in its law practice and 
leases two floors to one or more tenants. (As-
sume that, under paragraph (c)(1) of this sec-
tion, the operations conducted in the build-
ing are treated as a single paragraph (c) un-
dertaking.) Tenants typically occupy space 
on the two rented floors for at least one 
year, and the services provided to tenants 
are those customarily provided in office 
buildings. The paragraph (c) undertaking de-
rives 90 percent of its gross income from ren-
dering legal services and 10 percent of its 
gross income from renting space. The oper-
ations conducted in the building are not inci-
dental to any other activity of the taxpayer 
(within the meaning of § 1.469–1T (e)(3)(vi)). 
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(ii) The operations with respect to the of-
fice space leased to tenants (the ‘‘office- 
space operations’’) involve the provision of 
tangible property (the office space) for use 
by customers and the provision of property 
and services in connection therewith. In ad-
dition, the office spaces are not short-term 
real properties (within the meaning of para-
graph (d)(3)(ii) of this section) because the 
average period of customer use (within the 
meaning of § 1.469–1T(e)(3)(iii)) for the office 
space exceeds 30 days. Accordingly, the of-
fice-space operations are rental operations 
(within the meaning of paragraph (d)(3) of 
this section). 

(iii) The operations that involve the per-
formance of legal services (the ‘‘law-practice 
operations’’) do not involve the provision of 
tangible property for use by customers or 
the provision of property or services in con-
nection therewith. Accordingly, the law- 
practice operations are not rental oper-
ations. 

(iv) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations 
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the exception 
in paragraph (d)(2)(ii) of this section applies 
because less than 20 percent of the paragraph 
(c) undertaking’s gross income is attrib-
utable to rental operations (the office-space 
operations). Accordingly, the law-practice 
operations and the office-space operations 
are not treated as two separate undertakings 
under paragraph (d)(1)(i) of this section. 

(v) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after 
the application of paragraph (d)(1)(i) of this 
section) is treated as a rental undertaking 
only if the undertaking, considered as a sep-
arate activity, would constitute a rental ac-
tivity. In this case, the undertaking (deter-
mined after the application of paragraph 
(d)(1)(i) of this section) includes both the 
law-practice operations and the office-space 
operations, and the gross income of this un-
dertaking does not represent amounts paid 
principally for the use of tangible property. 
Thus, the undertaking, if considered as a 
separate activity, would not constitute a 
rental activity. Accordingly, the under-
taking is not treated as a rental under-
taking. 

Example 5. (i) The facts are the same as in 
Example 4, except that the building is owned 
by a separate partnership (the ‘‘real estate 
partnership’’), which leases eight floors of 
the building to the law partnership for use in 
its law practice and two floors to one or 
more other tenants. The law partnership and 
real estate partnership are owned by the 
same individuals in identical proportions. 

(ii) The operations conducted in the build-
ing are owned by two different persons (i.e., 
the law partnership and the real estate part-

nership). (See paragraph (c)(2)(v) of this sec-
tion.) Thus, the operations conducted in the 
building are not treated as a single under-
taking under paragraph (c)(1) of this section. 
Instead, each partnership’s share of such op-
erations is treated as a separate paragraph 
(c) undertaking (the ‘‘law-practice under-
taking’’ and the ‘‘office-space undertaking’’). 

(iii) Paragraph (d)(1)(iii) of this section 
provides that an undertaking (determined 
after the application of paragraph (d)(1)(i) of 
this section) is treated as a rental under-
taking if and only if the undertaking, consid-
ered as a separate activity, would constitute 
a rental activity. In this case, the office- 
space undertaking, if considered as a sepa-
rate activity, would constitute a rental ac-
tivity because all of the undertaking’s gross 
income (including rents paid by the law part-
nership) represents amounts paid principally 
for the use of tangible property (the office 
space), the average period of customer use 
for the office space exceeds 30 days, extraor-
dinary personal services (within the meaning 
of § 1.469–1T(e)(3)(v)) are not provided, and 
the rental of the office space is not treated 
as incidental to a nonrental activity under 
§ 1.469–1T(e)(3)(vi) (relating to incidental 
rentals that are not treated as a rental ac-
tivity). Accordingly, the office-space under-
taking is treated as a rental undertaking. 
See, however, § 1.469–2T(f)(6) (relating to cer-
tain rentals of property to a trade or busi-
ness activity in which the taxpayer materi-
ally participates). 

(iv) The law-practice undertaking, if con-
sidered as a separate activity, would not con-
stitute a rental activity because none of the 
undertaking’s gross income represents 
amounts paid principally for the use of tan-
gible property. Accordingly, the law-practice 
undertaking is not treated as a rental under-
taking. 

Example 6. (i) The taxpayer owns a building 
in which the taxpayer operates a nursing 
home and a medical clinic. (Assume that, 
under paragraph (c)(1) of this section, the op-
erations conducted in the building are treat-
ed as a single paragraph (c) undertaking.) 
The nursing-home operations consist of rent-
ing apartments in the nursing home to elder-
ly and handicapped persons and providing 
medical care, meals, and social activities. 
(Assume that these services are extraor-
dinary personal services (within the meaning 
of § 1.469–1T(e)(3)(v)). The medical clinic pro-
vides medical care to nursing-home residents 
and other individuals. Nursing-home resi-
dents typically occupy an apartment for at 
least one year. The paragraph (c) under-
taking derives 55 percent of its gross income 
from nursing-home operations (including the 
provision of medical services to nursing- 
home residents) and 45 percent of its gross 
income from medical-clinic operations. The 
operations conducted in the building are not 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00477 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



468 

26 CFR Ch. I (4–1–13 Edition) § 1.469–4T 

incidental to any other activity of the tax-
payer (within the meaning of § 1.469– 
1T(e)(3)(vi)). 

(ii) The paragraph (c) undertaking’s nurs-
ing-home operations involve the provision of 
tangible property (the apartments) for use 
by customers and the provision of property 
and services in connection therewith. In ad-
dition, the apartments are not short-term 
real properties (within the meaning of para-
graph (d)(3)(ii) of this section) because the 
average period of customer use (within the 
meaning of § 1.469–1T(e)(3)(iii)) for the apart-
ments exceeds 30 days. Accordingly, the 
nursing-home operations are rental oper-
ations (within the meaning of paragraph 
(d)(3) of this section). The medical-clinic op-
erations do not involve the provision of tan-
gible property for use by customers or the 
provision of property or services in connec-
tion therewith. Thus, the medical-clinic op-
erations are not rental operations. 

(iii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations 
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the nursing- 
home operations, if considered as a separate 
activity, would not constitute a rental activ-
ity because extraordinary personal services 
are provided in connection with making 
nursing-home apartments available for use 
by customers (see § 1.469–T(e)(3)(ii)(C)). Thus, 
the exception in paragraph (d)(2)(i) of this 
section applies, and the nursing-home oper-
ations and the medical-clinic operations are 
not treated as two separate undertakings 
under paragraph (d)(1)(i) of this section. 

(iv) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after 
the application of paragraph (d)(1)(i) of this 
section) is treated as a rental undertaking 
only if the undertaking, considered as a sep-
arate activity, would constitute a rental ac-
tivity. In this case, the nursing-home oper-
ations, if considered as a separate activity, 
would not constitute a rental activity (see 
(iii) above). Thus, an undertaking that in-
cludes no rental operations other than the 
nursing-home operations would not, if con-
sidered as a separate activity, constitute a 
rental activity. Accordingly, the under-
taking is not treated as a rental under-
taking. 

Example 7. (i) The taxpayer rents and sells 
videocassettes. (Assumes that, under para-
graph (c)(1) of this section, the videocassette 
operations are treated as a single paragraph 
(c) undertaking.) Renters of videocassettes 
typically keep the videocassettes for one or 
two days, and do not receive any other prop-
erty or services in connection with video-
cassette rentals. The paragraph (c) under-
taking derives 70 percent of its gross income 
from renting videocassettes and 30 percent of 
its gross income from selling videocassettes. 

The videocassette operations are not inci-
dental to any other activity of the taxpayer 
(within the meaning of § 1.469–1T(e)(3)(vi)). 

(ii) The rental of videocassettes involves 
the provision of tangible property (the video-
cassettes) for use by customers. In addition, 
the special rules for short-term real prop-
erties contained in paragraph (d)(3)(ii) of this 
section do not apply in this case because the 
videocassettes are not real property. Thus, 
the operations that involve videocassette 
rentals are rental operations (within the 
meaning of paragraph (d)(3) of this section). 
The sale of videocassettes does not involve 
the provision of tangible property for use by 
customers or the provision of property or 
services in connection therewith. Thus, the 
operations that involve videocassette sales 
are not rental operations. 

(iii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations 
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the rental op-
erations, if considered as a separate activity, 
would not constitute a rental activity be-
cause the average period of customer use for 
rented videocassettes does not exceed seven 
days (see § 1.469–1T(e)(3)(ii)(A)). Accordingly, 
the exception in paragraph (d)(2)(i) of this 
section applies, and the videocassette-rental 
operations and videocassette-sales oper-
ations are not treated as two separate under-
takings under paragraph (d)(1)(i) of this sec-
tion. 

(iv) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after 
the application of paragraph (d)(1)(i) of this 
section) is treated as a rental undertaking 
only if the undertaking, considered as a sep-
arate activity, would constitute a rental ac-
tivity. In this case, the videocassette-rental 
operations, if considered as a separate activ-
ity, would not constitute a rental activity 
(see (iii) above). Thus, an undertaking that 
includes no rental operations other than the 
videocassette-rental operations would not, if 
considered as a separate activity, constitute 
a rental activity. Accordingly, the under-
taking is not treated as a rental under-
taking. 

Example 8. (i) The taxpayer owns a building 
in which the taxpayer sells, leases, and serv-
ices automobiles. (Assume that, under para-
graph (c)(1) of this section, the operations 
conducted in the building are treated as a 
single paragraph (c) undertaking.) The min-
imum lease term for any leased automobile 
is 31 days, and the services provided to les-
sees (including periodic oil changes, lubrica-
tion, and routine services and repairs) are 
those customarily provided in long-term 
automobile leases. The paragraph (c) under-
taking derives 75 percent of its gross income 
from selling automobiles, 15 percent of its 
gross income from servicing automobiles 
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other than leased automobiles, and 10 per-
cent of its gross income from leasing auto-
mobiles. The taxpayer’s automobile oper-
ations are not incidental to any other activ-
ity of the taxpayer (within the meaning of 
§ 1.469–1T(e)(3)(vi)). 

(ii) The paragraph (c) undertaking’s auto-
mobile-leasing operations involve the provi-
sion of tangible property (the automobiles) 
for use by customers and the provision of 
services in connection therewith. In addi-
tion, the special rules for short-term real 
properties contained in paragraph (d)(3)(ii) of 
this section do not apply in this case because 
the automobiles are not real property. Ac-
cordingly, the automobile-leasing operations 
are rental operations (within the meaning of 
paragraph (d)(3) of this section). The para-
graph (c) undertaking’s automobile-sales op-
erations and servicing operations for auto-
mobiles other than leased automobiles (the 
‘‘selling-and-servicing operations’’) do not 
involve the provision of tangible property for 
use by customers or the provision of prop-
erty or services in connection therewith. 
Thus, the selling-and-servicing operations 
are not rental operations. 

(iii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations 
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, however, the exception 
in paragraph (d)(2)(ii) of this section applies 
because less than 20 percent of the paragraph 
(c) undertaking’s gross income is attrib-
utable to rental operations (the ‘‘auto-
mobile-leasing operations’’). Accordingly, 
the rental operations and the selling-and- 
servicing operations are not treated as two 
separate undertakings under paragraph 
(d)(1)(i) of this section. 

(iv) Paragraph (d)(1)(iii) of this section pro-
vides that an undertaking (determined after 
the application of paragraph (d)(1)(i) of this 
section) is treated as a rental undertaking 
only if the undertaking, considered as a sep-
arate activity, would constitute a rental ac-
tivity. In this case, the undertaking (deter-
mined after the application of paragraph 
(d)(1)(i) of this section) includes both the 
selling-and-servicing operations and the 
automobile-leasing operations, and the gross 
income of the undertaking does not rep-
resent amounts paid principally for the use 
of tangible property. Thus, the undertaking, 
if considered as a separate activity, would 
not constitute a rental activity. Accord-
ingly, the undertaking is not treated as a 
rental undertaking. 

Example 9. (i) The facts are the same as in 
Example 8, except that the paragraph (c) un-
dertaking derives 60 percent of its gross in-
come from selling automobiles, 15 percent of 
its gross income from servicing automobiles 
other than leased automobiles, and 25 per-

cent of its gross income from leasing auto-
mobiles. 

(ii) Paragraph (d)(1)(i) of this section pro-
vides, with certain exceptions, that a para-
graph (c) undertaking’s rental operations 
and its operations other than rental oper-
ations are treated as two separate under-
takings. In this case, more than 20 percent of 
the paragraph (c) undertaking’s gross income 
is attributable to rental operations (the 
automobile-leasing operations), and more 
than 20 percent is attributable to operations 
other than rental operations (the selling- 
and-servicing operations). Thus, the excep-
tions in paragraph (d)(2) (ii) and (iii) of this 
section do not apply. In addition, the aver-
age period of customer use for leased auto-
mobiles exceeds 30 days, extraordinary per-
sonal services (within the meaning of § 1.469– 
1T(e)(3)(v)) are not provided, and the leasing 
of the automobiles is not treated as inci-
dental to a nonrental activity under § 1.469– 
1T(e)(3)(vi) (relating to incidental rentals 
that are not treated as a rental activity). 
Thus, the leasing operations, if considered as 
a separate activity, would constitute a rent-
al activity, and the exception in paragraph 
(d)(2)(i) of this section does not apply. Ac-
cordingly, the rental operations and the sell-
ing-and-servicing operations are treated as 
two separate undertakings (the ‘‘automobile- 
leasing undertaking’’ and the ‘‘automobile 
selling-and-servicing undertaking’’). 

(iii) Paragraph (d)(1)(iii) of this section 
provides that an undertaking (determined 
after the application of paragraph (d)(1)(i) of 
this section) is treated as a rental under-
taking if and only if the undertaking, consid-
ered as a separate activity, would constitute 
a rental activity. In this case, the auto-
mobile-leasing undertaking would, if consid-
ered as a separate activity, constitute a 
rental activity, and the automobile selling- 
and-servicing undertaking would not, if con-
sidered as a separate activity, constitute a 
rental activity (see Example 8 and (ii) 
above). Accordingly, the automobile-leasing 
undertaking is treated as a rental under-
taking, and the automobile selling-and-serv-
icing undertaking is not. 

(e) Special rules for certain oil and gas 
operations—(1) Wells treated as nonpas-
sive under § 1.469–1T(e)(4)(i). An oil or 
gas well shall be treated as an under-
taking that is separate from other un-
dertakings in determining the activi-
ties of a taxpayer for a taxable year if 
the following conditions are satisfied: 

(i) The well is drilled or operated pur-
suant to a working interest (within the 
meaning of § 1.469–1T(e)(4)(iv)) and at 
any time during such taxable year the 
taxpayer holds such working interest 
either— 
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(A) Directly; or 
(B) Through an entity that does not 

limit the liability of the taxpayer with 
respect to the drilling or operation of 
such well pursuant to such working in-
terest; and 

(ii) The taxpayer would not be treat-
ed as materially participating (within 
the meaning of § 1.469–5T) for the tax-
able year in the activity in which such 
well would be included if the taxpayer’s 
activities were determined without re-
gard to this paragraph (e). 

(2) Business and rental operations that 
constitute an undertaking. In any case in 
which an oil or gas well is treated 
under this paragraph (e) as an under-
taking that is separate from other un-
dertakings, the business and rental op-
erations that constitute such under-
taking are the business and rental op-
erations that are attributable to such 
well. 

(3) Examples. The following examples 
illustrate the application of this para-
graph (e). In each example, the tax-
payer is an individual whose taxable 
year is the calendar year. 

Example 1. During 1989, A directly owns an 
undivided interest in a working interest 
(within the meaning of § 1.469–1T(e)(4)(iv)) in 
two oil wells. A does not participate in the 
activity in which the wells would be included 
if A’s activities were determined without re-
gard to this paragraph (e). Under paragraph 
(e)(1) of this section, each well is treated as 
a separate undertaking in determining A’s 
activities for 1989 because A holds the work-
ing interest directly and would not be treat-
ed as materially participating for 1989 in the 
activity in which the wells would be included 
if A’s activities were determined without re-
gard to this paragraph (e). The aggregation 
rules in paragraph (f) of this section do not 
apply to these undertakings (see paragraph 
(f)(1)(ii)(B) of this section). Thus, each of the 
undertakings is treated as a separate activ-
ity under paragraph (b)(1) of this section. 
The result is the same even if A has net in-
come from one or both wells for 1989 and 
even if the wells would otherwise be treated 
as part of the same undertaking under para-
graph (c) of this section. The result would 
also be the same if A held the working inter-
est through an entity, such as a general part-
nership, that does not limit A’s liability 
with respect to the drilling or operation of 
the wells pursuant to the working interest. 

Example 2. (i) During 1989, B is a general 
partner in a partnership that owns a working 
interest (within the meaning of § 1.469– 
1T(e)(4)(iv)) in an oil well. B does not own 
any interest in the well other than through 

the partnership. At the end of 1989, however, 
B’s partnership interest is converted into a 
limited partnership interest, and during 1990 
B holds the working interest only as a lim-
ited partner. B does not participate in the 
activity in which the well would be included 
if B’s activities were determined without re-
gard to this paragraph (e). 

(ii) Under paragraph (e)(1) of this section, 
the well is treated as a separate undertaking 
in determining B’s activities for 1989 because 
B holds the working interest during 1989 
through an entity that does not limit B’s li-
ability with respect to the drilling or oper-
ation of the well pursuant to the working in-
terest, and B would not be treated as materi-
ally participating for 1989 in the activity in 
which the well would be included if B’s ac-
tivities were determined without regard to 
this paragraph (e). Throughout 1990, how-
ever, B’s liability with respect to the drilling 
and operation of the well is limited by the 
entity through which B holds the working 
interest (i.e., the limited partnership). Ac-
cordingly, paragraph (e)(1) of this section 
does not apply to the well in 1990, and the 
well may be included under paragraph (c) of 
this section in an undertaking that includes 
other operations. 

Example 3. The facts are the same as in Ex-
ample 2, except that B’s partnership interest 
is converted into a limited partnership inter-
est at the end of November 1989. An oil or gas 
well may be treated as a separate under-
taking under paragraph (e)(1) of this section 
if at any time during the taxable year the 
taxpayer holds a working interest in the well 
directly or through an entity that does not 
limit the taxpayer’s liability with respect to 
the drilling or operation of the well pursuant 
to the working interest (see § 1.469– 
1T(e)(4)(i)). Thus, although B’s liability with 
respect to the drilling and operation of the 
well is limited during December 1989, the re-
sult in both 1989 and 1990 is the same as in 
Example 2. In 1989, however, disqualified de-
ductions and a ratable portion of the gross 
income from the well may be treated under 
§ 1.469–1T(e)(4)(ii) as passive activity deduc-
tions and passive activity gross income, re-
spectively. 

(f) Certain trade or business under-
takings treated as part of the same activ-
ity—(1) Applicability—(i) In general. This 
paragraph (f) applies to a taxpayer’s in-
terests in trade or business under-
takings (within the meaning of para-
graph (f)(1)(ii) of this section). 

(ii) Trade or business undertaking. For 
purposes of this paragraph (f), the term 
‘‘trade or business undertaking’’ means 
any undertaking in which a taxpayer 
has an interest, other than— 
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(A) A rental undertaking (within the 
meaning of paragraph (d) of this sec-
tion); 

(B) An oil or gas well treated as an 
undertaking that is separate from 
other undertakings under paragraph (e) 
of this section; or 

(C) A professional service under-
taking (within the meaning of para-
graph (h) of this section). 

(2) Treatment as part of the same activ-
ity. A taxpayer’s interests in two or 
more trade or business undertakings 
that are similar (within the meaning of 
paragraph (f)(4) of this section) and 
controlled by the same interests (with-
in the meaning of paragraph (j) of this 
section) shall be treated as part of the 
same activity of the taxpayer for any 
taxable year in which the taxpayer— 

(i) Owns interests in each such under-
taking through the same passthrough 
entity; 

(ii) Owns a direct or substantial indi-
rect interest (within the meaning of 
paragraph (f)(3) of this section) in each 
such undertaking; or 

(iii) Materially or significantly par-
ticipates (within the meaning of § 1.469– 
5T) in the activity that would result if 
such undertakings were treated as part 
of the same activity. 

(3) Substantial indirect interest—(i) In 
general. For purposes of this paragraph 
(f), a taxpayer owns a substantial indi-
rect interest in an undertaking for a 
taxable year if at any time during such 
taxable year the taxpayer’s ownership 
percentage (determined in accordance 
with paragraph (j)(3) of this section) in 
a passthrough entity that directly 
owns such undertaking exceeds ten per-
cent. 

(ii) Coordination rule. A taxpayer 
shall be treated for purposes of this 
paragraph (f) as owning a substantial 
indirect interest in each of two or more 
undertakings for any taxable year in 
which— 

(A) Such undertakings are treated as 
part of the same activity of the tax-
payer under paragraph (f)(2)(i) of this 
section; and 

(B) The taxpayer owns a substantial 
indirect interest (within the meaning 
of paragraph (f)(3)(i) of this section) in 
any such undertaking. 

(4) Similar undertakings—(i) In general. 
Except as provided in paragraph 

(f)(4)(iii) of this section, two under-
takings are similar for purposes of this 
paragraph (f) if and only if— 

(A) There are predominant oper-
ations in each such undertaking; and 

(B) The predominant operations of 
both undertakings are in the same line 
of business. 

(ii) Predominant operations. For pur-
poses of paragraph (f)(4)(i)(A) of this 
section, there are predominant oper-
ations in an undertaking if more than 
50 percent of the undertaking’s gross 
income is attributable to operations in 
a single line of business. 

(iii) Vertically-integrated undertakings. 
If an undertaking (the ‘‘supplier under-
taking’’) provides property or services 
to other undertakings (the ‘‘recipient 
undertakings’’), the following rules 
apply for purposes of this paragraph (f): 

(A) Supplier undertaking similar to re-
cipient undertaking. If the supplier un-
dertaking predominantly involves the 
provision of property and services to a 
recipient undertaking that is con-
trolled by the same interests (within 
the meaning of paragraph (j) of this 
section), the supplier undertaking shall 
be treated as similar to the recipient 
undertaking. For purposes of applying 
the preceding sentence— 

(1) If a supplier undertaking and two 
or more recipient undertakings that 
are similar (within the meaning of 
paragraph (f)(4)(i) of this section) are 
controlled by the same interests, such 
recipient undertakings shall be treated 
as a single undertaking; and 

(2) A supplier undertaking predomi-
nantly involves the provision of prop-
erty and services to a recipient under-
taking for any taxable year in which 
such recipient undertaking obtains 
more than 50 percent (by value) of all 
property and services provided by the 
supplier undertaking. 

(B) Recipient undertaking similar to 
supplier undertaking. If the supplier un-
dertaking is the predominant provider 
of property and services to a recipient 
undertaking that is controlled by the 
same interests (within the meaning of 
paragraph (j) of this section), the re-
cipient undertaking shall be treated, 
except as otherwise provided in para-
graph (f)(4)(iii)(C) of this section, as 
similar to the supplier undertaking. 
For purposes of the preceding sentence, 
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a supplier undertaking is the predomi-
nant provider of property and services 
to a recipient undertaking for any tax-
able year in which the supplier under-
taking provides more than 50 percent 
(by value) of all property and services 
obtained by the recipient undertaking. 

(C) Coordination rules. (1) Paragraph 
(f)(4)(iii)(B) of this section does not 
apply if, under paragraph (f)(4)(iii)(A) 
of this section— 

(i) The supplier undertaking is treat-
ed as an undertaking that is similar to 
any recipient undertaking; 

(ii) The recipient undertaking is 
treated as a supplier undertaking that 
is similar to another recipient under-
taking; or 

(iii) Another supplier undertaking is 
treated as an undertaking that is simi-
lar to the recipient undertaking. 

(2) If paragraph (f)(4)(iii)(A) of this 
section applies to a supplier under-
taking, the supplier undertaking shall 
be treated as similar to undertakings 
that are similar to the recipient under-
taking and shall not otherwise be 
treated as similar to undertakings to 
which the supplier undertaking would 
be similar without regard to paragraph 
(f)(4)(iii) of this section. 

(3) If paragraph (f)(4)(iii)(B) of this 
section applies to a recipient under-
taking, the recipient undertaking shall 
be treated as similar to undertakings 
that are similar to the supplier under-
taking and shall not otherwise be 
treated as similar to undertakings to 
which the recipient undertaking would 
be similar without regard to paragraph 
(f)(4)(iii) of this section. 

(iv) Lines of business. The Commis-
sioner shall establish, by revenue pro-
cedure, lines of business for purposes of 
this paragraph (f)(4). Business and rent-
al operations that are not included in 
the lines of business established by the 
Commissioner shall nonetheless be in-
cluded in a line of business for purposes 
of this paragraph (f)(4). Such oper-
ations shall be included in a single line 
of business or in multiple lines of busi-
ness on a basis that reasonably re-
flects— 

(A) Similarities and differences in 
the property or services provided pur-
suant to such operations and in the 
markets to which such property or 
services are offered; and 

(B) The treatment within the lines of 
business established by the Commis-
sioner of operations that are com-
parable in their similarities and dif-
ferences. 

(5) Examples. The following examples 
illustrate the application of this para-
graph (f). In each example that does 
not state otherwise, the taxpayer is an 
individual and the facts, analysis, and 
conclusions relate to a single taxable 
year. 

Example 1. (i) The taxpayer is a partner in 
partnerships A, B, C, and D and owns a five- 
percent interest in each partnership. Each 
partnership owns a single undertaking (un-
dertakings A, B, C, and D), and the under-
takings are trade or business undertakings 
(within the meaning of paragraph (f)(1)(ii) of 
this section) that are controlled by the same 
interests (within the meaning of paragraph 
(j) of this section). In addition, undertakings 
A, B, and D are similar (within the meaning 
of paragraph (f)(4) of this section). The tax-
payer is not related to any of the other part-
ners, and does not participate in any of the 
undertakings. 

(ii) In general, each undertaking in which 
a taxpayer owns an interest is treated as a 
single activity that is separate from other 
activities of the taxpayer (see paragraph 
(b)(1) of this section). This paragraph (f) pro-
vides aggregation rules for trade or business 
undertakings that are similar and controlled 
by the same interests. These aggregation 
rules do not apply, however, unless the tax-
payer owns interests in the undertakings 
through the same passthrough entity, owns 
direct or substantial indirect interests in the 
undertakings, or materially or significantly 
participates in the undertakings. In this 
case, the taxpayer does not satisfy any of 
these conditions, and the aggregation rules 
in this paragraph (f) do not apply. Accord-
ingly, except as otherwise provided in para-
graph (g) of this section (relating to an ag-
gregation rule for integrated businesses), un-
dertakings A, B, C, and D are treated as sep-
arate activities of the taxpayer under para-
graph (b)(1) of this section. 

Example 2. (i) The facts are the same as in 
Example 1, except that the taxpayer owns a 
25-percent interest in partnership A, a 15-per-
cent interest in partnership B, and a 40-per-
cent interest in partnership C. 

(ii) Paragraph (f)(2)(ii) of this section pro-
vides that trade or business undertakings 
that are similar and controlled by the same 
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns a 
direct or substantial indirect interest in 
each such undertaking. In this case, the tax-
payer owns more than ten percent of part-
nerships A, B, and C, and these partnerships 
directly own undertakings A, B, and C. Thus, 
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the taxpayer owns a substantial indirect in-
terest in undertakings A, B, and C (see para-
graph (f)(3)(i) of this section). Of these under-
takings, only undertakings A and B are both 
similar and controlled by the same interests. 
Accordingly, the taxpayer’s interests in un-
dertakings A and B are treated as part of the 
same activity. As in Example 1, the aggrega-
tion rules in this paragraph (f) do not apply 
to undertakings C and D, and except as oth-
erwise provided in paragraph (g) of this sec-
tion, undertakings C and D are treated as 
separate activities. 

Example 3. (i) The facts are the same as in 
Example 1, except that the taxpayer partici-
pates (within the meaning of § 1.469–5T(f)) for 
60 hours in undertaking A and for 60 hours in 
undertaking B. 

(ii) Paragraph (f)(2)(iii) of this section pro-
vides that trade or business undertakings 
that are similar and controlled by the same 
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer materi-
ally or significantly participates (within the 
meaning of § 1.469–5T) in the activity that 
would result from the treatment of similar, 
commonly-controlled undertakings as part 
of the same activity. In this case, the activ-
ity that would result from treating the simi-
lar, commonly-controlled undertakings as 
part of the same activity consists of under-
takings A, B, and D, and the taxpayer par-
ticipates for 120 hours in the activity that 
results from this treatment. Accordingly, 
undertakings A, B, and D are treated as part 
of the same activity because the taxpayer 
significantly participates (within the mean-
ing of § 1.469–5T(c)(2)) in the activity that re-
sults from this treatment. The result is the 
same whether the taxpayer participates in 
one, two, or all three of the similar, com-
monly-controlled undertakings, so long as 
the taxpayer’s aggregate participation in un-
dertakings A, B, and D exceeds 100 hours. As 
in Example 1, the aggregation rules in this 
paragraph (f) do not apply to undertaking C, 
and except as otherwise provided in para-
graph (g) of this section, undertaking C is 
treated as a separate activity. 

Example 4. (i) The taxpayer owns a 5-per-
cent interest in partnership A. Partnership A 
owns interests in partnerships B and C, each 
of which owns a single undertaking (under-
takings B and C). In addition, the taxpayer is 
a partner in partnerships C and D and di-
rectly owns a 15-percent interest in each 
partnership. Partnership D also owns a sin-
gle undertaking (undertaking D). Under-
takings B, C, and D are trade or business un-
dertakings (within the meaning of paragraph 
(f)(1)(ii) of this section) that are similar 
(within the meaning of paragraph (f)(4) of 
this section) and controlled by the same in-
terests (within the meaning of paragraph (j) 
of this section). The taxpayer does not par-
ticipate in undertaking B, C, or D. 

(ii) Paragraph (f)(2)(i) of this section pro-
vides that trade or business undertakings 
that are similar and controlled by the same 
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns 
interests in the undertakings through the 
same passthrough entity. In this case, the 
taxpayer owns interests in undertakings B 
and C through partnership A. Thus, the tax-
payer’s interests in undertakings B and C are 
treated as part of the same activity. 

(iii) Paragraph (f)(2)(ii) of this section pro-
vides that trade or business undertakings 
that are similar and controlled by the same 
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns a 
direct or substantial indirect interest in 
each such undertaking. In this case, the tax-
payer owns more than ten percent of part-
nerships C and D, and these partnerships di-
rectly own undertakings C and D. Thus, the 
taxpayer owns a substantial indirect interest 
in undertakings C and D (see paragraph 
(f)(3)(i) of this section). 

(iv) The coordination rule in paragraph 
(f)(3)(ii) of this section applies to under-
takings B and C because they are treated as 
part of the same activity under paragraph 
(f)(2)(i) of this section, and the taxpayer 
owns a substantial indirect interest in un-
dertaking C. Under the coordination rule, 
the taxpayer is treated as owning a substan-
tial indirect interest in undertaking B as 
well as undertaking C. Accordingly, the tax-
payer’s interests in undertakings B, C, and D 
are treated as part of the same activity. 

Example 5. (i) Undertakings A, B, C, and D 
are trade or business undertakings (within 
the meaning of paragraph (f)(1)(ii) of this 
section), each of which involves the oper-
ation of a department store, restaurants, and 
movie theaters. The following table shows, 
for each undertaking, the percentages of 
gross income attributable to the various op-
erations of the undertaking. 

Depart-
ment 
store 

Res-
tau-
rants 

Movie 
Theaters 

Undertaking A ........................ 70% 20% 10% 
Undertaking B ........................ 60% 20% 20% 
Undertaking C ....................... 35% 35% 30% 
Undertaking D ....................... 35% 10% 55% 

(ii) Paragraph (f)(4)(i) of this section pro-
vides that two undertakings are similar for 
purposes of this paragraph (f) if and only if 
there are predominant operations in each un-
dertaking and the predominant operations of 
the two undertakings are in the same line of 
business. (Assume that the applicable rev-
enue procedure provides that ‘‘general mer-
chandise stores,’’ ‘‘eating and drinking 
places,’’ and ‘‘motion picture services’’ are 
three separate lines of business.) 

(iii) Undertaking A and undertaking B 
each derives more than 50 percent of its 
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gross income from department-store oper-
ations, which are in the general-merchan-
dise-store line of business. Thus, there are 
predominant operations in undertaking A 
and undertaking B, and the predominant op-
erations of the two undertakings are in the 
same line of business. Accordingly, under-
takings A and B are similar. 

(iv) Undertaking C does not derive more 
than 50 percent of its gross income from op-
erations in any single line of business. Thus, 
there are no predominant operations in un-
dertaking C, and undertaking C is not simi-
lar to any of the other undertakings. 

(v) Undertaking D derives more than 50 
percent of its gross income from movie-the-
ater operations, which are in the motion-pic-
ture-services line of business. Thus, there are 
predominant operations in undertaking D. 
The predominant operations of undertaking 
D, however, are not in the same line of busi-
ness as those of undertakings A and B. Ac-
cordingly, undertaking D is not similar to 
undertakings A and B. 

Example 6. (i) Undertakings A and B are 
trade or business undertakings (within the 
meaning of paragraph (f)(1)(ii) of this sec-
tion) that derive all of their gross income 
from the sale of automobiles. Undertakings 
C and D derive all of their gross income from 
the rental of automobiles. Undertaking C is 
not a rental undertaking (within the mean-
ing of paragraph (d)(1)(iii) of this section) be-
cause the average period of customer use 
(within the meaning of § 1.469–1T(e)(3)(iii)) 
for its automobiles does not exceed seven 
days (see § 1.469–1T(e)(3)(ii)(A)). Undertaking 
D, on the other hand, leases automobiles for 
periods of one year or more and is a rental 
undertaking. 

(ii) Paragraph (f)(4)(i) of this section pro-
vides that two undertakings are similar for 
purposes of this paragraph (f) if and only if 
there are predominant operations in each un-
dertaking and the predominant operations of 
the two undertakings are in the same line of 
business. (Assume that the applicable rev-
enue procedure provides that (a) ‘‘auto-
motive dealers and service stations’’ (auto-
motive retail) and (b) ‘‘auto repair, services 
(including rentals), and parking’’ (auto-
motive services) are two separate lines of 
business.) 

(iii) Undertakings A and B both derive 
more than 50 percent of their gross income 
from operations in the automotive-retail 
line of business (the automobile-sales oper-
ations). Similarly, undertakings C and D 
both derive more than 50 percent of their 
gross income from operations in the auto-
motive-services line of business (the auto-
mobile-rental operations). Thus, there are 
predominant operations in each undertaking, 
the predominant operations of undertakings 
A and B are in the same line of business, and 
the predominant operations of undertakings 
C and D are in the same line of business. Ac-

cordingly, undertakings A and B are similar, 
undertakings C and D are similar, and under-
takings A and B are not similar to under-
takings C and D. 

(iv) Paragraph (f)(1) of this section pro-
vides that this paragraph (f) applies only to 
trade or business undertakings and that a 
rental undertaking is not a trade or business 
undertaking. Accordingly, this paragraph (f) 
does not apply to undertaking D, and under-
takings C and D, although similar, are not 
treated, under this paragraph (f), as part of 
the same activity. 

Example 7. (i) Undertakings A, B, and C are 
trade or business undertakings (within the 
meaning of paragraph (f)(1)(ii) of this sec-
tion) that involve real estate operations. Un-
dertaking A derives all of its gross income 
from the development of real property, un-
dertaking B derives all of its gross income 
from the management of real property and 
the performance of services as a leasing 
agent with respect to real property, and un-
dertaking C derives all of its gross income 
from buying, selling, or arranging purchases 
and sales of real property. Undertaking D de-
rives all of its gross income from the rental 
of residential apartments and is a rental un-
dertaking (within the meaning of paragraph 
(d)(1)(iii) of this section). 

(ii) Paragraph (f)(4)(i) of this section pro-
vides that two undertakings are similar for 
purposes of this paragraph (f) if there are 
predominant operations in each undertaking 
and the predominant operations of the two 
undertakings are in the same line of busi-
ness. (Assume that the applicable revenue 
procedure provides that real estate develop-
ment and services (including the develop-
ment and management of real property, deal-
ing in real property, and the performance of 
services as a leasing agent with respect to 
real property) is a single line of business (the 
‘‘real-estate’’ line of business).) 

(iii) Undertakings A, B, and C all derive 
more than 50 percent of their gross income 
from operations in the real-estate line of 
business. Thus, there are predominant oper-
ations in undertakings A, B, and C, and the 
predominant operations of the three under-
takings are in the same line of business. Ac-
cordingly, undertakings A, B, and C are simi-
lar. 

(iv) Undertaking D also derives more than 
50 percent of its gross income from oper-
ations in the real-estate line of business. 
Thus, there are predominant operations in 
undertaking D, and the predominant oper-
ations of undertaking D are in the same line 
of business as those of undertakings A, B, 
and C. Paragraph (f)(1) of this section pro-
vides, however, that this paragraph (f) ap-
plies only to trade or business undertakings 
and that a rental undertaking is not a trade 
or business undertaking. Accordingly, this 
paragraph (f) does not apply to undertaking 
D, and undertaking D, although similar to 
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undertakings A, B, and C, is not treated, 
under this paragraph (f), as part an activity 
that includes undertaking A, B, or C. 

Example 8. (i) Undertakings A and B are 
trade or business undertakings (within the 
meaning of paragraph (f)(1)(ii) of this sec-
tion), both of which involve the provision of 
moving services. Undertaking A derives its 
gross income principally from local moves, 
and undertaking B derives its gross income 
principally from long-distance moves. 

(ii) Paragraph (f)(4)(i) of this section pro-
vides that two undertakings are similar for 
purposes of this paragraph (f) if there are 
predominant operations in each undertaking 
and the predominant operations of the two 
undertakings are in the same line of busi-
ness. Under paragraph (f)(4)(iv) of this sec-
tion, operations that are not in the lines of 
business established by the applicable rev-
enue procedure are nonetheless included in a 
line of business. In addition, such operations 
are included in a single line of business or in 
multiple lines of business on a basis that rea-
sonably reflects (a) similarities and dif-
ferences in the property or services provided 
pursuant to such operations and in the mar-
kets to which such property or services are 
offered, and (b) the treatment within the 
lines of business established by the Commis-
sioner of operations that are comparable in 
their similarities and differences. (Assume 
that the provision of moving services is not 
in any line of business established by the 
Commissioner and that within the lines of 
business established by the Commissioner 
services that differ only in the distance over 
which they are performed (e.g., local and 
long-distance telephone services) are gen-
erally treated as part of the same line of 
business.) 

(iii) Undertakings A and B provide the 
same types of services to similar customers, 
and the only significant difference in the 
services provided is the distance over which 
they are performed. Thus, treating local and 
long-distance moving services as a single 
line of business (the ‘‘moving-services’’ line 
of business) reasonably reflects the treat-
ment within the lines of business established 
by the Commissioner of operations that are 
comparable in their similarities and dif-
ferences. 

(iv) Each undertaking derives more than 50 
percent of its gross income from operations 
in the moving-services line of business. Thus, 
there are predominant operations in each un-
dertaking, and the predominant operations 
of the two undertakings are in the same line 
of business. Accordingly, undertakings A and 
B are similar. 

Example 9. (i) Undertakings A, B, C, D, and 
E are trade or business undertakings (within 
the meaning of paragraph (f)(1)(ii) of this 
section) and are controlled by the same in-
terests (within the meaning of paragraph (j) 
of this section). Undertakings A, B, and C de-

rive all of their gross income from retail 
sales of dairy products, and undertakings D 
and E derive all of their gross income from 
the processing of dairy products. Under-
takings D and E sell less than ten percent of 
their dairy products to undertakings A, B, 
and C, and sell the remainder to unrelated 
undertakings. Undertakings A, B, and C pur-
chase less than ten percent of their inven-
tory from undertakings D and E and pur-
chase the remainder from unrelated under-
takings. 

(ii) Paragraph (f)(4)(i) of this section pro-
vides that, except as provided in paragraph 
(f)(4)(iii) of this section, undertakings are 
similar for purposes of this paragraph (f) if 
and only if there are predominant operations 
in each undertaking and the predominant op-
erations of the undertakings are in the same 
line of business. (Assume that the applicable 
revenue procedure provides that (a) ‘‘food 
stores’’ and (b) ‘‘manufacturing—food and 
kindred products’’ are two separate lines of 
business.) 

(iii) Undertakings A, B, and C all derive 
more than 50 percent of their gross income 
from operations in the food-store line of 
business (the dairy-sales operations). Thus, 
there are predominant operations in under-
takings A, B, and C, and the predominant op-
erations of the three undertakings are in the 
same line of business. Accordingly, under-
takings A, B, and C are similar. 

(iv) Undertakings D and E both derive 
more than 50 percent of their gross income 
from operations in the food-manufacturing 
line of business (the dairy-processing oper-
ations). Thus, there are predominant oper-
ations in undertakings D and E, and the pre-
dominant operations of the two under-
takings are in the same line of business. Ac-
cordingly, undertakings D and E are similar. 
The predominant operations of undertakings 
D and E are not in the same line of business 
as those of undertakings A, B, and C. Accord-
ingly, undertakings D and E are not similar 
to undertakings A, B, and C. 

(v) Paragraph (f)(4)(iii) of this section pro-
vides rules under which certain undertakings 
whose operations are not in the same line of 
business nevertheless are similar to one an-
other if one of the undertakings (the ‘‘sup-
plier undertaking’’) provides property or 
services to the other undertaking (the ‘‘re-
cipient undertaking’’), and the undertakings 
are controlled by the same interests. These 
rules apply, however, only if the supplier un-
dertaking predominantly involves the provi-
sion of property and services to the recipient 
undertaking (see paragraph (f)(4)(iii)(A) of 
this section), or the supplier undertaking is 
the predominant provider of property and 
services to the recipient undertaking (see 
paragraph (f)(4)(iii)(B) of this section). In 
this case, undertakings D and E are supplier 
undertakings, and undertakings A, B, and C 
are recipient undertakings. Undertakings D 
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and E, however, sell less than ten percent of 
their dairy products to undertakings A, B, 
and C and thus do not predominantly involve 
the provision of property and services to re-
cipient undertakings. Similarly, under-
takings D and E are not the predominant 
providers of property and services to under-
takings A, B, and C. Thus, the rules for 
vertically-integrated undertakings in para-
graph (f)(4)(iii) of this section do not apply in 
this case. 

Example 10. (i) The facts are the same as in 
Example 9, except that undertaking D sells 
75 percent of its dairy products to under-
takings A, B, and C. 

(ii) Paragraph (f)(4)(iii)(A) of this section 
applies if a supplier undertaking predomi-
nantly involves the provision of property to 
a recipient undertaking that is controlled by 
the same interests. Paragraph (f)(4)(iii)(A)(2) 
of this section provides that a supplier un-
dertaking predominantly involves the provi-
sion of property to a recipient undertaking if 
the supplier undertaking provides more than 
50 percent of its property to such recipient 
undertaking. In addition, paragraph 
(f)(4)(iii)(A)(1) of this section provides that if 
a supplier undertaking and two or more 
similar recipient undertakings are con-
trolled by the same interests, the recipient 
undertakings are treated as a single under-
taking for purposes of applying paragraph 
(f)(4)(iii)(A) of this section. Undertakings D 
and E both provide dairy products to under-
takings A, B, and C. Thus, for purposes of 
paragraph (f)(4)(iii) of this section, under-
takings D and E are supplier undertakings 
and undertakings A, B, and C are recipient 
undertakings. Undertaking D predominantly 
involves the provision of property to under-
takings A, B, and C. Moreover, undertakings 
A, B, and C are treated as a single under-
taking under paragraph (f)(4)(iii)(A)(1) of this 
section because undertakings A, B, and C are 
similar to one another under paragraph 
(f)(4)(i) of this section, and undertakings A, 
B, C, and D are controlled by the same inter-
ests. Accordingly, paragraph (f)(4)(iii)(A) of 
this section applies to undertakings A, B, C, 
and D. 

(iii) If paragraph (f)(4)(iii)(A) of this sec-
tion applies to supplier and recipient under-
takings, the supplier undertaking is treated 
under paragraph (f)(4)(iii) (A) and (C)(2) of 
this section as an undertaking that is simi-
lar to the recipient undertakings and to un-
dertakings to which the recipient under-
takings are similar. Accordingly, under-
taking D is similar, for purposes of this para-
graph (f), to undertakings A, B, and C. 

(iv) Undertaking E does not predominantly 
involve the provision of property to under-
takings A, B, and C, or to any other related 
undertakings. Thus, paragraph (f)(4)(iii)(A) 
of this section does not apply to undertaking 
E, and undertaking E is not similar to under-
takings A, B, and C. Moreover, undertakings 

D and E are not similar because, under para-
graph (f)(4)(iii)(C)(2) of this section, under-
taking D is not similar to any undertaking 
that is not similar to undertakings A, B, and 
C. 

Example 11. (i) The facts are the same as in 
Example 10, except that 75 percent of under-
taking D’s dairy products are sold to under-
takings A and B, and none are sold to under-
taking C. 

(ii) In this case, undertaking D is a sup-
plier undertaking only with respect to un-
dertakings A and B. Accordingly, paragraph 
(f)(4)(iii)(A) applies only to undertakings A, 
B, and D. As in Example 10, undertaking D is 
similar to undertakings A and B, and is not 
similar to undertaking E. In addition, if 
paragraph (f)(4)(iii)(A) of this section applies 
to supplier and recipient undertakings, the 
supplier undertaking is treated under para-
graph (f)(4)(iii)(C)(2) of this section as an un-
dertaking that is similar to the recipient un-
dertakings and undertakings to which the 
recipient undertakings are similar. Accord-
ingly, even though undertaking D does not 
provide any property or services to under-
taking C, undertaking D is similar to under-
taking C because undertaking C is similar to 
undertakings A and B. 

Example 12. (i) The facts are the same as in 
Example 9, except that undertakings A and B 
purchase 80 percent of their inventory from 
undertaking D. 

(ii) Paragraph (f)(4)(iii)(B) of this section 
applies, except as provided in paragraph 
(f)(4)(iii)(C) of this section, if a supplier un-
dertaking is the predominant provider of 
property to a recipient undertaking that is 
controlled by the same interests. Under-
takings D and E both provide dairy products 
to undertakings A, B, and C. Thus, for pur-
poses of paragraph (f)(4)(iii) of this section, 
undertakings D and E are supplier under-
takings, and undertakings A, B, and C are re-
cipient undertakings. In addition, under-
taking D is the predominant provider of 
property and services to undertakings A and 
B, and undertakings A, B and D are con-
trolled by the same interests. Thus, except 
as provided in paragraph (f)(4)(iii)(C) of this 
section, paragraph (f)(4)(iii)(B) of this sec-
tion applies to undertakings A, B, and D. 

(iii) The coordination rules in paragraph 
(f)(4)(iii)(C)(1) of this section provide that 
paragraph (f)(4)(iii)(B) of this section does 
not apply in certain cases to which para-
graph (f)(4)(iii)(A) of this section applies. 
These coordination rules would apply if un-
dertaking D or E (or any other undertaking 
that is controlled by the interests that con-
trol undertakings A, B, and C) predomi-
nantly involved the provision of property 
and services to undertakings A, B, and C. 
The coordination rules in paragraph 
(f)(4)(iii)(C)(1) of this section would also 
apply if undertaking A, B, or D predomi-
nantly involved the provision of property or 
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services to a recipient undertaking that is 
controlled by the same interests. Assume 
that these coordination rules do not apply in 
this case. 

(iv) If paragraph (f)(4)(iii)(B) of this section 
applies to supplier and recipient under-
takings, the recipient undertakings are 
treated under paragraph (f)(4)(iii) (B) and 
(C)(3) of this section as undertakings that 
are similar to the supplier undertaking and 
to undertakings to which the supplier under-
taking is similar. Accordingly, undertakings 
A and B are similar, for purposes of this 
paragraph (f), to undertaking D and, because 
undertakings D and E are similar, to under-
taking E. 

(v) The principal providers of property and 
services to undertaking C are unrelated un-
dertakings. Thus, paragraph (f)(4)(iii)(B) of 
this section does not apply to undertaking C, 
and undertaking C is not similar to under-
takings D and E. Moreover, undertaking C is 
not similar to undertakings A and B because, 
under paragraph (f)(4)(iii)(C)(3) of this sec-
tion, undertakings A and B are not similar 
to any undertaking that is not similar to un-
dertaking D. 

Example 13. (i) Undertakings A through Z 
are trade or business undertakings (within 
the meaning of paragraph (f)(1)(ii) of this 
section) and are controlled by the same in-
terests (within the meaning of paragraph (j) 
of this section). Undertaking A derives all of 
its gross income from the manufacture and 
sale of men’s and women’s clothing, under-
taking B derives all of its gross income from 
sales of men’s and women’s clothing to retail 
stores, and undertakings C through Z derive 
all of their gross income from retail sales of 
men’s and women’s clothing. Undertaking A 
sells clothing exclusively to undertaking B. 
Undertaking B sells 75 percent of its clothing 
to undertakings C through Z, and sells the 
remainder to unrelated retail stores. Under-
taking B purchases 80 percent of its inven-
tory from undertaking A, and undertakings 
C through Z purchase 60 to 90 percent of 
their inventory from undertaking B. 

(ii) Paragraph (f)(4)(iii)(A) of this section 
applies if a supplier undertaking predomi-
nantly involves the provision of property to 
a recipient undertaking that is controlled by 
the same interests. In addition, paragraph 
(f)(4)(iii)(A)(1) of this section provides that if 
a supplier undertaking and two or more 
similar recipient undertakings are con-
trolled by the same interests, the recipient 
undertaking are treated as a single under-
taking for this purpose. Undertaking B pro-
vides men’s and women’s clothing to under-
taking C through Z. Thus, for purposes of 
paragraph (f)(4)(iii) of this section, under-
taking B is a supplier undertaking and un-
dertakings C through Z are recipient under-
takings. In addition, undertaking B predomi-
nantly involves the provision of property to 
undertakings C through Z, and undertakings 

C through Z are treated as a single under-
taking for purposes of paragraph (f)(4)(iii)(A) 
of this section. Accordingly, paragraph 
(f)(4)(iii)(A) of this section applies to under-
takings B and C through Z. 

(iii) If paragraph (f)(4)(iii)(A) of this sec-
tion applies to supplier and recipient under-
takings, the supplier undertaking is treated 
under paragraph (f)(4)(iii)(A) of this section 
as an undertaking that is similar to the re-
cipient undertakings. Accordingly, under-
taking B is similar, for purposes of this para-
graph (f), to undertakings C through Z. 

(iv) Undertaking A provides men’s and 
women’s clothing to undertaking B. Thus, 
for purposes of paragraph (f)(4)(iii) of this 
section, undertaking A is a supplier under-
taking and undertaking B is a recipient un-
dertaking. In addition, undertaking A pre-
dominantly involves the provision of prop-
erty to undertaking B, and undertakings A 
and B are controlled by the same interests. 
Accordingly, paragraph (f)(4)(iii)(A) of this 
section applies to undertakings A and B, and 
undertaking A is similar to undertaking B. 

(v) If paragraph (f)(4)(iii)(A) of this section 
applies to supplier and recipient under-
takings, the supplier undertaking is treated 
under paragraph (f)(4)(iii)(C)(2) of this sec-
tion as an undertaking that is similar to un-
dertakings to which the recipient under-
takings are similar. Accordingly, under-
taking A is also similar, for purposes of this 
paragraph (f), to undertakings C through Z. 

(vi) The coordination rule in paragraph 
(f)(4)(iii)(C)(1)(i) of this section provides that 
paragraph (f)(4)(iii)(B) of this section does 
not apply if, as described above, the supplier 
undertaking predominantly involves the pro-
vision of property to recipient undertakings 
and is treated under paragraph (f)(4)(iii)(A) 
of this section as an undertaking that is 
similar to such recipient undertakings. Ac-
cordingly, paragraph (f)(4)(iii)(B) of this sec-
tion does not apply to undertakings B 
through Z, even though undertaking B is the 
predominant provider of property and serv-
ices to undertakings C through Z, and under-
takings B through Z are controlled by the 
same interests. For the same reason, para-
graph (f)(4)(iii)(B) of this section does not 
apply to undertaking A and B. (Paragraph 
(f)(4)(iii)(B) of this section is also inappli-
cable to undertakings A and B because the 
coordination rule in paragraph 
(f)(4)(iii)(C)(1)(ii) of this section applies if the 
recipient undertaking (undertaking B) is 
itself a supplier undertaking that is treated 
under paragraph (f)(4)(iii)(A) of this section 
as an undertaking that is similar to its re-
cipient undertakings (undertakings C 
through Z).) 

(g) Integrated businesses—(1) Applica-
bility—(i) In general. This paragraph (g) 
applies to a taxpayer’s interests in 
trade or business activities (within the 
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meaning of paragraph (g)(1)(ii) of this 
section). 

(ii) Trade or business activity. For pur-
poses of this paragraph (g), the term 
‘‘trade or business activity’’ means any 
activity (determined without regard to 
this paragraph (g)) that consists of in-
terests in one or more trade or business 
undertakings (within the meaning of 
paragraph (f)(1)(ii) of this section). 

(2) Treatment as a single activity. A 
taxpayer’s interests in two or more 
trade or business activities shall be 
treated as a single activity if and only 
if— 

(i) The operations of such trade or 
business activities constitute a single 
integrated business, activities con-
stitute a single integrated business; 
and 

(ii) Such activities are controlled by 
the same interests (within the meaning 
of paragraph (j) of this section). 

(3) Facts and circumstances test. In de-
termining whether the operations of 
two or more trade or business activi-
ties constitute a single integrated busi-
ness for purposes of this paragraph (g), 
all the facts and circumstances are 
taken into account, and the following 
factors are generally the most signifi-
cant: 

(i) Whether such operations are con-
ducted at the same location; 

(ii) The extent to which other per-
sons conduct similar operations at one 
location; 

(iii) Whether such operations are 
treated as a unit in the primary ac-
counting records reflecting the results 
of such operations; 

(iv) The extent to which other per-
sons treat similar operations as a unit 
in the primary accounting records re-
flecting the results of such similar op-
erations; 

(v) Whether such operations are 
owned by the same person (within the 
meaning of paragraph (c)(2)(v) of this 
section); 

(vi) The extent to which such oper-
ations involve products or services that 
are commonly provided together; 

(vii) The extent to which such oper-
ations serve the same customers; 

(viii) The extent to which the same 
personnel, facilities, or equipment are 
used to conduct such operations; 

(ix) The extent to which such oper-
ations are conducted in coordination 
with or reliance upon each other; 

(x) The extent to which the conduct 
of any such operations is incidental to 
the conduct of the remainder of such 
operations; 

(xi) The extent to which such oper-
ations depend on each other for their 
economic success; and 

(xii) Whether such operations are 
conducted under the same trade name. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (g). The facts, analysis, and con-
clusion in each example relate to a sin-
gle taxable year, and the trade or busi-
ness activities described in each exam-
ple are controlled by the same inter-
ests (within the meaning of paragraph 
(j) of this section). 

Example 1. (i) The taxpayer owns a number 
of department stores and auto-supply stores. 
Some of the taxpayer’s department stores in-
clude auto-supply departments. In other 
cases, the taxpayer operates a department 
store and an auto-supply store at the same 
location (within the meaning of paragraph 
(c)(2)(iii) of this section), or at different loca-
tions from which the same group of cus-
tomers can be served. In cases in which a de-
partment store and an auto-supply store are 
operated at the same location, the depart-
ment-store operations are the predominant 
operations (within the meaning of paragraph 
(f)(4)(ii) of this section), and the undertaking 
that includes the stores is treated as a de-
partment-store undertaking for purposes of 
paragraph (f) of this section. Under para-
graph (f) of this section, the department- 
store undertakings are all treated as part of 
the same activity of the taxpayer (the ‘‘de-
partment-store activity’’). Similarly, the 
auto-supply undertakings (i.e., the auto-sup-
ply stores that are not operated at a depart-
ment-store location) are all treated as part 
of the same activity (the ‘‘auto-supply activ-
ity’’). (Assume that department-store under-
takings and auto-supply undertakings are 
not similar and are not treated as part of the 
same activity under paragraph (f) of this sec-
tion.) 

(ii) The department stores and auto-supply 
stores use a common trade name and coordi-
nate their marketing activities (e.g., the 
stores advertise in the same catalog and the 
same newspaper supplements, honor the 
same credit cards (including credit cards 
issued by the department stores), and jointly 
conduct sales and other promotional activi-
ties). Although sales personnel generally 
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work only in a particular store or in a par-
ticular department within a store, other em-
ployees (e.g., cashiers, janitorial and mainte-
nance workers, and clerical staff) may work 
in or perform services for various stores, in-
cluding both department and auto-supply 
stores. In addition, the management of store 
operations is organized on a geographical 
basis, and managers above the level of the 
individual store generally supervise oper-
ations in both types of store. A central office 
provides payroll, financial, and other support 
services to all stores and establishes pricing 
and other business policies. Most inventory 
for both types of stores is acquired through 
a central purchasing department and inven-
tory for all stores in an area is stored in a 
common warehouse. 

(iii) Based on the foregoing facts and cir-
cumstances, the operations of the depart-
ment-store activity and the auto-supply ac-
tivity constitute an integrated business. 
Paragraph (g)(3) of this section provides that 
the factors relevant to this determination 
include the conduct of department-store and 
auto-supply operations at the same location, 
the location of department and auto-supply 
stores at sites where the same group of cus-
tomers can be served, the treatment of all 
such operations as a unit in the taxpayer’s 
financial statements, the taxpayer’s owner-
ship and the common management of all 
such operations, the use of the same per-
sonnel, facilities, and equipment to conduct 
and support the operations, the use of a com-
mon trade name, and the coordination (as 
evidenced by the coordinated marketing ac-
tivities) of department-store and auto-supply 
operations. 

(iv) Paragraph (g)(2) of this section pro-
vides that a taxpayer’s interests in two or 
more trade or business activities (within the 
meaning of paragraph (g)(1)(ii) of this sec-
tion) are treated as a single activity of the 
taxpayer if the operations of such activities 
constitute an integrated business and the ac-
tivities are controlled by the same interests. 
The department-store activity and the auto- 
supply activity consist of trade or business 
undertakings and, thus, are trade or business 
activities. In addition, the activities are con-
trolled by the same interests (the taxpayer), 
and the operations of the activities con-
stitute an integrated business. Accordingly, 
the department-store activity and the auto- 
supply activity are treated as a single activ-
ity of the taxpayer. 

Example 2. (i) The taxpayer owns a number 
of stores that sell stereo equipment and a re-
pair shop that services stereo equipment. 
Under paragraph (f) of this section, the 
stores are all treated as part of the same ac-
tivity of the taxpayer (the ‘‘store activity’’). 
The repair shop does not sell stereo equip-
ment, does not predominantly involve the 
provision of services to the taxpayer’s stores, 
and is treated as a separate activity (the 

‘‘repair-shop activity’’). (Assume that stereo- 
sales undertakings and stereo-repair under-
takings are not similar and are not treated 
as part of the same activity under paragraph 
(f) of this section.) 

(ii) The stores sell stereo equipment pro-
duced by manufacturers for which the stores 
are an authorized distributor. The repair 
shop’s operations principally involve the 
servicing of stereo equipment produced by 
the same manufacturers. These operations 
include repairs on equipment under warranty 
for which reimbursement is received from 
the manufacturer and reconditioning of 
equipment taken as trade-ins by the tax-
payer’s stores. The majority of the oper-
ations, however, involve repairs that are per-
formed for customers and are not covered by 
a warranty. The taxpayer’s distribution 
agreements with manufacturers generally 
require the taxpayer to repair and service 
equipment produced by the manufacturer 
both during and after the warranty period. In 
some cases, the distribution agreements re-
quire that the taxpayer’s repair facility meet 
the manufacturer’s standards and provide for 
periodic inspections to ensure that these 
standards are met. 

(iii) The stores and the repair shop use a 
common trade name. Sales personnel gen-
erally work only in a particular store and 
stereo technicians work only in the repair 
shop. The stores and the repair shop are, 
however, managed from a central office, 
which supervises both store and repair-shop 
operations, provides payroll, financial, and 
other support services to the stores and the 
repair shop, and establishes pricing and 
other business policies. In addition, inven-
tory for the stores and supplies for the repair 
shop are acquired through a central pur-
chasing department and are stored in a sin-
gle warehouse. 

(iv) Based on the foregoing facts and cir-
cumstances, the operations of the store ac-
tivity and the repair-shop activity con-
stitute an integrated business. Paragraph 
(g)(3) of this section provides that the factors 
relevant to this determination include the 
treatment of all such operations as a unit in 
the taxpayer’s financial statements, the tax-
payer’s ownership and the common manage-
ment of all such operations, the use of the 
same personnel and facilities to support the 
operations, the use of a common trade name, 
the extent to which the same customers pa-
tronize both the stores and the repair shop, 
the similarity of the products (i.e., stereo 
equipment) involved in both store and re-
pair-shop operations, and the extent to 
which the provision of repair services con-
tributes to the taxpayer’s ability to obtain 
the stereo equipment sold in store oper-
ations. 

(v) Paragraph (g)(2) of this section provides 
that a taxpayer’s interests in two or more 
trade or business activities (within the 
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meaning of paragraph (g)(1)(ii) of this sec-
tion) are treated as a single activity of the 
taxpayer if the operations of such activities 
constitute an integrated business and the ac-
tivities are controlled by the same interests. 
The store activity and repair-shop activity 
consist of trade or business undertakings and 
thus are trade or business activities. In addi-
tion, the activities are controlled by the 
same interests (the taxpayer), and the oper-
ations of the activities constitute an inte-
grated business. Accordingly, the store ac-
tivity and the repair-shop activity are treat-
ed as a single activity of the taxpayer. 

Example 3. (i) The taxpayer owns interests 
in three partnerships. One partnership owns 
a television station, the second owns a pro-
fessional sports franchise, and the third owns 
a motion-picture production company. The 
operations of the partnerships are treated as 
three separate undertakings. Although other 
persons own interests in the partnerships, all 
three undertakings are controlled (within 
the meaning of paragraph (j) of this section) 
by the taxpayer. The operations of the part-
nerships are treated as three separate activi-
ties (the ‘‘television activity,’’ the ‘‘sports 
activity,’’ and the ‘‘motion-picture activ-
ity’’). (Assume that the undertakings are not 
similar and are not treated as part of the 
same activity under paragraph (f) of this sec-
tion.) 

(ii) Each partnership prepares financial 
statements that reflect only the results of 
that partnership’s operations, and each of 
the activities is conducted under its own 
trade name. The taxpayer participates exten-
sively in the management of each partner-
ship and makes the major business decisions 
for all three partnerships. Each partnership, 
however, employs separate management and 
other personnel who conduct its operations 
on a day-to-day basis. The taxpayer gen-
erally arranges the partnerships’ financing 
and often obtains loans for two, or all three, 
partnerships from the same source. Although 
the assets of one partnership are not used as 
security for loans to another partnership, 
the taxpayer’s interest in a partnership may 
secure loans to the other partnerships. The 
television station broadcasts the sports fran-
chise’s games, and the motion-picture pro-
duction company occasionally prepares pro-
gramming for the television station. In addi-
tion, support staff of one partnership may, 
during periods of peak activity or in the case 
of emergency, be made available to another 
partnership on a temporary basis. There are 
no other significant transactions between 
the partnerships. Moreover, all transactions 
between the partnerships involve essentially 
the same terms as would be provided in 
transactions between unrelated persons. 

(iii) Based on the foregoing facts and cir-
cumstances, the television activity, the 
sports activity, and the motion-picture ac-
tivity constitute three separate businesses. 

Paragraph (g)(3) of this section provides that 
the factors relevant to this determination 
include the treatment of the activities as 
separate units in the partnerships’ financial 
statements, the use of a different trade name 
for each activity, the separate day-to-day 
management of the activities, and the lim-
ited extent to which the activities con-
tribute to or depend on each other (as evi-
denced by the small number of significant 
transactions between the partnerships and 
the arm’s length nature of those trans-
actions). The taxpayer’s participation in 
management and financing are taken into 
account in this determination, as are the 
transactions between the partnerships, but 
these factors do not of themselves support a 
determination that the activities constitute 
an integrated business. 

(iv) Paragraph (g)(2) of this section pro-
vides that a taxpayer’s interests in two or 
more trade or business activities (within the 
meaning of paragraph (g)(1)(ii) of this sec-
tion) are treated as a single activity of the 
taxpayer only if the operations of such ac-
tivities constitute an integrated business 
and the activities are controlled by the same 
interests. In this case, the taxpayer’s activi-
ties do not constitute an integrated business, 
and the aggregation rule in paragraph (g)(2) 
of this section does not apply. Accordingly, 
the television activity, the sports activity, 
and the motion-picture activity are treated 
as three separate activities of the taxpayer. 

(h) Certain professional service under-
takings treated as a single activity—(1) 
Applicability—(i) In general. This para-
graph (h) applies to a taxpayer’s inter-
ests in professional service under-
takings (within the meaning of para-
graph (h)(1)(ii) of this section). 

(ii) Professional service undertaking. 
For purposes of this paragraph (h), an 
undertaking is treated as a profes-
sional service undertaking for any tax-
able year in which the undertaking de-
rives more than 50 percent of its gross 
income from the provision of services 
that are treated, for purposes of sec-
tion 448 (d)(2)(A) and the regulations 
thereunder, as services performed in 
the fields of health, law, engineering, 
architecture, accounting, actuarial 
science, performing arts, or consulting. 

(2) Treatment as a single activity—(i) 
Undertakings controlled by the same in-
terest. A taxpayer’s interests in two or 
more professional service undertakings 
that are controlled by the same inter-
ests (within the meaning of paragraph 
(j) of this section) shall be treated as 
part of the same activity of the tax-
payer. 
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(ii) Undertakings involving significant 
similar or significant related services. A 
taxpayer’s interests in two or more 
professional service undertakings that 
involve the provision of significant 
similar services or significant related 
services shall be treated as part of the 
same activity of the taxpayer. 

(iii) Coordination rule. (A) Except as 
provided in paragraph (h)(2)(iii)(B) of 
this section, a taxpayer’s interests in 
two or more undertakings (the ‘‘origi-
nal undertakings’’) that are treated as 
part of the same activity of the tax-
payer under the provisions of para-
graph (h)(2) (i) or (ii) of this section 
shall be treated as interests in a single 
professional service undertaking (the 
‘‘aggregated undertaking’’) for pur-
poses of reapplying such provisions. 

(B) If any original undertaking in-
cluded in an aggregated undertaking 
and any other undertaking that is not 
included in such aggregated under-
taking involve the provision of signifi-
cant similar or related services, the ag-
gregated undertaking and such other 
undertaking shall be treated as under-
takings that involve the provision of 
significant similar or related services 
for purposes of reapplying the provi-
sions of paragraph (h)(2)(ii) of this sec-
tion. 

(3) Significant similar or significant re-
lated services. For purposes of this para-
graph (h)— 

(i) Services (other than consulting 
services) in any field described in para-
graph (h)(1)(ii) of this section are simi-
lar to all other services in the same 
field; 

(ii) All the facts and circumstances 
are taken into account in determining 
whether consulting services are simi-
lar; 

(iii) Two professional service under-
takings involve the provision of signifi-
cant similar services if and only if— 

(A) Each such undertaking provides 
significant professional services; and 

(B) Significant professional services 
provided by one such undertaking are 
similar to significant professional serv-
ices provided by the other such under-
taking; 

(iv) Services are significant profes-
sional services if and only if such serv-
ices are in a field described in para-
graph (h)(1)(ii) of this section and more 

than 20 percent of the undertaking’s 
gross income is attributable to services 
in such field (or, in the case of con-
sulting services, to similar services in 
such field); and 

(v) Two professional service under-
takings involve the provision of signifi-
cant related services if and only if 
more than 20 percent of the gross in-
come of one such undertaking is de-
rived from customers that are also cus-
tomers of the other such undertaking. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (h). In each example that does 
not state otherwise, the taxpayer is an 
individual, and the facts, analysis, and 
conclusions relate to a single taxable 
year. 

Example 1. (i) The taxpayer is a partner in 
a law partnership that has offices in various 
cities. Some of the partnership’s offices pro-
vide a full range of legal services. Other of-
fices, however, specialize in a particular area 
or areas of the law (e.g., litigation, tax law, 
corporate law, etc.). In either case, substan-
tially all of the office’s gross income is de-
rived from the provision of legal services. 
Under paragraph (c)(1) of this section, each 
of the law partnership’s offices is treated as 
a single undertaking that is separate from 
other undertakings (a ‘‘law-office under-
taking’’). 

(ii) Each law-office undertaking derives 
more than 50 percent of its gross income 
from the provision of services in the field 
law. Thus, each such undertaking is treated 
as a professional service undertaking (within 
the meaning of paragraph (h)(1)(ii) of this 
section). 

(iii) Each law-office undertaking derives 
more than 20 percent of its gross income 
from services in the field of law. Thus, each 
such undertaking involves significant profes-
sional services (within the meaning of para-
graph (h)(3)(iv) of this section) in the field of 
law. In addition, all services in the field of 
law are treated as similar services under 
paragraph (h)(3)(i) of this section. Thus, the 
law-office undertakings involve the provi-
sion of significant similar services (within 
the meaning of paragraph (h)(3)(iii) of this 
section). 

(iv) Paragraph (h)(2)(ii) of this section pro-
vides that a taxpayer’s interest in profes-
sional service undertakings that involve the 
provision of significant similar services are 
treated as part of the same activity of the 
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taxpayer. Accordingly, the taxpayer’s inter-
ests in the law-office undertakings are treat-
ed as part of the same activity of the tax-
payer under paragraph (h)(2)(ii) of this sec-
tion even if the undertakings are not con-
trolled by the same interests (within the 
meaning of paragraph (j) of this section). 

Example 2. (i) The taxpayer is a partner in 
medical partnerships A and B. Both partner-
ships derive all of their gross income from 
the provision of medical services, but part-
nership A specializes in internal medicine 
and partnership B operates a radiology lab-
oratory. Under paragraph (c)(1) of this sec-
tion, the medical-service business of each 
partnership is treated as a single under-
taking that is separate from other under-
takings (a ‘‘medical-service undertaking’’). 
Partnerships A and B are not controlled by 
the same interests (within the meaning of 
paragraph (j) of this section). 

(ii) Each partnership’s medical-service un-
dertaking derives more than 50 percent of its 
gross income from the provision of services 
in the field of health. Thus, each partner-
ship’s medical-service undertaking is treated 
as a professional service undertaking (within 
the meaning of paragraph (h)(1)(ii) of this 
section). 

(iii) Each partnership’s medical-service un-
dertaking derives more than 20 percent of its 
gross income from services in the field of 
health. Thus, each such undertaking in-
volves significant professional services 
(within the meaning of paragraph (h)(3)(iv) 
of this section) in the field of health. In addi-
tion, all services in the field of health are 
treated as similar services under paragraph 
(h)(3)(i) of this section. Thus, the medical- 
services undertakings of partnerships A and 
B involve the provision of significant similar 
services (within the meaning of paragraph 
(h)(3)(iii) of this section). 

(iv) Paragraph (h)(2)(ii) of this section pro-
vides that a taxpayer’s interests in profes-
sional service undertakings that involve the 
provision of significant similar services are 
treated as part of the same activity of the 
taxpayer. Accordingly, the taxpayer’s inter-
ests in the medical-service undertakings of 
partnerships A and B are treated as part of 
the same activity of the taxpayer under 
paragraph (h)(2)(ii) of this section even 
though the undertakings are not controlled 
by the same interests. 

Example 3. (i) The facts are the same as in 
Example 2, except that the taxpayer with-
draws from partnership A in 1989 and be-
comes a partner in partnership B in 1990. In 
addition, the taxpayer was a full-time partic-
ipant in the operations of partnership A from 
1970 through 1989, but does not participate in 
the operations of partnership B. 

(ii) Paragraph (h)(2)(ii) of this section pro-
vides that a taxpayer’s interests in profes-
sional service undertakings that involve the 
provision of significant similar services are 

treated as part of the same activity of the 
taxpayer. This rule is not limited to cases in 
which the taxpayer holds such interests si-
multaneously. Thus, as in Example 2, the 
taxpayer’s interests in the medical-service 
undertakings of partnerships A and B are 
treated as part of the same activity of the 
taxpayer. 

(iii) The activity that includes the tax-
payer’s interests in the medical-service un-
dertakings of partnerships A and B is a per-
sonal service activity (within the meaning of 
§ 1.469–5T(d)) because it involves the perform-
ance of personal services in the field of 
health. In addition, the taxpayer materially 
participated in the activity for three or more 
taxable years preceding 1990 (see § 1.469– 
5T(j)(1)). Thus, even if the taxpayer does not 
work in the activity after 1989, the taxpayer 
is treated, under § 1.469–5T(a)(6), as materi-
ally participating in the activity for 1990 and 
subsequent taxable years. 

Example 4. (i) The taxpayer is a partner in 
an accounting partnership that has offices in 
various cities (partnership A) and in a man-
agement-consulting partnership that has a 
single office (partnership B). Each of part-
nership A’s offices derives substantially all 
of its gross income from services in the field 
of accounting, and partnership B derives sub-
stantially all of its gross income from serv-
ices in the field of consulting. Under para-
graph (c)(1) of this section, partnership B’s 
consulting business is treated as a single un-
dertaking that is separate from other under-
takings (the ‘‘consulting undertaking’’) and 
each of partnership A’s offices is similarly 
treated (the ‘‘accounting undertakings’’). 
The accounting undertakings are controlled 
by the same interests, but partnerships A 
and B are not controlled by the same inter-
ests (within the meaning of paragraph (j) of 
this section). Partnership B’s consulting 
business derives 50 percent of its gross in-
come from customers of partnership A’s ac-
counting undertakings, but does not derive 
more than 20 percent of its gross income 
from the customers of any single accounting 
undertaking. 

(ii) Each accounting undertaking derives 
more than 50 percent of its gross income 
from the provision of services in the field of 
accounting, and the consulting undertaking 
derives more than 50 percent of its gross in-
come from the provision of services in the 
field of consulting. Thus, each accounting 
undertaking is treated as a professional serv-
ice undertaking (within the meaning of para-
graph (h)(1)(ii) of this section), and the con-
sulting undertaking is also treated as a pro-
fessional service undertaking. 

(iii) Each accounting undertaking derives 
more than 20 percent of its gross income 
from services in the field of accounting. 
Thus, each such undertaking involves sig-
nificant professional services (within the 
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meaning of paragraph (h)(3)(iv) of this sec-
tion) in the field of accounting. In addition, 
all services in the field of accounting are 
treated as similar services under paragraph 
(h)(3)(i) of this section. Thus, the accounting 
undertakings involve the provision of signifi-
cant similar services (within the meaning of 
paragraph (h)(3)(iii) of this section). 

(iv) Paragraph (h)(2) (i) and (ii) of this sec-
tion provides that a taxpayer’s interests in 
professional service undertakings that are 
controlled by the same interests or that in-
volve the provision of significant similar 
services are treated as part of the same ac-
tivity of the taxpayer. The accounting un-
dertakings are controlled by the same inter-
ests (see (i) above) and involve the provision 
of significant similar services (see (iii) 
above). Accordingly, the taxpayer’s interests 
in the accounting undertakings are treated 
as part of the same activity under paragraph 
(h)(2) (i) and (ii) of this section. 

(v) The consulting undertaking derives 
more than 20 percent of its gross income 
from services in the field of consulting. If, 
based on all the facts and circumstances, 
these services are determined to be similar 
consulting services under paragraph (h)(3)(ii) 
of this section, the consulting undertaking 
involves significant professional services 
(within the meaning of paragraph (h)(3)(iv) 
of this section). In this case, however, the 
consulting undertaking and the accounting 
undertakings do not involve the provision of 
significant similar services (within the 
meaning of paragraph (h)(3)(iii) of this sec-
tion) because consulting services and ac-
counting services are not treated as similar 
services under paragraph (h)(3)(i) of this sec-
tion. 

(vi) The consulting undertaking does not 
derive more than 20 percent of its gross in-
come from the customers of any single ac-
counting undertaking of partnership A. If, 
however, partnership A’s accounting under-
takings are aggregated, the consulting un-
dertaking derives more than 20 percent of its 
gross income from customers of the aggre-
gated undertakings. Paragraph (h)(3)(v) of 
this section provides that two professional 
service undertakings involve the provision of 
significant related services if more than 20 
percent of the gross income of one under-
taking is derived from customers of the 
other undertaking. For purposes of applying 
this rule, partnership A’s accounting under-
takings are treated as a single undertaking 
under paragraph (h)(2)(iii) of this section be-
cause the accounting undertakings are treat-
ed as part of the same activity under para-
graph (h)(2)(i) and (ii) of this section. Thus, 
the consulting undertaking and the account-
ing undertakings involve the provision of 
significant related services. 

(vii) Paragraph (h)(2)(ii) of this section 
provides that a taxpayer’s interests in pro-
fessional service undertakings that involve 

the provision of significant related services 
are treated as part of the same activity of 
the taxpayer. Accordingly, the taxpayer’s in-
terests in the consulting undertaking and 
the accounting undertakings are treated as 
part of the same activity of the taxpayer 
under paragraph (h)(2)(ii) of this section. 

Example 5. (i) The facts are the same as in 
Example 4, except that partnership B’s con-
sulting business derives only 15 percent of its 
gross income from customers of partnership 
A’s accounting undertakings. 

(ii) As in Example 4, the taxpayer’s inter-
ests in the accounting undertakings are 
treated as part of the same activity under 
paragraph (h)(2)(i) and (ii) of this section and 
are treated under paragraph (h)(2)(iii) of this 
section as a single undertaking for purposes 
of reapplying those provisions. In this case, 
however, the consulting undertaking does 
not derive more than 20 percent of its gross 
income from the customers of partnership 
A’s accounting undertakings. Thus, the con-
sulting undertaking and the accounting un-
dertakings do not involve the provision of 
significant related services. Accordingly, the 
accounting undertakings and the consulting 
undertaking are not treated as part of the 
same activity under paragraph (h)(2)(i) or (ii) 
of this section because they are not con-
trolled by the same interests and do not in-
volve the provision of significant similar or 
related services. 

Example 6. (i) The taxpayer is a partner in 
partnerships A, B, and C. Partnership A de-
rives substantially all of its gross income 
from the provision of engineering services, 
partnership B derives substantially all of its 
gross income from the provision of architec-
tural services, and partnership C derives 40 
percent of its gross income from the provi-
sion of engineering services and the remain-
der from the provision of architectural serv-
ices. Under paragraph (c)(1) of this section, 
each partnership’s service business is treated 
as a single undertaking that is separate from 
other undertakings. Partnerships A, B, and C 
are not controlled by the same interests 
(within the meaning of paragraph (j) of this 
section). 

(ii) Each partnership’s undertaking derives 
more than 50 percent of its gross income 
from the provision of services in the fields of 
architecture and engineering. Thus, each 
such undertaking is treated as a professional 
service undertaking (within the meaning of 
paragraph (h)(1)(ii) of this section). 

(iii) Partnership A’s undertaking (‘‘under-
taking A’’) derives more than 20 percent of 
its gross income from services in the field of 
engineering, partnership B’s undertaking 
(‘‘undertaking B’’) derives more than 20 per-
cent of its gross income from services in the 
field of architecture, and partnership C’s un-
dertaking (‘‘undertaking C’’) derives more 
than 20 percent of its gross income from 
services in the field of engineering and more 
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than 20 percent of its gross income from 
services in the field of architecture. Thus, 
undertaking A involves significant services 
in the field of engineering, undertaking B in-
volves significant services in the field of ar-
chitecture, and undertaking C involves sig-
nificant services in both fields. Under para-
graph (h)(3)(i) of this section, all services 
within each field are treated as similar serv-
ices, but engineering services and architec-
tural services are not treated as similar serv-
ices. Thus, undertakings A and C, and under-
takings B and C, involve the provision of sig-
nificant similar services (within the meaning 
of paragraph (h)(3)(iii) of this section). 

(iv) Paragraph (h)(2)(ii) of this section pro-
vides that a taxpayer’s interests in profes-
sional service undertakings that involve the 
provision of significant similar services are 
treated as part of the same activity of the 
taxpayer. Accordingly, the taxpayer’s inter-
ests in undertakings A and C are treated as 
part of the same activity of the taxpayer. 

(v) Under paragraph (h)(2)(iii)(A) of this 
section, undertakings A and C are also treat-
ed as a single undertaking for purposes of de-
termining whether undertaking B involves 
the provision of significant similar services. 
Paragraph (h)(2)(iii)(B) of this section in ef-
fect provides that treating undertakings A 
and C as a single undertaking does not affect 
the conclusion that the architectural serv-
ices provided by undertakings B and C are 
significant similar services. Thus, under-
taking B and the single undertaking in 
which undertakings A and C are included 
under paragraph (h)(3)(iii) of this section in-
volve the provision of significant similar 
services, and the taxpayer’s interests in un-
dertakings A, B, and C are treated as part of 
the same activity of the taxpayer under 
paragraph (h)(2)(ii) of this section. 

(i) [Reserved] 
(j) Control by the same interests and 

ownership percentage—(1) In general. Ex-
cept as otherwise provided in para-
graph (j)(2) of this section, all the facts 
and circumstances are taken into ac-
count in determining, for purposes of 
this section, whether undertakings are 
controlled by the same interests. For 
this purpose, control includes any kind 
of control, direct or indirect, whether 
legally enforceable, and however exer-
cisable or exercised. It is the reality of 
control that is determinative, and not 
its form or mode of exercise. 

(2) Presumption—(i) In general. Under-
takings are rebuttably presumed to be 
controlled by the same interests if such 
undertakings are part of the same com-
mon-ownership group. 

(ii) Common-ownership group. Except 
as provided in paragraph (j)(2)(iii) of 
this section, two or more undertakings 
of a taxpayer are part of the same com-
mon-ownership group for purposes of 
this paragraph (j)(2) if and only if the 
sum of the common-ownership percent-
ages of any five or fewer persons (with-
in the meaning of section 7701(a)(1), but 
not including passthrough entities) 
with respect to such undertakings ex-
ceeds 50 percent. For this purpose, the 
common-ownership percentage of a 
person with respect to such under-
takings is the person’s smallest owner-
ship percentage (determined in accord-
ance with paragraph (j)(3) of this sec-
tion) in any such undertaking. 

(iii) Special aggregation rule. If, with-
out regard to this paragraph (j)(2)(iii), 
an undertaking of a taxpayer is part of 
two or more common-ownership 
groups, any undertakings of the tax-
payer that are part of any such com-
mon-ownership group shall be treated 
for purposes of this paragraph (j)(2) as 
part of a single common-ownership 
group in determining the activities of 
such taxpayer. 

(3) Ownership percentage—(i) In gen-
eral. For purposes of this section, a per-
son’s ownership percentage in an un-
dertaking or in a passthrough entity 
shall include any interest in such un-
dertaking or passthrough entity that 
the person holds directly and the per-
son’s share of any interest in such un-
dertaking or passthrough entity that is 
held through one or more passthrough 
entities. 

(ii) Passthrough entities. The following 
rules apply for purposes of applying 
paragraph (j)(3)(i) of this section: 

(A) A partner’s interest in a partner-
ship and share of any interest in a 
passthrough entity or undertaking held 
through a partnership shall be deter-
mined on the basis of the greater of 
such partner’s percentage interest in 
the capital (by value) of such partner-
ship or such partner’s largest distribu-
tive share of any item of income or 
gain (disregarding guaranteed pay-
ments under section 707(c)) of such 
partnership. 

(B) A shareholder’s interest in an S 
corporation and share of any interest 
in a passthrough entity or undertaking 
held through an S corporation shall be 
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determined on the basis of such share-
holder’s stock ownership. 

(C) A beneficiary’s interest in a trust 
or estate and share of any interest in a 
passthrough entity or undertaking held 
through a trust or estate shall not be 
taken into account. 

(iii) Attribution rules—(A) In general. 
Except as otherwise provided in para-
graph (j)(3)(iii)(B) of this section, a per-
son’s ownership percentage in a pass-
through entity or in an undertaking 
shall be determined by treating such 
person as the owner of any interest 
that a person related to such person 
owns (determined without regard to 
this paragraph (j)(3)(iii)) in such pass-
through entity or in such undertaking. 

(B) Determination of common-owner-
ship percentage. The common-ownership 
percentage of five or fewer persons 
with respect to two or more under-
takings shall be determined, in any 
case in which, after the application of 
paragraph (j)(3)(iii)(A) of this section, 
two or more such persons own the same 
interest in any such undertaking (the 
‘‘related-party owners’’) by treating as 
the only owner of such interest (or por-
tion thereof) the related-party owner 
whose ownership of such interest (or a 
portion thereof) would result in the 
highest common-ownership percentage. 

(C) Related person. A person is related 
to another person for purposes of this 
paragraph (j)(3)(iii) if the relationship 
of such persons is described in section 
267(b) or 707(b)(1). 

(4) Special rule for trade or business ac-
tivities. In determining whether two or 
more trade or business activities are 
controlled by the same interests for 
purposes of paragraph (g) of this sec-
tion, each such activity shall be treat-
ed as a separate undertaking in apply-
ing this paragraph (j). 

(5) Examples. The following examples 
illustrate the application of this para-
graph (j): 

Example 1. (i) Partnership X is the sole 
owner of an undertaking (undertaking X), 
and partnership Y is the sole owner of an-
other undertaking (undertaking Y). Individ-
uals A, B, C, D, and E are the only partners 
in partnerships X and Y, and the partnership 
agreements of both X and Y provide that no 
action may be taken or decision made on be-
half of the partnership without the unani-
mous consent of the partners. Moreover, 
each partner actually participates in, and 

agrees to, all major decisions that affect the 
operations of either partnership. The owner-
ship percentages (within the meaning of 
paragraph (j)(3) of this section) of A, B, C, D, 
and E in each partnership (and in the under-
taking owned by the partnership) are as fol-
lows: 

Partner 

PARTNERSHIP/UNDER-
TAKING 

X (percent) Y (percent) 

A ................................................ 15 5 
B ................................................ 10 60 
C ................................................ 10 20 
D ................................................ 77 12 
E ................................................ 8 20 

............................................... 120 117 

The sum of the ownership percentages ex-
ceeds 100 percent for both X and Y because, 
under paragraph (j)(3)(ii)(A) of this section, 
each partner’s ownership percentage is deter-
mined on the basis of the greater of the part-
ner’s percentage interest in the capital of 
the partnership or the partner’s largest dis-
tributive share of any item of income or gain 
of the partnership. 

(ii) Paragraph (j)(2)(ii) of this section pro-
vides that a person’s common-ownership per-
centage with respect to any two or more un-
dertakings is the person’s smallest owner-
ship percentage in any such undertaking. 
Thus, the common-ownership percentages of 
A, B, C, D, and E with respect to under-
takings X and Y are as follows: 

Partner Common-ownership 
percentage 

A .......................................................... 5 
B .......................................................... 10 
C .......................................................... 10 
D .......................................................... 12 
E .......................................................... 8 

45 

(iii) Paragraph (j)(2)(i) of this section pro-
vides that undertakings are rebuttably pre-
sumed to be controlled by the same interests 
if the undertakings are part of the same 
common-ownership group. In general, under-
takings are part of a common-ownership 
group only if the sum of the common-owner-
ship percentages of any five or fewer persons 
with respect to such undertakings exceeds 50 
percent. In this case, the sum of the part-
ners’ common-ownership percentages with 
respect to undertakings X and Y is only 45 
percent. Thus, undertakings X and Y are not 
part of the same common-ownership group. 

(iv) If the presumption in paragraph 
(j)(2)(i) of this section does not apply, all the 
facts and circumstances are taken into ac-
count in determining whether undertakings 
are controlled by the same interests (see 
paragraph (j)(1) of this section). In this case, 
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all actions and decisions in both under-
takings require the unanimous consent of 
the same persons and each of those persons 
actually participates in, and agrees to, all 
major decisions. Accordingly, undertakings 
X and Y are controlled by the same interests 
(i.e., A, B, C, D, and E). 

Example 2. (i) Partnerships W, X, Y, and Z 
are each the sole owner of an undertaking 
(undertakings W, X, Y, and Z). Individuals A, 
B, and C are partners in each of the four 
partnerships, and the remaining interests in 
each partnership are owned by a number of 
unrelated individuals, none of whom owns 
more than a one-percent interest in any of 
the partnerships. The ownership percentages 
(within the meaning of paragraph (j)(3) of 
this section) of A, B, and C in each partner-
ship (and in the undertaking owned by the 
partnership) are as follows: 

Partnership/Undertaking 
Partner 

A B C 

W ............................................... 23% 21% 40% 
X ................................................ 19% 30% 22% 
Y ................................................ 25% 25% 20% 
Z ................................................ 8% 4% 2% 

(ii) Paragraph (j)(2)(ii) of this section pro-
vides that a person’s common-ownership per-
centage with respect to any two or more un-
dertakings is the person’s smallest owner-
ship percentage in any such undertaking. 
Thus, the common-ownership percentages of 
A, B, and C in undertakings W, X, Y, and Z 
are as follows: 

Partner Common-ownership 
percentage 

A .......................................................... 8 
B .......................................................... 4 
C .......................................................... 2 

14 

(iii) The sum of the common-ownership 
percentages of A, B, and C with respect to 
undertakings W, X, Y, and Z is 14 percent, 
and no other person owns more than a one- 
percent interest in any of the undertakings. 
Thus, the sum of the common-ownership per-
centages of any five or fewer persons with re-
spect to all four undertakings cannot exceed 
50 percent. Accordingly, undertakings W, X, 
Y, and Z are not part of the same common- 
ownership group (see paragraph (j)(2)(ii) of 
this section) and are not rebuttably pre-
sumed to be controlled by the same interests 
(see paragraph (j)(2)(i) of this section). 

(iv) The common-ownership percentages of 
A, B, and C in undertakings W, X, and Y are 
as follows: 

Partner Common ownership 
percentage 

A .......................................................... 19 

Partner Common ownership 
percentage 

B .......................................................... 21 
C .......................................................... 20 

60 

(v) The sum of the common-ownership per-
centages of A, B, and C, taking into account 
only undertakings W, X, and Y, is 60 percent. 
Because the sum of the common-ownership 
percentages exceeds 50 percent, undertakings 
W, X, and Y are part of the same common- 
ownership group (see paragraph (j)(2)(ii) of 
this section and are rebuttably presumed to 
be controlled by the same interests (see 
paragraph (j)(2)(i) of this section). 

Example 3. (i) Corporation X, an S corpora-
tion, is the sole owner of an undertaking (un-
dertaking X), and corporation Y, another S 
corporation, is the sole owner of another un-
dertaking (undertaking Y). Individuals A, B, 
and C are shareholders in corporations X and 
Y. Both A and B are related (within the 
meaning of paragraph (j)(3)(iii)(C) of this sec-
tion) to C, but not to each other. A, B, and 
C are not related to any other person that 
owns an interest in either corporation X or 
corporation Y. The ownership percentages 
(determined without regard to the attribu-
tion rules of paragraph (j)(3)(iii) of this sec-
tion) of A, B, and C in each corporation (and 
in the undertaking owned by the corpora-
tion) are as follows: 

CORPORATION/UNDERTAKING 

Shareholder X (percent) Y (percent) 

A ................................................ 20 ....................
B ................................................ .................... 20 
C ................................................ 5 5 

(ii) In general, a person’s ownership per-
centage is determined by treating the person 
as the owner of interests that are actually 
owned by related persons (see paragraph 
(j)(3)(iii)(A) of this section). If A, B, and C 
are treated as owning interests that are ac-
tually owned by related persons, their own-
ership percentages are as follows: 

CORPORATION/UNDERTAKING 

Shareholder X (percent) Y (percent) 

A ................................................ 25 5 
B ................................................ 5 25 
C ................................................ 25 25 

(iii) Paragraph (j)(3)(iii)(B) of this section 
provides that, in determining the sum of the 
common-ownership percentages of any five 
or fewer persons with respect to any under-
takings, each interest in such undertakings 
is counted only once. If two or more persons 
are treated as owners of the same interest 
under paragraph (j)(3)(iii)(A) of this section, 
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the person whose ownership would result in 
the highest sum is treated as the only owner 
of the interest. In this case, C’s common- 
ownership percentage with respect to under-
takings X and Y, determined by treating C 
as the owner of the interests actually owned 
by A and B, is 25 percent. If, however, A and 
B are treated as the owners of the interests 
actually owned by C, each has a common- 
ownership percentage of only five percent. 
Thus, in determining the sum of common- 
ownership percentages with respect to under-
takings X and Y, C is treated as the owner of 
the interests actually owned by A and B be-
cause this treatment results in the highest 
sum of common-ownership percentages with 
respect to such undertakings. 

Example 4. (i) The ownership percentages of 
individuals A, B, and C in undertakings X, Y, 
and Z are as follows: 

UNDERTAKING 

Individual X Y Z 

A ........................ 30% 30% 30% 
B ........................ 30% 30% 30% 
C ........................ .................... 30% 30% 

No other person owns an interest in more 
than one of the undertakings. 

(ii) Paragraph (j)(2)(ii) of this section pro-
vides that a person’s common ownership per-
centage with respect to any two or more un-
dertakings is the person’s smallest owner-
ship percentage in any such undertaking. 
Thus, A’s common-ownership percentage 
with respect to undertakings X, Y, and Z is 
30 percent, and the common-ownership per-
centages of B and C (and all other persons 
owning interests in such undertakings) with 
respect to such undertakings is zero. Accord-
ingly, the sum of the common ownership per-
centages with respect to undertakings X, Y, 
and Z is only 30 percent, and undertakings X, 
Y, and Z are not treated as part of the same 
common-ownership group under paragraph 
(j)(2)(ii) of this section. 

(iii) B’s common-ownership percentage 
with respect to undertakings X and Y is 30 
percent, and the sum of A’s and B’s common- 
ownership percentages with respect to such 
undertakings is 60 percent. Thus, under-
takings X and Y are treated as part of the 
same common-ownership group under para-
graph (j)(2)(ii) of this section. Similarly, C’s 
common-ownership percentage with respect 
to undertakings Y and Z is 30 percent, and 
the sum of A’s and C’s common-ownership 
percentages with respect to such under-
takings is 60 percent. Thus, undertakings Y 
and Z are also treated as part of the same 
common-ownership group under paragraph 
(j)(2)(ii) of this section. 

(iv) Paragraph (j)(2)(iii) of this section re-
quires the aggregation of common-ownership 
groups that include the same undertaking. 

In this case, undertaking Y is treated as part 
of the common-ownership group XY and as 
part of the common-ownership group YZ. Ac-
cordingly, undertakings X, Y, and Z are 
treated as part of a single common-owner-
ship group and are rebuttably presumed to 
be controlled by the same interests (see 
paragraph (j)(2)(i) of this section) even 
though B does not own an interest in under-
taking Z and C does not own an interest in 
undertaking X. The fact that B and C are not 
common owners with respect to under-
takings X and Z is taken into account, how-
ever, in determining whether this presump-
tion is rebutted. 

(k) Identification of rental real estate 
activities—(1) Applicability—(i) In gen-
eral. Except as otherwise provided in 
paragraph (k)(6) of this section, this 
paragraph (k) applies to a taxpayer’s 
interests in rental real estate under-
takings (within the meaning of para-
graph (k)(1)(ii) of this section). 

(ii) Rental real estate undertaking. For 
purposes of this paragraph (k), a rental 
real estate undertaking is a rental un-
dertaking (within the meaning of para-
graph (d) of this section) in which at 
least 85 percent of the unadjusted basis 
(within the meaning of § 1.469–2T(f)(3)) 
of the property made available for use 
by customers is real property. For this 
purpose the term ‘‘real property’’ 
means any tangible property other 
than tangible personal property (with-
in the meaning of § 1.48–1(c)). 

(2) Identification of activities—(i) Mul-
tiple undertakings treated as a single ac-
tivity or multiple activities by taxpayer. 
Except as otherwise provided in this 
paragraph (k), a taxpayer may treat 
two or more rental real estate under-
takings (determined after the applica-
tion of paragraph (k)(2) (ii) and (iii) of 
this section) as a single activity or 
may treat such undertakings as sepa-
rate activities. 

(ii) Multiple undertakings treated as a 
single activity by passthrough entity. A 
taxpayer must treat two or more rent-
al real estate undertakings as a single 
rental real estate undertaking for a 
taxable year if any passthrough entity 
through which the taxpayer holds such 
undertakings treats such undertakings 
as a single activity on the applicable 
return of the passthrough entity for 
the taxable year of the taxpayer. 

(iii) Single undertaking treated as mul-
tiple undertakings. Notwithstanding 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00497 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



488 

26 CFR Ch. I (4–1–13 Edition) § 1.469–4T 

that a taxpayer’s interest in leased 
property would, but for the application 
of this paragraph (k)(2)(iii), be treated 
as used in a single rental real estate 
undertaking, the taxpayer may, except 
as otherwise provided in paragraph 
(k)(3) of this section, treat a portion of 
the leased property (including a ratable 
portion of any common areas or facili-
ties) as a rental real estate under-
taking that is separate from the under-
taking or undertakings in which the 
remaining portion of the property is 
treated as used. This paragraph 
(k)(2)(iii) shall apply for a taxable year 
if and only if— 

(A) Such portion of the leased prop-
erty can be separately conveyed under 
applicable State and local law (taking 
into account the limitations, if any, 
imposed by any special rules or proce-
dures, such as condominium conversion 
laws, restricting the separate convey-
ance of parts of the same structure); 
and 

(B) The taxpayer holds such leased 
property directly or through one or 
more passthrough entities, each of 
which treats such portion of the leased 
property as a separate activity on the 
applicable return of the passthrough 
entity for the taxable year of the tax-
payer. 

(3) Treatment in succeeding taxable 
years. All rental real estate under-
takings or portions of such under-
takings that are treated, under this 
paragraph (k), as part of the same ac-
tivity for a taxable year ending after 
August 9, 1989 must be treated as part 
of the same activity in each succeeding 
taxable year. 

(4) Applicable return of passthrough en-
tity. For purposes of this paragraph (k), 
the applicable return of a passthrough 
entity for a taxable year of a taxpayer 
is the return reporting the passthrough 
entity’s income, gain, loss, deductions, 
and credits taken into account by the 
taxpayer for such taxable year. 

(5) Evidence of treatment required. For 
purposes of this paragraph (k), a person 
(including a passthrough entity) does 
not treat a rental real estate under-
taking as multiple undertakings for a 
taxable year or, except as otherwise 
provided in paragraph (k) (2)(ii) or (3) 
of this section, treat multiple rental 
real estate undertakings as a single un-

dertaking for a taxable year unless 
such treatment is reflected on a sched-
ule attached to the person’s return for 
the taxable year. 

(6) Coordination rule for rental of non-
depreciable property. This paragraph (k) 
shall not apply to a rental real estate 
undertaking if less than 30 percent of 
the unadjusted basis (within the mean-
ing of § 1.469–2T(f)(3)) of property used 
or held for use by customers in such 
undertaking during the taxable year is 
subject to the allowance for deprecia-
tion under section 167. 

(7) Coordination rule for rental of 
dwelling unit. For any taxable year in 
which section 280A(c)(5) applies to a 
taxpayer’s use of a dwelling unit— 

(i) Paragraph (k) (2) and (3) of this 
section shall not apply to the tax-
payer’s interest in such dwelling unit; 
and 

(ii) The taxpayer’s interest in such 
dwelling unit shall be treated as a sep-
arate activity of the taxpayer. 

(8) Examples. The following examples 
illustrate the application of this para-
graph (k). In each example, the tax-
payer is an individual whose taxable 
year is the calendar year. 

Example 1. (i) In 1989, the taxpayer directly 
owns five condominium units (units A, B, C, 
D, and E) in three different buildings. Units 
A, B, and C are in one of the buildings and 
constitute a single rental real estate under-
taking (within the meaning of paragraph 
(k)(1)(ii) of this section). Units D and E are 
in the other two buildings, and each of these 
units constitutes a separate rental real es-
tate undertaking. Each of the units can be 
separately conveyed under applicable State 
and local law. 

(ii) Paragraph (k)(2)(iii) of this section per-
mits a taxpayer to treat a portion of the 
property included in a rental real estate un-
dertaking as a separate rental real estate un-
dertaking if the property can be separately 
conveyed under applicable State and local 
law and the taxpayer owns the property di-
rectly. Thus, the taxpayer can treat units A, 
B, and C as three separate undertakings. Al-
ternatively, the taxpayer could treat two of 
those units (e.g., units A and C) as an under-
taking and the remaining unit as a separate 
undertaking, or could treat units A, B, and C 
as a single undertaking. 

(iii) Paragraph (k)(2)(i) of this section per-
mits a taxpayer to treat two or more rental 
real estate undertakings as a single activity, 
or to treat such undertakings as separate ac-
tivities. Thus, the taxpayer, by combining 
undertakings, can treat all five units as a 
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single activity. Alternatively, the taxpayer 
could treat each undertaking as a separate 
activity, or could combine some, but not all, 
undertakings. Thus, for example, the tax-
payer could treat units A, B, C, and D as an 
activity and unit E as a separate activity. 

(iv) For purposes of paragraph (k)(2)(i) of 
this section, a taxpayer’s rental real estate 
undertakings are determined after the appli-
cation of paragraph (k)(2)(iii) of this section. 
Thus, the taxpayer, by treating units as sep-
arate undertakings under paragraph 
(k)(2)(iii) of this section and combining them 
with other units under paragraph (k)(2)(i) of 
this section, can treat any combination of 
units as a single activity. For example, the 
taxpayer could treat units A and B as a sepa-
rate rental real estate undertaking, and then 
treat units A, B, and D as a single activity. 
In that case, the taxpayer could treat units 
C and E either as a single activity or as two 
separate activities. 

Example 2. (i) The facts are the same as in 
Example 1. In addition, the taxpayer treats 
all five units as a single activity for 1989 and 
sells unit E in 1990. (See paragraph (k)(5) of 
this section for a rule providing that the 
units are treated as a single activity only if 
such treatment is reflected on a schedule at-
tached to the taxpayer’s return.) 

(ii) Under paragraph (k)(3) of this section, 
rental real estate undertakings that are 
treated as part of the same activity for a 
taxable year must be treated as part of the 
same activity in each succeeding year. In 
this case, all five units were treated as part 
of the same activity for 1989 and must there-
fore be treated as part of the same activity 
for 1990. Accordingly, the taxpayer’s sale of 
unit E in 1990 cannot be treated as a disposi-
tion of the taxpayer’s entire interest in an 
activity for purposes of section 469(g) and the 
rules to be contained in § 1.469–6T (relating to 
the treatment of losses upon certain disposi-
tions of passive and former passive activi-
ties). 

Example 3. (i) The facts are the same as in 
Example 1, except that the taxpayer is a 
partner in a partnership that is the direct 
owner of the five condominium units. In its 
return for its taxable year ending on Novem-
ber 30, 1989, the partnership treats the five 
units as a single activity. (See paragraph 
(k)(5) of this section for a rule providing that 
the units are treated as a single activity 
only if such treatment is reflected on a 
schedule attached to the partnership’s re-
turn.) The partnership sells unit E on No-
vember 1, 1990. 

(ii) Paragraph (k)(2)(ii) of this section pro-
vides that a taxpayer who holds rental real 
estate undertakings through a passthrough 
entity must treat those undertakings as a 
single rental real estate undertaking if they 
are treated as a single activity on the appli-
cable return of the passthrough entity. 
Under paragraph (k)(4) of this section, the 

applicable return of the partnership for the 
taxpayer’s 1989 taxable year is the partner-
ship’s return for its taxable year ending on 
November 30, 1989. Accordingly, the taxpayer 
must treat the five condominium units as a 
single rental real estate undertaking (and 
thus as part of the same activity) for 1989 be-
cause they are treated as a single activity on 
the partnership’s return for its taxable year 
ending in 1989. 

(iii) Under paragraph (k)(3) of this section, 
the taxpayer must continue treating the 
condominium units as part of the same ac-
tivity for taxable years after 1989. Accord-
ingly, as in Example 2, the five condominium 
units are treated as part of the same activity 
for 1990, and the sale of unit E in 1990 cannot 
be treated as a disposition of the taxpayer’s 
interest in an activity for purposes of section 
469(g) and the rules to be contained in § 1.469– 
6T. 

Example 4. (i) The taxpayer owns a shop-
ping center and a vacant lot that are sepa-
rate rental real estate undertakings (within 
the meaning of paragraph (k)(1)(ii) of this 
section). The taxpayer rents space in the 
shopping center to various tenants and rents 
the vacant lot to a parking lot operator. 
Most of the unadjusted basis of the property 
used in the shopping-center undertaking 
(taking into account the land on which the 
shopping center is built) is subject to the al-
lowance for depreciation, but no depreciable 
property is used in the parking-lot under-
taking. 

(ii) This paragraph (k) provides rules for 
identifying rental real estate activities (in-
cluding the rule in paragraph (k)(2)(i) of this 
section that permits a taxpayer to treat two 
or more rental real estate undertakings as a 
single activity). Paragraph (k)(6) of this sec-
tion provides, however, that these rules do 
not apply to a rental real estate undertaking 
if less than 30 percent of the unadjusted basis 
of the property used in the undertaking is 
subject to the allowance for depreciation. 
Thus, the taxpayer may not combine the 
parking-lot undertaking, which includes no 
depreciable property, with the shopping-cen-
ter undertaking or any other rental real es-
tate undertaking under paragraph (k)(2)(i) of 
this section. Accordingly, the parking lot 
undertaking is treated as a separate activity 
under paragraph (b)(1) of this section. 

Example 5. (i) The facts are the same as in 
Example 4, except that the shopping center 
and the vacant lot are at the same location 
(within the meaning of paragraph (c)(2)(iii) 
of this section) and are part of the same 
rental real estate undertaking (within the 
meaning of paragraph (k)(1)(ii) of this sec-
tion). Taking into account the property used 
in the shopping center operations (including 
the land on which the shopping center is 
built) and the vacant lot, 50 percent of the 
unadjusted basis of the property used in the 
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undertaking is subject to the allowance for 
depreciation. 

(ii) In this case, the vacant lot is used in a 
rental real estate undertaking in which de-
preciable property is also used. Moreover, 
the exception in paragraph (k)(6) of this sec-
tion does not apply to the undertaking con-
sisting of the shopping center and the park-
ing lot because at least 30 percent of 
unadjusted basis of the property used in the 
undertaking is subject to the allowance for 
depreciation. Accordingly, the taxpayer may 
combine the undertaking with other rental 
real estate undertakings and treat the com-
bined undertakings as a single activity under 
paragraph (k)(2)(i) of this section. 

(l) [Reserved] 
(m) Consolidated groups—(1) In gen-

eral. The activities of a consolidated 
group (within the meaning of § 1.469– 
1T(h)(2)(ii)) and of each member of such 
group shall be determined under this 
section as if the consolidated group 
were one taxpayer. 

(2) Examples. The following examples 
illustrate the application of this para-
graph (m). In each example, the facts, 
analysis, and conclusions relate to a 
single taxable year. 

Example 1. (i) Corporations M, N, and O are 
the members of a consolidated group (within 
the meaning of § 1.469–1T(h)(2)(ii)). Under 
§ 1.469–1T(h)(4)(i)(A) and (ii), the consolidated 
group and its members are treated as closely 
held corporations (within the meaning of 
§ 1.469–1T(g)(2)(ii)). Each member of the con-
solidated group owns a two-percent interest 
in partnership X and a two-percent interest 
in partnership Y, and owns interests in a 
number of trade or business undertakings 
(within the meaning of paragraph (f)(1)(ii) of 
this section) through the partnerships. Each 
of these undertakings is directly owned by 
partnership X or Y, and all the undertakings 
of partnerships X and Y are controlled by the 
same interests (within the meaning of para-
graph (j) of this section) and are similar 
(within the meaning of paragraph (f)(4) of 
this section). The employees of the consoli-
dated group and the shareholders of its com-
mon parent do not participate in the under-
takings that the member corporations own 
through the partnerships. 

(ii) Paragraph (f)(2)(i) of this section pro-
vides that trade or business undertakings 
that are similar and controlled by the same 
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns 
interests in the undertakings through the 
same passthrough entity. In this case, the 
member corporations own interests in simi-
lar, commonly-controlled undertakings 
through both partnerships, and such inter-
ests are treated under this paragraph (m) as 

interests owned by one taxpayer (the con-
solidated group). Accordingly, the member 
corporations’ interests in the undertakings 
owned through partnership X are treated as 
part of the same activity of the consolidated 
group, and their interests in the under-
takings owned through partnership Y are 
treated similarly. 

Example 2. (i) The facts are the same as in 
Example 1, except that each member of the 
consolidated group owns a five-percent inter-
est in partnership X and a five-percent inter-
est in partnership Y. 

(ii) Paragraph (f)(2)(ii) of this section pro-
vides that trade or business undertakings 
that are similar and controlled by the same 
interests are treated as part of the same ac-
tivity of the taxpayer if the taxpayer owns a 
direct or substantial indirect interest in 
each such undertaking. In this case, the 
member corporations own, in the aggregate, 
a 15-percent interest in partnership X and a 
15-percent interest in partnership Y, and 
such interests are treated under this para-
graph (m) as interests owned by one tax-
payer (the consolidated group). Thus, the 
consolidated group owns a substantial indi-
rect interest in the similar, commonly-con-
trolled undertakings owned by partnerships 
X and Y (see paragraph (f)(3)(i) of this sec-
tion). Accordingly, the member corpora-
tions’ interests in the undertakings owned 
through partnerships X and Y are treated as 
part of the same activity of the consolidated 
group. 

(n) Publicly traded partnerships. The 
rules of this section shall apply to a 
taxpayer’s interest in business and 
rental operations held through a pub-
licly traded partnership (within the 
meaning of section 469(k)(2)) as if the 
taxpayer had no interest in any other 
business and rental operations. The fol-
lowing example illustrates the applica-
tion of this paragraph (n): 

Example. (i) The taxpayer, an individual, 
owns a 20-percent interest in partnership X 
and a 15-percent interest in partnership Y. 
Partnership X directly owns a hotel (‘‘hotel 
1’’) and a commercial office building 
(‘‘building 1’’). Partnership Y directly owns 
two hotels (‘‘hotels 2 and 3’’) and two com-
mercial office buildings (‘‘buildings 2 and 
3’’). Each of the three hotels is a separate 
trade or business undertaking (within the 
meaning of paragraph (f)(1)(ii) of this sec-
tion), and each of the three office buildings 
is a separate rental real estate undertaking 
(within the meaning of paragraph (k)(1)(ii) of 
this section). The three hotel undertakings 
are similar (within the meaning of paragraph 
(f)(4) of this section) and are controlled by 
the same interests (within the meaning of 
paragraph (j) of this section). Partnership X 
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is not a publicly traded partnership (within 
the meaning of section 469(k)(2)). Partner-
ship Y, however, is a publicly traded partner-
ship and is not treated as a corporation 
under section 7704. 

(ii) This paragraph (n) provides that the 
rules of this section apply to a taxpayer’s in-
terest in business and rental operations held 
through a publicly traded partnership as if 
the taxpayer had no interest in any other 
business and rental operations. Thus, under-
takings owned through partnership Y may be 
treated as part of the same activity under 
the rules of this section, but an undertaking 
owned through partnership Y and an under-
taking that is not owned through partner-
ship Y may not be treated as part of the 
same activity. 

(iii) Paragraph (f)(2)(i) of this section pro-
vides that a taxpayer’s interests in two or 
more trade or business undertakings that are 
similar and controlled by the same interests 
are treated as part of the same activity if 
the taxpayer owns interests in each under-
taking through the same passthrough entity. 
Partnership Y’s hotel undertakings (i.e., ho-
tels 2 and 3) are similar and are controlled by 
the same interests. In addition, the taxpayer 
owns interests in both undertakings through 
the same partnership. Accordingly, the tax-
payer’s interests in partnership Y’s hotel un-
dertakings are treated as part of the same 
activity. 

(iv) The hotel undertaking owned through 
partnership X (i.e., hotel 1) and the hotel un-
dertakings owned through partnership Y are 
similar and controlled by the same interests, 
and the taxpayer owns a substantial indirect 
interest in each of the undertakings (see 
paragraph (f)(3)(i) of this section). Thus, the 
three undertakings would ordinarily be 
treated as part of the same activity under 
paragraph (f)(2)(ii) of this section. Under this 
paragraph (n), however, undertakings that 
are owned through a publicly traded partner-
ship cannot be treated as part of the same 
activity as any undertaking not owned 
through that partnership. Accordingly, the 
hotel undertaking that the taxpayer owns 
through partnership X and the hotel under-
takings that the taxpayer owns through 
partnership Y are treated as two separate ac-
tivities. 

(v) Paragraph (k)(2)(i) of this section pro-
vides that, with certain exceptions, a tax-
payer may treat two or more rental real es-
tate undertakings as a single activity or as 
separate activities. Thus, the taxpayer’s in-
terests in the rental real estate undertakings 
owned through partnership Y (i.e., buildings 
2 and 3) may be treated as a single activity 
or as separate activities. Under this para-
graph (n), however, undertakings that are 
owned through a publicly traded partnership 
cannot be treated as part of the same activ-
ity as any undertaking not owned through 
that partnership. Accordingly, the tax-

payer’s interest in the rental real estate un-
dertaking owned through partnership X 
(building 1) cannot be treated as part of an 
activity that includes any rental real estate 
undertaking owned through partnership Y. 

(o) Elective treatment of undertakings 
as separate activities—(1) Applicability. 
This paragraph applies to a taxpayer’s 
interest in any undertaking (other 
than a rental real estate undertaking 
(within the meaning of paragraph 
(k)(1)(ii) of this section)) that would 
otherwise be treated under this section 
as part of an activity that includes the 
taxpayer’s interest in any other under-
taking. 

(2) Undertakings treated as separate ac-
tivities. Except as otherwise provided in 
this paragraph (o), a person (including 
a passthrough entity) shall treat an un-
dertaking to which this paragraph (o) 
applies as an activity separate from 
the remainder of the activity in which 
such undertaking would otherwise be 
included for a taxable year if and only 
if, for such taxable year or any pre-
ceding taxable year, such person made 
an election with respect to such under-
taking under this paragraph (o). 

(3) Multiple undertakings treated as a 
single activity by passthrough entity. A 
person (including a passthrough entity) 
must treat interests in two or more un-
dertakings as part of the same activity 
for a taxable year if any passthrough 
entity through which the person holds 
such undertakings treats such under-
takings as part of the same activity on 
the applicable return of the pass-
through entity for the taxable year of 
such person. 

(4) Multiple undertakings treated as a 
single activity for a preceding taxable 
year. If a person (including a pass-
through entity) treats undertakings as 
part of the same activity on such per-
son’s return for a taxable year ending 
after August 9, 1989, such person may 
not treat such undertakings as part of 
different activities under this para-
graph (o) for any subsequent taxable 
year. 

(5) Applicable return of passthrough en-
tity. For purposes of this paragraph (o), 
the applicable return of a passthrough 
entity for a taxable year of a taxpayer 
is the return reporting the passthrough 
entity’s income, gain, loss, deductions, 
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and credits taken into account by the 
taxpayer for such taxable year. 

(6) Participation. The following rules 
apply to multiple activities (the ‘‘sep-
arate activities’’) that would be treated 
as a single activity (the ‘‘original ac-
tivity’’) if the taxpayer’s activities 
were determined without regard to this 
paragraph (o): 

(i) The taxpayer shall be treated as 
materially participating (within the 
meaning of § 1.469–5T) for the taxable 
year in the separate activities if and 
only if the taxpayer would, but for the 
application of this paragraph (o), be 
treated as materially participating for 
the taxable year in the original activ-
ity. 

(ii) The taxpayer shall be treated as 
significantly participating (within the 
meaning of § 1.469–5T(c)(2)) for the tax-
able year in the separate activities if 
and only if the taxpayer would, but for 
the application of this paragraph (o), 
be treated as significantly partici-
pating for the taxable year in the origi-
nal activity. 

(7) Election—(i) In general. A person 
makes an election with respect to an 
undertaking under this paragraph (o) 
by attaching the written statement de-
scribed in paragraph (o)(7)(ii) of this 
section to such person’s return for the 
taxable year for which the election is 
made (see paragraph (o)(2) of this sec-
tion). 

(ii) Written statement. The written 
statement required by paragraph 
(o)(7)(i) of this section must— 

(A) State the name, address, and tax-
payer identification number of the per-
son making the election; 

(B) Contain a declaration that an 
election is being made under § 1.469– 
4T(o); 

(C) Identify the undertaking with re-
spect to which such election is being 
made; and 

(D) Identify the remainder of the ac-
tivity in which such undertaking would 
otherwise be included. 

(8) Examples. The following examples 
illustrate the application of this para-
graph (o): 

Example 1. (i) During 1989, the taxpayer, an 
individual whose taxable year is the calendar 
year, acquires and is the direct owner of ten 
grocery stores. The operations of each gro-
cery store are treated under paragraph (c)(1) 

of this section as a single undertaking that 
is separate from other undertakings (a ‘‘gro-
cery-store undertaking’’), and the taxpayer’s 
interests in the grocery-store undertakings 
would be treated as part of the same activity 
of the taxpayer under paragraph (f)(2) of this 
section. 

(ii) Paragraph (o)(2) of this section pro-
vides that, with certain exceptions, under-
takings that would be treated as part of the 
same activity under other rules in this sec-
tion may, at the election of the taxpayer, be 
treated as separate activities. Thus, the tax-
payer may elect to treat each grocery-store 
undertaking as a separate activity for 1989. 
Alternatively, the taxpayer may combine 
grocery-store undertakings in any manner 
and treat each combination of undertakings 
(and each uncombined undertaking) as a sep-
arate activity for 1989. In either case, the 
election must be made by attaching the writ-
ten statement described in paragraph 
(o)(7)(ii) of this section to the taxpayer’s 1989 
return. 

Example 2. (i) The facts are the same as in 
Example 1. In addition, the taxpayer, in 1989, 
elects to treat each grocery-store under-
taking as a separate activity and partici-
pates for 15 hours in each of the grocery- 
store undertakings. 

(ii) The taxpayer’s interest in each gro-
cery-store undertaking is treated, under 
paragraph (o)(2) of this section, as a separate 
activity of the taxpayer for 1989 (a ‘‘grocery- 
store activity’’). In 1989, however, the tax-
payer participates for more than 100 hours in 
the activity in which the undertakings 
would be included (but for the election to 
treat the grocery-store undertakings as sepa-
rate activities) and would be treated under 
§ 1.469–5T(c)(2) as significantly participating 
in such activity. Accordingly, the taxpayer 
is treated under paragraph (o)(6)(ii) of this 
section as significantly participating in each 
of the grocery-store activities for 1989. 

Example 3. (i) The facts are the same as in 
Example 1. In addition, the taxpayer, in 1989, 
elects to treat each grocery-store under-
taking as a separate activity. The taxpayer 
does not participate in any of the grocery- 
store undertakings in 1989 or 1990, and sells 
one of the grocery stores in 1990. 

(ii) As in Example 2, the taxpayer’s inter-
ests in each grocery-store undertaking is 
treated, under paragraph (o)(2) of this sec-
tion, as a separate activity of the taxpayer 
for 1989. Because the taxpayer elected to 
treat the undertakings as separate activities 
for a preceding taxable year (1989), each gro-
cery-store undertaking is also treated, under 
paragraph (o)(2) of this section, as a separate 
activity of the taxpayer for 1990. In addition, 
each of the taxpayer’s grocery-store activi-
ties is a passive activity for 1989 and 1990 be-
cause the taxpayer does not participate in 
any of the grocery store undertakings for 
1989 and 1990. Accordingly, the taxpayer’s 
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sale of the grocery store will generally be 
treated as a disposition of the taxpayer’s en-
tire interest in a passive activity for pur-
poses of section 469(g) and the rules to be 
contained in § 1.469–6T (relating to the treat-
ment of losses upon certain dispositions of 
passive and former passive activities). 

Example 4. (i) The facts are the same as in 
Example 3, except that the taxpayer elects 
to treat the grocery-store undertakings as 
two separate activities. One of the activities 
includes three grocery-store undertakings, 
and the store sold in 1990 is part of this ac-
tivity. The other activity includes the seven 
remaining grocery-store undertakings. 

(ii) Paragraph (o)(4) of this section pro-
vides that a person who treats undertakings 
as part of the same activity for a taxable 
year ending after August 9, 1989, may not 
elect to treat those undertakings as separate 
activities for a subsequent taxable year. The 
grocery store sold in 1990 was treated for 1989 
as part of an activity that includes two other 
grocery stores. Thus, those three stores must 
be treated as part of the same activity for 
1990. Accordingly, the taxpayer’s sale of the 
grocery store cannot be treated as a disposi-
tion of the taxpayer’s entire interest in a 
passive activity for purposes of section 469(g) 
and the rules to be contained in § 1.469–6T. 

Example 5. (i) The facts are the same as in 
Example 1, except that the taxpayer is a 
partner in a partnership that acquires and is 
the direct owner of the ten grocery stores. 
The taxable year of the partnership ends on 
November 30, and the partnership acquires 
the grocery stores in its taxable year ending 
on November 30, 1989. In its return for that 
taxable year, the partnership treats the gro-
cery-store undertakings as a single activity. 

(ii) Paragraph (o)(3) of this section pro-
vides that a person who holds undertakings 
through a passthrough entity may not elect 
to treat those undertakings as separate ac-
tivities if they are treated as part of the 
same activity on the applicable return of the 
passthrough entity. Under paragraph (o)(5) of 
this section, the applicable return of the 
partnership for the taxpayer’s 1989 taxable 
year is the partnership’s return for its tax-
able year ending on November 30, 1989. Ac-
cordingly, the taxpayer must treat the gro-
cery-store undertakings as a single activity 
for 1989 because those undertakings are 
treated as a single activity on the partner-
ship’s return for its taxable year ending in 
1989. 

(iii) Under paragraph (o)(4) of this section, 
the taxpayer must continue treating the gro-
cery-store undertakings as part of the same 
activity for taxable years after 1989. This 
rule applies even if the partnership subse-
quently distributes its interest in the gro-
cery stores to the taxpayer, and the taxpayer 
becomes the direct owner of the grocery- 
store undertakings. 

(p) Special rule for taxable years end-
ing before August 10, 1989—(1) In gen-
eral. For purposes of applying section 
469 and the regulations thereunder for 
a taxable year ending before August 10, 
1989, a taxpayer’s business and rental 
operations may be organized into ac-
tivities under the rules or paragraphs 
(b) through (n) of this section or under 
any other reasonable method. For ex-
ample, for such taxable years a tax-
payer may treat each of the taxpayer’s 
undertakings as a separate activity, or 
a taxpayer may treat undertakings 
that involve the provision of similar 
goods or services as a single activity. 

(2) Unreasonable methods. A method of 
organizing business and rental oper-
ations into activities is not reasonable 
if such method— 

(i) Treats rental operations (within 
the meaning of paragraph (d)(3) of this 
section) that are not ancillary to a 
trade or business activity (within the 
meaning of § 1.469–1T(e)(2)) as part of a 
trade or business activity; 

(ii) Treats operations that are not 
rental operations and are not ancillary 
to a rental activity (within the mean-
ing of § 1.469–1T(e)(3)) as part of a rental 
activity; 

(iii) Includes in a passive activity of 
a taxpayer any oil or gas well that 
would be treated, under paragraph 
(e)(1) of this section, as a separate un-
dertaking in determining the tax-
payer’s activities; 

(iv) Includes in a passive activity of a 
taxpayer any interest in a dwelling 
unit that would be treated, under para-
graph (K)(7) of this section, as a sepa-
rate activity of the taxpayer; or 

(v) Is inconsistent with the tax-
payer’s method of organizing business 
and rental operations into activities 
for the taxpayer’s first taxable year be-
ginning after December 31, 1986. 

(3) Allocation of dissallowed deductions 
in succeeding taxable year. If any of the 
taxpayer’s passive activity deductions 
or the taxpayer’s credits from passive 
activities are disallowed under § 1.469– 
1T for the last taxable year of the tax-
payer ending before August 10, 1989, 
such disallowed deductions or credits 
shall be allocated among the tax-
payer’s activities for the first taxable 
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year of the taxpayer ending after Au-
gust 9, 1989, using any reasonable meth-
od. See § 1.469–1T(f)(4). 

[T.D. 8253, 54 FR 20542, May 12, 1989] 

§ 1.469–5 Material participation. 
(a)–(e) [Reserved] 
(f) Participation—(1) In general. Ex-

cept as otherwise provided in this para-
graph (f), any work done by an indi-
vidual (without regard to the capacity 
in which the individual does the work) 
in connection with an activity in which 
the individual owns an interest at the 
time the work is done shall be treated 
for purposes of this section as partici-
pation of the individual in the activity. 

(f)(2)–(h)(2) [Reserved] 
(h)(3) Coordination with rules gov-

erning the treatment of passthrough enti-
ties. If a taxpayer takes into account 
for a taxable year of the taxpayer any 
item of gross income or deduction from 
a partnership or S corporation that is 
characterized as an item of gross in-
come or deduction from an activity in 
which the taxpayer materially partici-
pated under § 1.469–2T(e)(1), the tax-
payer is treated as materially partici-
pating in the activity for the taxable 
year for purposes of applying § 1.469– 
5T(a)(5) and (6) to any succeeding tax-
able year of the taxpayer. 

(i) [Reserved] 
(j) Material participation for preceding 

taxable years—(1) In general. For pur-
poses of § 1.469–5T(a)(5) and (6), a tax-
payer has materially participated in an 
activity for a preceding taxable year if 
the activity includes significant sec-
tion 469 activities that are substan-
tially the same as significant section 
469 activities that were included in an 
activity in which the taxpayer materi-
ally participated (determined without 
regard to § 1.469–5T(a)(5)) for the pre-
ceding taxable year. 

(2) Material participation for taxable 
years beginning before January 1, 1987. In 
any case in which it is necessary to de-
termine whether an individual materi-
ally participated in any activity for a 
taxable year beginning before January 
1, 1987 (other than a taxable year of a 
partnership, S corporation, estate, or 
trust ending after December 31, 1986), 
the determination shall be made with-
out regard to paragraphs (a)(2) through 
(7) of this section. 

(k) Examples. Example 1—Example 4 
[Reserved] 

Example 5. In 1993, D, an individual, ac-
quires stock in an S corporation engaged in 
a trade or business activity (within the 
meaning of § 1.469–1(e)(2)). For every taxable 
year from 1993 through 1997, D is treated as 
materially participating (without regard to 
§ 1.469–5T(a)(5)) in the activity. D retires 
from the activity at the beginning of 1998, 
and would not be treated as materially par-
ticipating in the activity for 1998 and subse-
quent taxable years if material participation 
of those years were determined without re-
gard to § 1.469–5T(a)(5). Under § 1.469–5T(a)(5) 
of this section, however, D is treated as ma-
terially participating in the activity for tax-
able years 1998 through 2003 because D mate-
rially participated in the activity (deter-
mined without regard to § 1.469–5T(a)(5) for 
five taxable years during the ten taxable 
years that immediately precede each of 
those years. D is not treated under § 1.469– 
5T(a)(5) as materially participating in the 
activity for taxable years beginning after 
2003 because for those years D has not mate-
rially participated in the activity (deter-
mined without regard to § 1.469–5T(a)(5) for 
five of the last ten immediately preceding 
taxable years. 

[T.D. 8417, 57 FR 20758, May 15, 1992] 

§ 1.469–5T Material participation (tem-
porary). 

(a) In general. Except as provided in 
paragraphs (e) and (h)(2) of this sec-
tion, an individual shall be treated, for 
purposes of section 469 and the regula-
tions thereunder, as materially partici-
pating in an activity for the taxable 
year if and only if— 

(1) The individual participates in the 
activity for more than 500 hours during 
such year; 

(2) The individual’s participation in 
the activity for the taxable year con-
stitutes substantially all of the partici-
pation in such activity of all individ-
uals (including individuals who are not 
owners of interests in the activity) for 
such year; 

(3) The individual participates in the 
activity for more than 100 hours during 
the taxable year, and such individual’s 
participation in the activity for the 
taxable year is not less than the par-
ticipation in the activity of any other 
individual (including individuals who 
are not owners of interests in the ac-
tivity) for such year; 
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(4) The activity is a significant par-
ticipation activity (within the meaning 
of paragraph (c) of this section) for the 
taxable year, and the individual’s ag-
gregate participation in all significant 
participation activities during such 
year exceeds 500 hours; 

(5) The individual materially partici-
pated in the activity (determined with-
out regard to this paragraph (a)(5)) for 
any five taxable years (whether or not 
consecutive) during the ten taxable 
years that immediately precede the 
taxable year; 

(6) The activity is a personal service 
activity (within the meaning of para-
graph (d) of this section), and the indi-
vidual materially participated in the 
activity for any three taxable years 
(whether or not consecutive) preceding 
the taxable year; or 

(7) Based on all of the facts and cir-
cumstances (taking into account the 
rules in paragraph (b) of this section), 
the individual participates in the ac-
tivity on a regular, continuous, and 
substantial basis during such year. 

(b) Facts and circumstances—(1) In 
general. [Reserved] 

(2) Certain participation insufficient to 
constitute material participation under 
this paragraph (b)—(i) Participation sat-
isfying standards not contained in section 
469. Except as provided in section 
469(h)(3) and paragraph (h)(2) of this 
section (relating to certain retired in-
dividuals and surviving spouses in the 
case of farming activities), the fact 
that an individual satisfies the require-
ments of any participation standard 
(whether or not referred to as ‘‘mate-
rial participation’’) under any provi-
sion (including sections 1402 and 2032A 
and the regulations thereunder) other 
than section 469 and the regulations 
thereunder shall not be taken into ac-
count in determining whether such in-
dividual materially participates in any 
activity for any taxable year for pur-
poses of section 469 and the regulations 
thereunder. 

(ii) Certain management activities. An 
individual’s services performed in the 
management of an activity shall not be 
taken into account in determining 
whether such individual is treated as 
materially participating in such activ-
ity for the taxable year under para-

graph (a)(7) of this section unless, for 
such taxable year— 

(A) No person (other than such indi-
vidual) who performs services in con-
nection with the management of the 
activity receives compensation de-
scribed in section 911(d)(2)(A) in consid-
eration for such services; and 

(B) No individual performs services 
in connection with the management of 
the activity that exceed (by hours) the 
amount of such services performed by 
such individual. 

(iii) Participation less than 100 hours. 
If an individual participates in an ac-
tivity for 100 hours or less during the 
taxable year, such individual shall not 
be treated as materially participating 
in such activity for the taxable year 
under paragraph (a)(7) of this section. 

(c) Significant participation activity— 
(1) In general. For purposes of para-
graph (a)(4) of this section, an activity 
is a significant participation activity 
of an individual if and only if such ac-
tivity— 

(i) Is a trade or business activity 
(within the meaning of § 1.469–1T(e)(2)) 
in which the individual significantly 
participates for the taxable year; and 

(ii) Would be an activity in which the 
individual does not materially partici-
pate for the taxable year if material 
participation for such year were deter-
mined without regard to paragraph 
(a)(4) of this section. 

(2) Significant participation. An indi-
vidual is treated as significantly par-
ticipating in an activity for a taxable 
year if and only if the individual par-
ticipates in the activity for more than 
100 hours during such year. 

(d) Personal service activity. An activ-
ity constitutes a personal service ac-
tivity for purposes of paragraph (a)(6) 
of this section if such activity involves 
the performance of personal services 
in— 

(1) The fields of health, law, engineer-
ing, architecture, accounting, actuarial 
science, performing arts, or consulting; 
or 

(2) Any other trade or business in 
which capital is not a material income- 
producing factor. 
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(e) Treatment of limited partners—(1) 
General rule. Except as otherwise pro-
vided in this paragraph (e), an indi-
vidual shall not be treated as materi-
ally participating in any activity of a 
limited partnership for purposes of ap-
plying section 469 and the regulations 
thereunder to— 

(i) The individual’s share of any in-
come, gain, loss, deduction, or credit 
from such activity that is attributable 
to a limited partnership interest in the 
partnership; and 

(ii) Any gain or loss from such activ-
ity recognized upon a sale or exchange 
of such an interest. 

(2) Exceptions. Paragraph (e)(1) of this 
section shall not apply to an individ-
ual’s share of income, gain, loss, deduc-
tion, and credit for a taxable year from 
any activity in which the individual 
would be treated as materially partici-
pating for the taxable year under para-
graph (a)(1), (5), or (6) of this section if 
the individual were not a limited part-
ner for such taxable year. 

(3) Limited partnership interest—(i) In 
general. Except as provided in para-
graph (e)(3)(ii) of this section, for pur-
poses of section 469(h)(2) and this para-
graph (e), a partnership interest shall 
be treated as a limited partnership in-
terest if— 

(A) Such interest is designated a lim-
ited partnership interest in the limited 
partnership agreement or the certifi-
cate of limited partnership, without re-
gard to whether the liability of the 
holder of such interest for obligations 
of the partnership is limited under the 
applicable State law; or 

(B) The liability of the holder of such 
interest for obligations of the partner-
ship is limited, under the law of the 
State in which the partnership is orga-
nized, to a determinable fixed amount 
(for example, the sum of the holder’s 
capital contributions to the partner-
ship and contractural obligations to 
make additional capital contributions 
to the partnership). 

(ii) Limited partner holding general 
partner interest. A partnership interest 
of an individual shall not be treated as 
a limited partnership interest for the 
individual’s taxable year if the indi-
vidual is a general partner in the part-
nership at all times during the partner-
ship’s taxable year ending with or 

within the individual’s taxable year (or 
the portion of the partnership’s taxable 
year during which the individual (di-
rectly or indirectly) owns such limited 
partnership interest). 

(f) Participation—(1) [Reserved]. See 
§ 1.469–5(f)(1) for rules relating to this 
paragraph. 

(2) Exceptions—(i) Certain work not 
customarily done by owners. Work done 
in connection with an activity shall 
not be treated as participation in the 
activity for purposes of this section if— 

(A) Such work is not of a type that is 
customarily done by an owner of such 
an activity; and 

(B) One of the principal purposes for 
the performance of such work is to 
avoid the disallowance, under section 
469 and the regulations thereunder, of 
any loss or credit from such activity. 

(ii) Participation as an investor—(A) In 
general. Work done by an individual in 
the individual’s capacity as an investor 
in an activity shall not be treated as 
participation in the activity for pur-
poses of this section unless the indi-
vidual is directly involved in the day- 
to-day management or operations of 
the activity. 

(B) Work done in individual’s capacity 
as an investor. For purposes of this 
paragraph (f)(2)(ii), work done by an in-
dividual in the individual’s capacity as 
an investor in an activity includes— 

(1) Studying and reviewing financial 
statements or reports on operations of 
the activity; 

(2) Preparing or compiling sum-
maries or analyses of the finances or 
operations of the activity for the indi-
vidual’s own use; and 

(3) Monitoring the finances or oper-
ations of the activity in a non-manage-
rial capacity. 

(3) Participation of spouse. In the case 
of any person who is a married indi-
vidual (within the meaning of section 
7703) for the taxable year, any partici-
pation by such person’s spouse in the 
activity during the taxable year (with-
out regard to whether the spouse owns 
an interest in the activity and without 
regard to whether the spouses file a 
joint return for the taxable year) shall 
be treated, for purposes of applying 
section 469 and the regulations there-
under to such person, as participation 
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by such person in the activity during 
the taxable year. 

(4) Methods of proof. The extent of an 
individual’s participation in an activ-
ity may be established by any reason-
able means. Contemporaneous daily 
time reports, logs, or similar docu-
ments are not required if the extent of 
such participation may be established 
by other reasonable means. Reasonable 
means for purposes of this paragraph 
may include but are not limited to the 
identification of services performed 
over a period of time and the approxi-
mate number of hours spent per-
forming such services during such pe-
riod, based on appointment books, cal-
endars, or narrative summaries. 

(g) Material participation of trusts and 
estates. [Reserved] 

(h) Miscellaneous rules—(1) Participa-
tion of corporations. For rules relating 
to the participation in an activity of a 
personal service corporation (within 
the meaning of § 1.468–1T(g)(2)(i)) or a 
closely held corporation (within the 
meaning of § 1.469–1T(g)(2)(ii)), see 
§ 1.469–1T(g)(3). 

(2) Treatment of certain retired farmers 
and surviving spouses of retired or dis-
abled farmers. An individual shall be 
treated as materially participating for 
a taxable year in any trade or business 
activity of farming if paragraph (4) or 
(5) of section 2032A(b) would cause the 
requirements of section 
2032A(b)(1)(C)(ii) to be met with respect 
to real property used in such activity 
had the individual died during such 
taxable year. 

(3) Coordination with rules governing 
the treatment of passthrough entities. 
[Reserved]. See § 1.469–5(h)(3) for rules 
relating to this paragraph. 

(i) [Reserved] 
(j) Material participation for preceding 

taxable years. [Reserved]. See § 1.469–5(j) 
for rules relating to this paragraph. 

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

Example 1. A, a calendar year individual, 
owns all of the stock of X, a C corporation. 
X is the general partner, and A is the limited 
partner, in P, a calendar year partnership. P 
has a single activity, a restaurant, which is 
a trade or business activity (within the 
meaning of § 1.469–1T(e)(2)). During the tax-
able year, A works for an average of 30 hours 
per week in connection with P’s restaurant 

activity. Under paragraphs (a)(1) and (e)(2) of 
this section, A is treated as materially par-
ticipating in the activity for the taxable 
year because A participates in the res-
taurant activity during such year for more 
than 500 hours. In addition, under § 1.469– 
1T(g)(3)(i), A’s participation will cause X to 
be treated as materially participating in the 
restaurant activity. 

Example 2. The facts are the same as in Ex-
ample 1, except that the partnership agree-
ment provides that P’s restaurant activity is 
to be managed by X, and A’s work in the ac-
tivity is performed pursuant to an employ-
ment contract between A and X. Under para-
graph (f)(1) of this section, work done by A in 
connection with the activity in any capacity 
is treated as participation in the activity by 
A. Accordingly, the conclusion is the same 
as in Example 1. The conclusion would be the 
same if A owned no stock in X at any time, 
although in that case A’s participation 
would not be taken into account in deter-
mining whether X materially participates in 
the restaurant activity. 

Example 3. B, an individual, is employed 
fulltime as a carpenter. B also owns an inter-
est in a partnership which is engaged in a 
van conversion activity, which is a trade or 
business activity (within the meaning of 
§ 1.469–1T(e)(2)). B and C, the other partner, 
are the only participants in the activity for 
the taxable year. The activity is conducted 
entirely on Saturdays. Each Saturday 
throughout the taxable year, B and C work 
for eight hours in the activity. Although B 
does not participate in the activity for more 
than 500 hours during the taxable year, under 
paragraph (a)(3) of this section, B is treated 
for such year as materially participating in 
the activity because B participates in the ac-
tivity for more than 100 hours during the 
taxable year, and B’s participation in the ac-
tivity for such year is not less than the par-
ticipation of any other person in the activity 
for such year. 

Example 4. C, an individual, is employed 
full-time as an accountant. C also owns in-
terests in a restaurant and a shoe store. The 
restaurant and shoe store are trade or busi-
ness activities (within the meaning of § 1.469– 
1T(e)(2)) that are treated as separate activi-
ties under the rules to be contained in § 1.469– 
4T. Each activity has several full-time em-
ployees. During the taxable year, C works in 
the restaurant activity for 400 hours and in 
the shoe store activity for 150 hours. Under 
paragraph (c) of this section, both the res-
taurant and shoe store activities are signifi-
cant participation activities of C for the tax-
able year. Accordingly, since C’s aggregate 
participation in the restaurant and shoe 
store activities during the taxable year ex-
ceeds 500 hours, C is treated under paragraph 
(a)(4) of this section as materially partici-
pating in both activities. 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00507 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



498 

26 CFR Ch. I (4–1–13 Edition) § 1.469–6 

Example 5. [Reserved]. See § 1.469–5(k) Exam-
ple 5 for this example. 

Example 6. The facts are the same as in Ex-
ample 5, except that D does not acquire any 
stock in the S corporation until 1994. Under 
paragraph (f)(1) of this section, D is not 
treated as participating in the activity for 
any taxable year prior to 1994 because D does 
not own as interest in the activity for any 
such taxable year. Accordingly, D materially 
participates in the activity for only one tax-
able year prior to 1995, and D is not treated 
under paragraph (a)(5) of this section as ma-
terially participating in the activity for 1995 
or subsequent taxable years. 

Example 7. (i) E, a married individual filing 
a separate return for the taxable year, is em-
ployed full-time as an attorney. E also owns 
an interest in a professional football team 
that is a trade or business activity (within 
the meaning of § 1.469–1T(e)(2)). E does no 
work in connection with this activity. E an-
ticipates that, for the taxable year, E’s de-
ductions from the activity will exceed E’s 
gross income from the activity and that, if E 
does not materially participate in the activ-
ity for the taxable year, part or all of F’s 
passive activity loss for the taxable year will 
be disallowed under § 1.469–1T(a)(1)(i). Ac-
cordingly, E pays E’s spouse to work as an 
office receptionist in connection with the ac-
tivity for an average of 15 hours per week 
during the taxable year. 

(ii) Under paragraph (f)(3) of this section 
any participation in the activity by E’s 
spouse is treated as participation in the ac-
tivity by E. However, under paragraph 
(f)(2)(i) of this section, the work done by E’s 
spouse is not treated as participation in the 
activity because work as an office recep-
tionist is not work of a type customarily 
done by an owner of a football team, and one 
of E’s principal purposes for paying E’s 
spouse to do this work is to avoid the dis-
allowance under § 1.469–1T(a)(1)(i) of E’s pas-
sive activity loss. Accordingly, E is not 
treated as participating in the activity for 
the taxable year. 

Example 8. (i) F, an individual, owns an in-
terest in a partnership that feeds and sells 
cattle. The general partner of the partner-
ship periodically mails F a letter setting 
forth certain proposed actions and decisions 
with respect to the cattle-feeding operation. 
Such actions and decisions include, for ex-
ample, what kind of feed to purchase, how 
much to purchase, and when to purchase it, 
how often to feed cattle, and when to sell 
cattle. The letters explain the proposed ac-
tions and decisions, emphasize that taking 
or not taking a particular action or decision 
is solely within the discretion of F and other 
partners, and ask F to indicate a decision 
with respect to each proposed action by an-
swering certain questions. The general part-
ner receives a fee that constitutes earned in-
come (within the meaning of section 911 

(d)(2)(A)) for managing the cattle-feeding op-
eration. F is not treated as materially par-
ticipating in the cattle-feeding operation 
under paragraph (a) (1) through (6) of this 
section. 

(ii) F’s only participation in the cattle- 
feeding operation is to make certain mana-
gerial decisions. Under paragraph (b)(2)(ii) of 
this section, such management services are 
not taken into account in determining 
whether the taxpayer is treated as materi-
ally participating in the activity for a tax-
able year under paragraph (a)(7) of this sec-
tion, if any other person performs services in 
connection with the management of the ac-
tivity and receives compensation described 
in section 911(d)(2)(A) for such services. 
Therefore, F is not treated as materially par-
ticipating for the taxable year in the cattle- 
feeding operation. 

[T.D. 8175, 53 FR 5725, Feb. 25, 1988; 53 FR 
15494, Apr. 29, 1988, as amended by T.D. 8253, 
54 FR 20565, May 12, 1989; T.D. 8417, 57 FR 
20759, May 15, 1992; 61 FR 14247, Apr. 1, 1996] 

§ 1.469–6 Treatment of losses upon cer-
tain dispositions. [Reserved] 

§ 1.469–7 Treatment of self-charged 
items of interest income and deduc-
tion. 

(a) In general—(1) Applicability and ef-
fect of rules. This section sets forth 
rules that apply, for purposes of sec-
tion 469 and the regulations there-
under, in the case of a lending trans-
action (including guaranteed payments 
for the use of capital under section 
707(c)) between a taxpayer and a pass-
through entity in which the taxpayer 
owns a direct or indirect interest, or 
between certain passthrough entities. 
The rules apply only to items of inter-
est income and interest expense that 
are recognized in the same taxable 
year. The rules— 

(i) Treat certain interest income re-
sulting from these lending transactions 
as passive activity gross income; 

(ii) Treat certain deductions for in-
terest expense that is properly allo-
cable to the interest income as passive 
activity deductions; and 

(iii) Allocate the passive activity 
gross income and passive activity de-
ductions resulting from this treatment 
among the taxpayer’s activities. 

(2) Priority of rules in this section. The 
character of amounts treated under the 
rules of this section as passive activity 
gross income and passive activity de-
ductions and the activities to which 
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these amounts are allocated are deter-
mined under the rules of this section 
and not under the rules of §§ 1.163–8T, 
1.469–2(c) and (d), and 1.469–2T(c) and 
(d). 

(b) Definitions. The following defini-
tions set forth the meaning of certain 
terms for purposes of this section: 

(1) Passthrough entity. The term pass-
through entity means a partnership or 
an S corporation. 

(2) Taxpayer’s share. A taxpayer’s 
share of an item of income or deduction 
of a passthrough entity is the amount 
treated as an item of income or deduc-
tion of the taxpayer for the taxable 
year under section 702 (relating to the 
treatment of distributive shares of 
partnership items as items of partners) 
or section 1366 (relating to the treat-
ment of pro rata shares of S corpora-
tion items as items of shareholders). 

(3) Taxpayer’s indirect interest. The 
taxpayer has an indirect interest in an 
entity if the interest is held through 
one or more passthrough entities. 

(4) Entity taxable year. In applying 
this section for a taxable year of a tax-
payer, the term entity taxable year 
means the taxable year of the pass-
through entity for which the entity re-
ports items that are taken into ac-
count under section 702 or section 1366 
for the taxpayer’s taxable year. 

(5) Deductions for a taxable year. The 
term deductions for a taxable year means 
deductions that would be allowable for 
the taxable year if the taxpayer’s tax-
able income for all taxable years were 
determined without regard to sections 
163(d), 170(b), 469, 613A(d), and 1211. 

(c) Taxpayer loans to passthrough enti-
ty—(1) Applicability. Except as provided 
in paragraph (g) of this section, this 
paragraph (c) applies with respect to a 
taxpayer’s interest in a passthrough 
entity (borrowing entity) for a taxable 
year if— 

(i) The borrowing entity has deduc-
tions for the entity taxable year for in-
terest charged to the borrowing entity 
by persons that own direct or indirect 
interests in the borrowing entity at 
any time during the entity taxable 
year (the borrowing entity’s self- 
charged interest deductions); 

(ii) The taxpayer owns a direct or an 
indirect interest in the borrowing enti-
ty at any time during the entity tax-

able year and has gross income for the 
taxable year from interest charged to 
the borrowing entity by the taxpayer 
or a passthrough entity through which 
the taxpayer holds an interest in the 
borrowing entity (the taxpayer’s in-
come from interest charged to the bor-
rowing entity); and 

(iii) The taxpayer’s share of the bor-
rowing entity’s self-charged interest 
deductions includes passive activity 
deductions. 

(2) General rule. If any of the bor-
rowing entity’s self-charged interest 
deductions are allocable to an activity 
for a taxable year in which this para-
graph (c) applies, the passive activity 
gross income and passive activity de-
ductions from that activity are deter-
mined under the following rules— 

(i) The applicable percentage of each 
item of the taxpayer’s income for the 
taxable year from interest charged to 
the borrowing entity is treated as pas-
sive activity gross income from the ac-
tivity; and 

(ii) The applicable percentage of each 
deduction for the taxable year for in-
terest expense that is properly allo-
cable (within the meaning of paragraph 
(f) of this section) to the taxpayer’s in-
come from the interest charged to the 
borrowing entity is treated as a passive 
activity deduction from the activity. 

(3) Applicable percentage. In applying 
this paragraph (c) with respect to a 
taxpayer’s interest in a borrowing enti-
ty, the applicable percentage is sepa-
rately determined for each of the tax-
payer’s activities. The percentage ap-
plicable to an activity for a taxable 
year is obtained by dividing— 

(i) The taxpayer’s share for the tax-
able year of the borrowing entity’s self- 
charged interest deductions that are 
treated as passive activity deductions 
from the activity by 

(ii) The greater of— 
(A) The taxpayer’s share for the tax-

able year of the borrowing entity’s ag-
gregate self-charged interest deduc-
tions for all activities (regardless of 
whether these deductions are treated 
as passive activity deductions); or 

(B) The taxpayer’s aggregate income 
for the taxable year from interest 
charged to the borrowing entity for all 
activities of the borrowing entity. 
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(d) Passthrough entity loans to tax-
payer—(1) Applicability. Except as pro-
vided in paragraph (g) of this section, 
this paragraph (d) applies with respect 
to a taxpayer’s interest in a pass-
through entity (lending entity) for a 
taxable year if— 

(i) The lending entity has gross in-
come for the entity taxable year from 
interest charged by the lending entity 
to persons that own direct or indirect 
interests in the lending entity at any 
time during the entity taxable year 
(the lending entity’s self-charged inter-
est income); 

(ii) The taxpayer owns a direct or an 
indirect interest in the lending entity 
at any time during the entity taxable 
year and has deductions for the taxable 
year for interest charged by the lend-
ing entity to the taxpayer or a pass-
through entity through which the tax-
payer holds an interest in the lending 
entity (the taxpayer’s deductions for 
interest charged by the lending entity); 
and 

(iii) The taxpayer’s deductions for in-
terest charged by the lending entity in-
clude passive activity deductions. 

(2) General rule. If any of the tax-
payer’s deductions for interest charged 
by the lending entity are allocable to 
an activity for a taxable year in which 
this paragraph (d) applies, the passive 
activity gross income and passive ac-
tivity deductions from that activity 
are determined under the following 
rules— 

(i) The applicable percentage of the 
taxpayer’s share for the taxable year of 
each item of the lending entity’s self- 
charged interest income is treated as 
passive activity gross income from the 
activity. 

(ii) The applicable percentage of the 
taxpayer’s share for the taxable year of 
each deduction for interest expense 
that is properly allocable (within the 
meaning of paragraph (f) of this sec-
tion) to the lending entity’s self- 
charged interest income is treated as a 
passive activity deduction from the ac-
tivity. 

(3) Applicable percentage. In applying 
this paragraph (d) with respect to a 
taxpayer’s interest in a lending entity, 
the applicable percentage is separately 
determined for each of the taxpayer’s 
activities. The percentage applicable to 

an activity for a taxable year is ob-
tained by dividing— 

(i) The taxpayer’s deductions for the 
taxable year for interest charged by 
the lending entity, to the extent treat-
ed as passive activity deductions from 
the activity; by 

(ii) The greater of— 
(A) The taxpayer’s aggregate deduc-

tions for all activities for the taxable 
year for interest charged by the lend-
ing entity (regardless of whether these 
deductions are treated as passive activ-
ity deductions); or 

(B) The taxpayer’s aggregate share 
for the taxable year of the lending enti-
ty’s self-charged interest income for all 
activities of the lending entity. 

(e) Identically-owned passthrough enti-
ties—(1) Applicability. Except as pro-
vided in paragraph (g) of this section, 
this paragraph (e) applies with respect 
to lending transactions between pass-
through entities if each owner of the 
borrowing entity has the same propor-
tionate ownership interest in the lend-
ing entity. 

(2) General rule. To the extent an 
owner shares in interest income from a 
loan between passthrough entities de-
scribed in paragraph (e)(1) of this sec-
tion, the owner is treated as having 
made the loan to the borrowing pass-
through entity and paragraph (c) of 
this section applies to determine the 
applicable percentage of portfolio in-
come of properly allocable interest ex-
pense that is recharacterized as pas-
sive. 

(3) Example. The following example il-
lustrates the application of this para-
graph (e): 

Example. (i) A and B, both calendar year 
taxpayers, each own a 50-percent interest in 
the capital and profits of partnerships RS 
and XY, both calendar year partnerships. 
Under the partnership agreements of RS and 
XY, A and B are each entitled to a 50-percent 
distributive share of each partnership’s in-
come, gain, loss, deduction, or credit. RS 
makes a $20,000 loan to XY and XY pays RS 
$2,000 of interest for the taxable year. A’s 
distributive share of interest income attrib-
utable to this loan is $1,000 (50 per-
cent×$2,000). XY uses all of the proceeds re-
ceived from RS is a passive activity. A’s dis-
tributive share of interest expense attrib-
utable to the loan is $1,000 (50 percent×$2,000). 
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(ii) This paragraph (e) applies in deter-
mining A’s passive activity gross income be-
cause RS and XY are identically-owned pass-
through entities as described in paragraph 
(e)(1) of this section. Under paragraph (e)(2) 
of this section, the RS-to-XY loan is treated 
as if A made the loan to XY. Therefore, A 
must apply paragraph (c) of this section to 
determine the applicable percentage of port-
folio income that is recharacterized as pas-
sive income. 

(iii) Paragraph (c) of this section applies in 
determining A’s passive activity gross in-
come because: XY has deductions for interest 
charged to XY by RS for the taxable year 
(XY’s self-charged interest deductions); A 
owns an interest in XY during XY’s taxable 
year and has gross income for the taxable 
year from interest charged to XY by RS; and 
A’s share of XY’s self-charged interest deduc-
tions includes passive activity deductions. 
See paragraph (c)(1) of this section. 

(iv) Under paragraph (c)(2)(i) of this sec-
tion, the applicable percentage of A’s inter-
est income is recharacterized as passive ac-
tivity gross income from the activity. Para-
graph (c)(3) of this section provides that the 
applicable percentage is obtained by dividing 
A’s share for the taxable year of XY’s self- 
charged interest deductions that are treated 
as passive activity deductions from the ac-
tivity ($1,000) by the greater of A’s share for 
the taxable year of XY’s self-charged inter-
est deductions ($1,000), or A’s income for the 
year from interest charged to XY ($1,000). 
Thus, A’s applicable percentage is 100 per-
cent ($1,000/$1,000), and $1,000 (100 per-
cent×$1,000) of A’s income from interest 
charged to XY is treated as passive activity 
gross income from the passive activity. 

(f) Identification of properly allocable 
deductions. For purposes of this section, 
interest expense is properly allocable 
to an item of interest income if the in-
terest expense is allocated under 
§ 1.163–8T to an expenditure that— 

(1) Is properly chargeable to capital 
account with respect to the investment 
producing the item of interest income; 
or 

(2) May reasonably be taken into ac-
count as a cost of producing the item 
of interest income. 

(g) Election to avoid application of the 
rules of this section—(1) In general. Para-
graphs (c), (d) and (e) of this section 
shall not apply with respect to any tax-
payer’s interest in a passthrough enti-
ty for a taxable year if the passthrough 
entity has made, under this paragraph 
(g), an election that applies to the enti-
ty’s taxable year. 

(2) Form of election. A passthrough en-
tity makes an election under this para-
graph (g) by attaching to its return (or 
amended return) a written statement 
that includes the name, address, and 
taxpayer identification number of the 
passthrough entity and a declaration 
that an election is being made under 
this paragraph (g). 

(3) Period for which election applies. An 
election under this paragraph (g) made 
with a return (or amended return) for a 
taxable year applies to that taxable 
year and all subsequent taxable years 
that end before the date on which the 
election is revoked. 

(4) Revocation. An election under this 
paragraph (g) may be revoked only 
with the consent of the Commissioner. 

(h) Examples. The following examples 
illustrate the principles of this section. 
The examples assume for purposes of 
simplifying the presentation, that the 
lending transactions described do not 
result in foregone interest (within the 
meaning of section 7872(e)(2)), original 
issue discount (within the meaning of 
section 1273), or total unstated interest 
(within the meaning of section 483(b)). 

Example 1. (i) A and B, two calendar year 
individuals, each own 50-percent interests in 
the capital, profits and losses of AB, a cal-
endar year partnership. AB is engaged in a 
single rental activity within the meaning of 
§ 1.469–1T(e)(3). AB borrows $50,000 from A 
and uses the loan proceeds in the rental ac-
tivity. AB pays $5,000 of interest to A for the 
taxable year. A and B each incur $2,500 of in-
terest expense as their distributive share of 
AB’s interest expense. 

(ii) AB has self-charged interest deductions 
for the taxable year (i.e., the deductions for 
interest charged to AB by A); A owns a di-
rect interest in AB during AB’s taxable year 
and has income for A’s taxable year from in-
terest charged to AB; and A’s share of AB’s 
self-charged interest deductions includes 
passive activity deductions. Accordingly, 
paragraph (c) of this section applies in deter-
mining A’s passive activity gross income. 
See paragraph (c)(1) of this section. 

(iii) Under paragraph (c)(2)(i) of this sec-
tion, the applicable percentage of A’s inter-
est income is recharacterized as passive ac-
tivity gross income from AB’s rental activ-
ity. Paragraph (c)(3) of this section provides 
that the applicable percentage is obtained by 
dividing A’s share for the taxable year of 
AB’s self-charged interest deductions that 
are treated as passive activity deductions 
from the activity ($2,500) by the greater of 
A’s share for the taxable year of AB’s self- 
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charged interest deductions ($2,500), or A’s 
income for the taxable year from interest 
charged to AB ($5,000). Thus, A’s applicable 
percentage is 50 percent ($2,500/$5,000), and 
$2,500 (50 percent×$5,000) of A’s income from 
interest charged to AB is treated as passive 
activity gross income from the passive activ-
ity A conducts through AB. 

(iv) Because B does not have any gross in-
come for the year from interest charged to 
AB, this section does not apply to B. See 
paragraph (c)(1)(ii) of this section. 

Example 2. (i) C and D, two calendar year 
taxpayers, each own 50-percent interests in 
the capital and profits of CD, a calendar year 
partnership. CD is engaged in a single rental 
activity, within the meaning of § 1.469– 
1T(e)(3). C obtains a $10,000 loan from a third- 
party lender, and pays the lender $900 in in-
terest for the taxable year. C lends the 
$10,000 to CD, and receives $1,000 of interest 
income from CD for the taxable year. D lends 
$20,000 to CD and receives $2,000 of interest 
income from CD for the taxable year. CD 
uses all of the proceeds in the rental activ-
ity. C and D are each allocated $1,500 (50 per-
cent×$3,000) of interest expense as their dis-
tributive share of CD’s interest expense for 
the taxable year. 

(ii) CD has self-charged interest deductions 
for the taxable year (i.e., deductions for in-
terest charged to CD by C and D); C and D 
each own direct interests in CD during CD’s 
taxable year and have gross income for the 
taxable year from interest charged to CD; 
and both C’s and D’s shares of CD’s self- 
charged interest deductions include passive 
activity deductions. Accordingly, paragraph 
(c) of this section applies in determining C’s 
and D’s passive activity gross income. See 
paragraph (c)(1) of this section. 

(iii) Under paragraph (c)(2)(i) of this sec-
tion, the applicable percentage of each part-
ner’s interest income is recharacterized as 
passive activity gross income from CD’s 
rental activity. Paragraph (c)(3) of this sec-
tion provides that C’s applicable percentage 
is obtained by dividing C’s share for the tax-
able year of CD’s self-charged interest deduc-
tions that are treated as passive activity de-
ductions from the activity ($1,500) by the 
greater of C’s share for the taxable year of 
CD’s self-charged interest deductions ($1,500), 
or C’s income for the taxable year from in-
terest charged to CD ($1,000). Thus, C’s appli-
cable percentage is 100 percent ($1,500/$1,500), 
and all of C’s income from interest charged 
to CD ($1,000) is treated as passive activity 
gross income from the passive activity C 
conducts through CD. Similarly, D’s applica-
ble percentage is obtained by dividing D’s 
share for the taxable year of CD’s self- 
charged interest deductions that are treated 
as passive activity deductions from the ac-
tivity ($1,500) by the greater of D’s share for 
the taxable year of CD’s self-charged interest 
deductions ($1,500), or D’s income for the tax-

able year from interest charged to CD 
($2,000). Thus, D’s applicable percentage is 75 
percent ($1,500/$2,000), and $1,500 (75 per-
cent×$2,000) of D’s income from interest 
charged to CD is treated as passive activity 
gross income from the rental activity. 

(iv) The $900 of interest expense that C 
pays to the third-party lender is allocated 
under § 1.163–8T(c)(1) to an expenditure that 
is properly chargeable to capital account 
with respect to the loan to CD. Thus, the ex-
pense is properly allocable to the interest in-
come C receives from CD (see paragraph (f) 
of this section). Under paragraph (c)(2)(ii) of 
this section, the applicable percentage of C’s 
deductions for the taxable year for interest 
expense that is properly allocable to C’s in-
come from interest charged to CD is re-
characterized as a passive activity deduction 
from CD’s rental activity. Accordingly, all of 
C’s $900 interest deduction is treated as a 
passive activity deduction from the rental 
activity. 

Example 3. (i) E and F, calendar year tax-
payers, each own 50 percent of the stock of 
X, a calendar year S corporation. E borrows 
$30,000 from X, and pays X $3,000 of interest 
for the taxable year. E uses $15,000 of the 
loan proceeds to make a personal expendi-
ture (as defined in § 1.163–8T(b)(5)), and uses 
$15,000 of loan proceeds to purchase a trade 
or business activity in which E does not ma-
terially participate (within the meaning of 
§ 1.469–5T) for the taxable year. E and F each 
receive $1,500 as their pro rata share of X’s 
interest income from the loan for the taxable 
year. 

(ii) X has gross income for X’s taxable year 
from interest charged to E (X’s self-charged 
interest income); E owns a direct interest in 
X during X’s taxable year and has deductions 
for the taxable year for interest charged by 
X; and E’s deductions for interest charged by 
X include passive activity deductions. Ac-
cordingly, paragraph (d) of this section ap-
plies in determining E’s passive activity 
gross income. See paragraph (d)(1) of this 
section. 

(iii) Under the rules in paragraph (d)(2)(i) 
of this section, the applicable percentage of 
E’s share of X’s self-charged interest income 
is recharacterized as passive activity gross 
income from the activity. Paragraph (d)(3) of 
this section provides that the applicable per-
centage is obtained by dividing E’s deduc-
tions for the taxable year for interest 
charged by X, to the extent treated as pas-
sive activity deductions from the activity 
($1,500), by the greater of E’s deductions for 
the taxable year for interest charged by X, 
regardless of whether those deductions are 
treated as passive activity deductions 
($3,000), or E’s share for the taxable year of 
X’s self-charged interest income ($1,500). 
Thus, E’s applicable percentage is 50 percent 
($1,500/$3,000), and $750 (50 percent×$1,500) of 
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E’s share of X’s self-charged interest income 
is treated as passive activity gross income. 

(iv) Because F does not have any deduc-
tions for the taxable year for interest 
charged by X, this section does not apply to 
F. See paragraph (d)(1)(ii) of this section. 

Example 4. (i) This Example 4 illustrates the 
application of this section to a partner that 
has a different taxable year from the part-
nership. The facts are the same as in Example 
1 except as follows: Partnership AB has prop-
erly adopted a fiscal year ending June 30 for 
federal tax purposes; AB borrows the $50,000 
from A on October 1, 1990; and under the 
terms of the loan, AB must pay A $5,000 in 
interest annually, in quarterly installments, 
for a term of 2 years. 

(ii) For A’s taxable years from 1990 through 
1993 and AB’s corresponding entity taxable 
years (as defined in paragraph (b)(4) of this 
section) A’s interest income and AB’s inter-
est deductions from the loan are as follows: 

A’s interest 
income 

AB’s inter-
est deduc-

tions 

1990 ........................................... $1,250 0 
1991 ........................................... 5,000 $3,750 
1992 ........................................... 3,750 5,000 
1993 ........................................... 0 1,250 

(iii) For A’s taxable year ending December 
31, 1990, the corresponding entity taxable 
year is AB’s taxable year ending June 30, 
1990. Because AB does not have any deduc-
tions for the entity taxable year for interest 
charged to AB by A, paragraph (c) of this 
section does not apply in determining A’s 
passive activity gross income for 1990 (see 
paragraph (c)(1)(i) of this section). Accord-
ingly, A reports $1,250 of portfolio income on 
A’s 1990 income tax return. 

(iv) For A’s taxable year ending December 
31, 1991, the corresponding entity taxable 
year ends on June 30, 1991. AB has $3,750 of 
deductions for the entity taxable year for in-
terest charged to AB by A (AB’s self-charged 
interest deductions); A owns a direct interest 
in AB during the entity taxable year and has 
$5,000 of interest income for A’s taxable year 
from interest charged to AB; and A’s share of 
AB’s self-charged interest deductions in-
cludes passive activity deductions. Accord-
ingly, paragraph (c) of this section applies in 
determining A’s passive activity gross in-
come. 

(v) Under paragraph (c)(2)(i) of this section, 
the applicable percentage of A’s 1991 interest 
income is recharacterized as passive activity 
gross income from the activity. Paragraph 
(c)(3) of this section provides that the appli-
cable percentage is obtained by dividing A’s 
share for A’s 1991 taxable year of AB’s self- 
charged interest deductions that are treated 
as passive activity deductions from the ac-
tivity (50 percent×$3,750 = $1,875) by the 
greater of A’s share for A’s taxable year of 

AB’s self-charged interest deductions ($1,875), 
or A’s income for A’s taxable year from in-
terest charged to AB ($5,000). Thus, A’s appli-
cable percentage is 37.5 percent ($1,875/$5,000), 
and $1,875 (37.5 percent×$5,000) of A’s income 
from interest charged to AB is treated as 
passive activity gross income from the pas-
sive activity A conducts through AB. 

(vi) For A’s taxable year ending December 
31, 1992, the corresponding entity taxable 
year ends on June 30, 1992. AB has $5,000 of 
deductions for the entity taxable year for in-
terest charged to AB by A (AB’s self-charged 
interest deductions); A owns a direct interest 
in AB during the entity taxable year and has 
$3,750 of gross income for A’s taxable year 
from interest charged to AB; and A’s share of 
AB’s self-charged interest deductions in-
cludes passive activity deductions. Accord-
ingly, paragraph (c) of this section applies in 
determining A’s passive activity gross in-
come. 

(vii) The applicable percentage for 1992 is 
obtained by dividing A’s share for A’s 1992 
taxable year of AB’s self-charged interest de-
ductions that are treated as passive activity 
deductions from the activity ($2,500) by the 
greater of A’s share for A’s taxable year of 
AB’s self-charged interest deductions ($2,500), 
or A’s income for A’s taxable year from in-
terest charged to AB ($3,750). Thus, A’s appli-
cable percentage is 662⁄3 percent ($2,500/ 
$3,750), and $2,500 (662⁄3 percent×$3,750) of A’s 
income from interest charged to AB is treat-
ed as passive activity gross income from the 
passive activity A conducts through AB. 

(viii) Paragraph (c) of this section does not 
apply in determining A’s passive activity 
gross income for the taxable year ending De-
cember 31, 1993, because A has no gross in-
come for the taxable year from interest 
charged to AB (see paragraph (c)(1)(ii) of this 
section). A’s share of AB’s self-charged inter-
est deductions for the entity taxable year 
ending June 30, 1993 ($625) is taken into ac-
count as a passive activity deduction on A’s 
1993 income tax return. 

(ix) Because B does not have any gross in-
come from interest charged to AB for any of 
the taxable years, this section does not apply 
to B. See paragraph (c)(1)(ii) of this section. 

Example 5. (i) This Example 5 illustrates the 
application of the rules of this section in the 
case of a taxpayer who has an indirect inter-
est in a partnership. G, a calendar year tax-
payer, is an 80-percent partner in partnership 
UTP. UTP owns a 25-percent interest in the 
capital and profits of partnership LTP. UTP 
and LTP are both calendar year partner-
ships. The partners of LTP conduct a single 
passive activity through LTP. UTP obtains a 
$10,000 loan from a bank, and pays the bank 
$1,000 of interest per year. G’s distributive 
share of the interest paid to the bank is $800 
(80 percent×$1,000). UTP uses the $10,000 debt 
proceeds and another $10,000 of cash to make 
a loan to LTP, and LTP pays UTP $2,000 of 
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interest for the taxable year. G’s distributive 
share of interest income attributable to the 
UTP-to-LTP loan is $1,600 (80 percent×$2,000). 
LTP uses all of the proceeds received from 
UTP in the passive activity. UTP’s distribu-
tive share of interest expense attributable to 
the UTP-to-LTP loan is $500 (25 per-
cent×$2,000). G’s distributive share of inter-
est expense attributable to the UTP-to-LTP 
loan is $400 (80 percent×$500). 

(ii) LTP has deductions for interest 
charged to LTP by UTP for the taxable year 
(LTP’s self-charged interest deductions); G 
owns an indirect interest in LTP during 
LTP’s taxable year and has gross income for 
the taxable year from interest charged to 
LTP by a passthrough entity (UTP) through 
which G owns an interest in LTP; and G’s 
share of LTP’s self-charged interest deduc-
tions includes passive activity deductions. 
Accordingly, paragraph (c) of this section ap-
plies in determining G’s passive activity 
gross income. See paragraph (c)(1) of this 
section. 

(iii) Under paragraph (c)(2)(i) of this sec-
tion, the applicable percentage of G’s inter-
est income is recharacterized as passive ac-
tivity gross income from the activity. Para-
graph (c)(3) of this section provides that the 
applicable percentage is obtained by dividing 
G’s share for the taxable year of LTP’s self- 
charged interest deductions that are treated 
as passive activity deductions from the ac-
tivity ($400) by the greater of G’s share for 
the taxable year of LTP’s self-charged inter-
est deductions ($400), or G’s income for the 
year from interest charged to LTP ($1,600). 
Thus, G’s applicable percentage is 25 percent 
($400/$1,600), and $400 (25 percent×$1,600) of G’s 
income from interest charged to LTP is 
treated as passive activity gross income 
from the passive activity that G conducts 
through UTP and LTP. 

(iv) G’s $800 distributive share of the inter-
est expense that UTP pays to the third-party 
lender is allocated under § 1.163–8T(c)(1) to an 
expenditure that is properly chargeable to 
capital account with respect to the loan to 
LTP. Thus, the expense is a deduction prop-
erly allocable to the interest income that G 
receives as a result of the UTP-to-LTP loan 
(see paragraph (f) of this section). Under 
paragraph (c)(2)(ii) of this section, the appli-
cable percentage of G’s deductions for the 
taxable year for interest expense that is 
properly allocable to G’s income from inter-
est charged by UTP to LTP is recharacter-
ized as a passive activity deduction from 
LTP’s passive activity. Accordingly, $200 (25 
percent×$800) of G’s interest deduction is 
treated as a passive activity deduction from 
LTP’s activity. 

Example 6. (i) This Example 6 illustrates the 
application of the rules of this section in the 
case of a taxpayer who conducts two passive 
activities through a passthrough entity. J, a 
calendar year taxpayer, is the 100-percent 

shareholder of Y, a calendar year S corpora-
tion. J conducts two passive activities 
through Y: a rental activity and a trade or 
business activity in which J does not materi-
ally participate. Y borrows $80,000 from J, 
and uses $60,000 of the loan proceeds in the 
rental activity and $20,000 of the loan pro-
ceeds in the passive trade or business activ-
ity. Y pays $8,000 of interest to J for the tax-
able year, and J incurs $8,000 of interest ex-
pense as J’s distributive share of Y’s interest 
expense. 

(ii) Y has self-charged interest deductions 
for the taxable year (i.e., the deductions for 
interest charged to Y by J); J owns a direct 
interest in Y during Y’s taxable year and has 
gross income for J’s taxable year from inter-
est charged to Y; and J’s share of Y’s self- 
charged interest deductions includes passive 
activity deductions. Accordingly, paragraph 
(c) of this section applies in determining J’s 
passive activity gross income. See paragraph 
(c)(1) of this section. 

(iii) Under paragraph (c)(2)(i) of this sec-
tion, the applicable percentage of J’s inter-
est income is recharacterized as passive ac-
tivity gross income attributable to the rent-
al activity. Paragraph (c)(3) of this section 
provides that the applicable percentage is 
obtained by dividing J’s share for the taxable 
year of Y’s self-charged interest deductions 
that are treated as passive activity deduc-
tions from the rental activity ($6,000) by the 
greater of J’s share for the taxable year of 
Y’s self-charged interest deductions ($8,000), 
or J’s income for the taxable year from in-
terest charged to Y ($8,000). Thus, J’s appli-
cable percentage is 75 percent ($6,000/$8,000), 
and $6,000 (75 percent×$8,000) of J’s income 
from interest charged to Y is treated as pas-
sive activity gross income from the rental 
activity J conducts through Y. 

(iv) Under paragraph (c)(2)(i) of this sec-
tion, the applicable percentage of J’s inter-
est income is recharacterized as passive ac-
tivity gross income attributable to the pas-
sive trade or business activity. Paragraph 
(c)(3) of this section provides that the appli-
cable percentage is obtained by dividing J’s 
share for the taxable year of Y’s self-charged 
interest deductions that are treated as pas-
sive activity deductions from the passive 
trade or business activity ($2,000) by the 
greater of J’s share for the taxable year of 
Y’s self-charged interest deductions ($8,000), 
or J’s income for the taxable year from in-
terest charged to Y ($8,000). Thus, J’s appli-
cable percentage is 25 percent ($2,000/$8,000), 
and $2,000 of J’s income from interest 
charged to Y is treated as passive activity 
gross income from the passive trade or busi-
ness activity J conducts through Y. 

[T.D. 9013, 67 FR 54089, Aug. 21, 2002] 
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§ 1.469–8 Application of section 469 to 
trust, estates, and their bene-
ficiaries. [Reserved] 

§ 1.469–9 Rules for certain rental real 
estate activities. 

(a) Scope and purpose. This section 
provides guidance to taxpayers engaged 
in certain real property trades or busi-
nesses on applying section 469(c)(7) to 
their rental real estate activities. 

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

(1) Trade or business. A trade or busi-
ness is any trade or business deter-
mined by treating the types of activi-
ties in § 1.469–4(b)(1) as if they involved 
the conduct of a trade or business, and 
any interest in rental real estate, in-
cluding any interest in rental real es-
tate that gives rise to deductions under 
section 212. 

(2) Real property trade or business. Real 
property trade or business is defined in 
section 469(c)(7)(C). 

(3) Rental real estate. Rental real estate 
is any real property used by customers 
or held for use by customers in a rental 
activity within the meaning of § 1.469– 
1T(e)(3). However, any rental real es-
tate that the taxpayer grouped with a 
trade or business activity under § 1.469– 
4(d)(1)(i)(A) or (C) is not an interest in 
rental real estate for purposes of this 
section. 

(4) Personal services. Personal services 
means any work performed by an indi-
vidual in connection with a trade or 
business. However, personal services do 
not include any work performed by an 
individual in the individual’s capacity 
as an investor as described in § 1.469– 
5T(f)(2)(ii). 

(5) Material participation. Material par-
ticipation has the same meaning as 
under § 1.469–5T. Paragraph (f) of this 
section contains rules applicable to 
limited partnership interests in rental 
real estate that a qualifying taxpayer 
elects to aggregate with other interests 
in rental real estate of that taxpayer. 

(6) Qualifying taxpayer. A qualifying 
taxpayer is a taxpayer that owns at 
least one interest in rental real estate 
and meets the requirements of para-
graph (c) of this section. 

(c) Requirements for qualifying tax-
payers—(1) In general. A qualifying tax-

payer must meet the requirements of 
section 469(c)(7)(B). 

(2) Closely held C corporations. A close-
ly held C corporation meets the re-
quirements of paragraph (c)(1) of this 
section by satisfying the requirements 
of section 469(c)(7)(D)(i). For purposes 
of section 469(c)(7)(D)(i), gross receipts 
do not include items of portfolio in-
come within the meaning of § 1.469– 
2T(c)(3). 

(3) Requirement of material participa-
tion in the real property trades or busi-
nesses. A taxpayer must materially par-
ticipate in a real property trade or 
business in order for the personal serv-
ices provided by the taxpayer in that 
real property trade or business to 
count towards meeting the require-
ments of paragraph (c)(1) of this sec-
tion. 

(4) Treatment of spouses. Spouses fil-
ing a joint return are qualifying tax-
payers only if one spouse separately 
satisfies both requirements of section 
469(c)(7)(B). In determining the real 
property trades or businesses in which 
a married taxpayer materially partici-
pates (but not for any other purpose 
under this paragraph (c)), work per-
formed by the taxpayer’s spouse in a 
trade or business is treated as work 
performed by the taxpayer under 
§ 1.469–5T(f)(3), regardless of whether 
the spouses file a joint return for the 
year. 

(5) Employees in real property trades or 
businesses. For purposes of paragraph 
(c)(1) of this section, personal services 
performed during a taxable year as an 
employee generally will be treated as 
performed in a trade or business but 
will not be treated as performed in a 
real property trade or business, unless 
the taxpayer is a five-percent owner 
(within the meaning of section 
416(i)(1)(B)) in the employer. If an em-
ployee is not a five-percent owner in 
the employer at all times during the 
taxable year, only the personal services 
performed by the employee during the 
period the employee is a five-percent 
owner in the employer will be treated 
as performed in a real property trade 
or business. 

(d) General rule for determining real 
property trades or businesses—(1) Facts 
and circumstances. The determination 
of a taxpayer’s real property trades or 
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businesses for purposes of paragraph (c) 
of this section is based on all of the rel-
evant facts and circumstances. A tax-
payer may use any reasonable method 
of applying the facts and cir-
cumstances in determining the real 
property trades or businesses in which 
the taxpayer provides personal serv-
ices. Depending on the facts and cir-
cumstances, a real property trade or 
business consists either of one or more 
than one trade or business specifically 
described in section 469(c)(7)(C). A tax-
payer’s grouping of activities under 
§ 1.469–4 does not control the deter-
mination of the taxpayer’s real prop-
erty trades or businesses under this 
paragraph (d). 

(2) Consistency requirement. Once a 
taxpayer determines the real property 
trades or businesses in which personal 
services are provided for purposes of 
paragraph (c) of this section, the tax-
payer may not redetermine those real 
property trades or businesses in subse-
quent taxable years unless the original 
determination was clearly inappro-
priate or there has been a material 
change in the facts and circumstances 
that makes the original determination 
clearly inappropriate. 

(e) Treatment of rental real estate ac-
tivities of a qualifying taxpayer—(1) In 
general. Section 469(c)(2) does not apply 
to any rental real estate activity of a 
taxpayer for a taxable year in which 
the taxpayer is a qualifying taxpayer 
under paragraph (c) of this section. In-
stead, a rental real estate activity of a 
qualifying taxpayer is a passive activ-
ity under section 469 for the taxable 
year unless the taxpayer materially 
participates in the activity. Each in-
terest in rental real estate of a quali-
fying taxpayer will be treated as a sep-
arate rental real estate activity, unless 
the taxpayer makes an election under 
paragraph (g) of this section to treat 
all interests in rental real estate as a 
single rental real estate activity. Each 
separate rental real estate activity, or 
the single combined rental real estate 
activity if the taxpayer makes an elec-
tion under paragraph (g), will be an ac-
tivity of the taxpayer for all purposes 
of section 469, including the former 
passive activity rules under section 
469(f) and the disposition rules under 
section 469(g). However, section 469 will 

continue to be applied separately with 
respect to each publicly traded part-
nership, as required under section 
469(k), notwithstanding the rules of 
this section. 

(2) Treatment as a former passive activ-
ity. For any taxable year in which a 
qualifying taxpayer materially partici-
pates in a rental real estate activity, 
that rental real estate activity will be 
treated as a former passive activity 
under section 469(f) if disallowed deduc-
tions or credits are allocated to the ac-
tivity under § 1.469–1(f)(4). 

(3) Grouping rental real estate activities 
with other activities—(i) In general. For 
purposes of this section, a qualifying 
taxpayer may not group a rental real 
estate activity with any other activity 
of the taxpayer. For example, if a 
qualifying taxpayer develops real prop-
erty, constructs buildings, and owns an 
interest in rental real estate, the tax-
payer’s interest in rental real estate 
may not be grouped with the tax-
payer’s development activity or con-
struction activity. Thus, only the par-
ticipation of the taxpayer with respect 
to the rental real estate may be used to 
determine if the taxpayer materially 
participates in the rental real estate 
activity under § 1.469–5T. 

(ii) Special rule for certain management 
activities. A qualifying taxpayer may 
participate in a rental real estate ac-
tivity through participation, within 
the meaning of §§ 1.469–5(f) and 5T(f), in 
an activity involving the management 
of rental real estate (even if this man-
agement activity is conducted through 
a separate entity). In determining 
whether the taxpayer materially par-
ticipates in the rental real estate ac-
tivity, however, work the taxpayer per-
forms in the management activity is 
taken into account only to the extent 
it is performed in managing the tax-
payer’s own rental real estate inter-
ests. 

(4) Example. The following example il-
lustrates the application of this para-
graph (e). 

Example. (i) Taxpayer B owns interests in 
three rental buildings, U, V and W. In 1995, B 
has $30,000 of disallowed passive losses allo-
cable to Building U and $10,000 of disallowed 
passive losses allocable to Building V under 
§ 1.469–1(f)(4). In 1996, B has $5,000 of net in-
come from Building U, $5,000 of net losses 
from Building V, and $10,000 of net income 
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from Building W. Also in 1996, B is a quali-
fying taxpayer within the meaning of para-
graph (c) of this section. Each building is 
treated as a separate activity of B under 
paragraph (e)(1) of this section, unless B 
makes the election under paragraph (g) to 
treat the three buildings as a single rental 
real estate activity. If the buildings are 
treated as separate activities, material par-
ticipation is determined separately with re-
spect to each building. If B makes the elec-
tion under paragraph (g) to treat the build-
ings as a single activity, all participation re-
lating to the buildings is aggregated in de-
termining whether B materially participates 
in the combined activity. 

(ii) Effective beginning in 1996, B makes 
the election under paragraph (g) to treat the 
three buildings as a single rental real estate 
activity. B works full-time managing the 
three buildings and thus materially partici-
pates in the combined activity in 1996 (even 
if B conducts this management function 
through a separate entity, including a close-
ly held C corporation). Accordingly, the 
combined activity is not a passive activity of 
B in 1996. Moreover, as a result of the elec-
tion under paragraph (g), disallowed passive 
losses of $40,000 ($30,000+$10,000) are allocated 
to the combined activity. B’s net income 
from the activity for 1996 is $10,000 
($5,000¥$5,000+$10,000). This net income is 
nonpassive income for purposes of section 
469. However, under section 469(f), the net in-
come from a former passive activity may be 
offset with the disallowed passive losses from 
the same activity. Because Buildings U, V 
and W are treated as one activity for all pur-
poses of section 469 due to the election under 
paragraph (g), and this activity is a former 
passive activity under section 469(f), B may 
offset the $10,000 of net income from the 
buildings with an equal amount of disallowed 
passive losses allocable to the buildings, re-
gardless of which buildings produced the in-
come or losses. As a result, B has $30,000 
($40,000¥$10,000) of disallowed passive losses 
remaining from the buildings after 1996. 

(f) Limited partnership interests in rent-
al real estate activities—(1) In general. If 
a taxpayer elects under paragraph (g) 
of this section to treat all interests in 
rental real estate as a single rental 
real estate activity, and at least one 
interest in rental real estate is held by 
the taxpayer as a limited partnership 
interest (within the meaning of § 1.469– 
5T(e)(3)), the combined rental real es-
tate activity will be treated as a lim-
ited partnership interest of the tax-
payer for purposes of determining ma-
terial participation. Accordingly, the 
taxpayer will not be treated under this 
section as materially participating in 

the combined rental real estate activ-
ity unless the taxpayer materially par-
ticipates in the activity under the tests 
listed in § 1.469–5T(e)(2) (dealing with 
the tests for determining the material 
participation of a limited partner). 

(2) De minimis exception. If a quali-
fying taxpayer elects under paragraph 
(g) of this section to treat all interests 
in rental real estate as a single rental 
real estate activity, and the taxpayer’s 
share of gross rental income from all of 
the taxpayer’s limited partnership in-
terests in rental real estate is less than 
ten percent of the taxpayer’s share of 
gross rental income from all of the tax-
payer’s interests in rental real estate 
for the taxable year, paragraph (f)(1) of 
this section does not apply. Thus the 
taxpayer may determine material par-
ticipation under any of the tests listed 
in § 1.469–5T(a) that apply to rental real 
estate activities. 

(g) Election to treat all interests in rent-
al real estate as a single rental real estate 
activity—(1) In general. A qualifying 
taxpayer may make an election to 
treat all of the taxpayer’s interests in 
rental real estate as a single rental 
real estate activity. This election is 
binding for the taxable year in which it 
is made and for all future years in 
which the taxpayer is a qualifying tax-
payer under paragraph (c) of this sec-
tion, even if there are intervening 
years in which the taxpayer is not a 
qualifying taxpayer. The election may 
be made in any year in which the tax-
payer is a qualifying taxpayer, and the 
failure to make the election in one 
year does not preclude the taxpayer 
from making the election in a subse-
quent year. In years in which the tax-
payer is not a qualifying taxpayer, the 
election will not have effect and the 
taxpayer’s activities will be those de-
termined under § 1.469–4. If there is a 
material change in the taxpayer’s facts 
and circumstances, the taxpayer may 
revoke the election using the proce-
dure described in paragraph (g)(3) of 
this section. 

(2) Certain changes not material. The 
fact that an election is less advan-
tageous to the taxpayer in a particular 
taxable year is not, of itself, a material 
change in the taxpayer’s facts and cir-
cumstances. Similarly, a break in the 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00517 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



508 

26 CFR Ch. I (4–1–13 Edition) § 1.469–9 

taxpayer’s status as a qualifying tax-
payer is not, of itself, a material 
change in the taxpayer’s facts and cir-
cumstances. 

(3) Filing a statement to make or revoke 
the election. A qualifying taxpayer 
makes the election to treat all inter-
ests in rental real estate as a single 
rental real estate activity by filing a 
statement with the taxpayer’s original 
income tax return for the taxable year. 
This statement must contain a declara-
tion that the taxpayer is a qualifying 
taxpayer for the taxable year and is 
making the election pursuant to sec-
tion 469(c)(7)(A). The taxpayer may 
make this election for any taxable year 
in which section 469(c)(7) is applicable. 
A taxpayer may revoke the election 
only in the taxable year in which a ma-
terial change in the taxpayer’s facts 
and circumstances occurs or in a subse-
quent year in which the facts and cir-
cumstances remain materially changed 
from those in the taxable year for 
which the election was made. To re-
voke the election, the taxpayer must 
file a statement with the taxpayer’s 
original income tax return for the year 
of revocation. This statement must 
contain a declaration that the tax-
payer is revoking the election under 
section 469(c)(7)(A) and an explanation 
of the nature of the material change. 

(h) Interests in rental real estate held 
by certain passthrough entities—(1) Gen-
eral rule. Except as provided in para-
graph (h)(2) of this section, a qualifying 
taxpayer’s interest in rental real estate 
held by a partnership or an S corpora-
tion (passthrough entity) is treated as 
a single interest in rental real estate if 
the passthrough entity grouped its 
rental real estate as one rental activity 
under § 1.469–4(d)(5). If the passthrough 
entity grouped its rental real estate 
into separate rental activities under 
§ 1.469–4(d)(5), each rental real estate 
activity of the passthrough entity will 
be treated as a separate interest in 
rental real estate of the qualifying tax-
payer. However, the qualifying tax-
payer may elect under paragraph (g) of 
this section to treat all interests in 
rental real estate, including the rental 
real estate interests held through pass-
through entities, as a single rental real 
estate activity. 

(2) Special rule if a qualifying taxpayer 
holds a fifty-percent or greater interest in 
a passthrough entity. If a qualifying tax-
payer owns, directly or indirectly, a 
fifty-percent or greater interest in the 
capital, profits, or losses of a pass-
through entity for a taxable year, each 
interest in rental real estate held by 
the passthrough entity will be treated 
as a separate interest in rental real es-
tate of the qualifying taxpayer, regard-
less of the passthrough entity’s group-
ing of activities under § 1.469–4(d)(5). 
However, the qualifying taxpayer may 
elect under paragraph (g) of this sec-
tion to treat all interests in rental real 
estate, including the rental real estate 
interests held through passthrough en-
tities, as a single rental real estate ac-
tivity. 

(3) Special rule for interests held in 
tiered passthrough entities. If a pass-
through entity owns a fifty-percent or 
greater interest in the capital, profits, 
or losses of another passthrough entity 
for a taxable year, each interest in 
rental real estate held by the lower- 
tier entity will be treated as a separate 
interest in rental real estate of the 
upper-tier entity, regardless of the 
lower-tier entity’s grouping of activi-
ties under § 1.469–4(d)(5). 

(i) [Reserved] 
(j) $25,000 offset for rental real estate 

activities of qualifying taxpayers—(1) In 
general. A qualifying taxpayer’s passive 
losses and credits from rental real es-
tate activities (including prior-year 
disallowed passive activity losses and 
credits from rental real estate activi-
ties in which the taxpayer materially 
participates) are allowed to the extent 
permitted under section 469(i). The 
amount of losses or credits allowable 
under section 469(i) is determined after 
the rules of this section are applied. 
However, losses allowable by reason of 
this section are not taken into account 
in determining adjusted gross income 
for purposes of section 469(i)(3). 

(2) Example. The following example il-
lustrates the application of this para-
graph (j). 

Example. (i) Taxpayer A owns building X 
and building Y, both interests in rental real 
estate. In 1995, A is a qualifying taxpayer 
within the meaning of paragraph (c) of this 
section. A does not elect to treat X and Y as 
one activity under section 469(c)(7)(A) and 
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paragraph (g) of this section. As a result, X 
and Y are treated as separate activities pur-
suant to section 469(c)(7)(A)(ii). A materially 
participates in X which has $100,000 of pas-
sive losses disallowed from prior years and 
produces $20,000 of losses in 1995. A does not 
materially participate in Y which produces 
$40,000 of income in 1995. A also has $50,000 of 
income from other nonpassive sources in 
1995. A otherwise meets the requirements of 
section 469(i). 

(ii) Because X is not a passive activity in 
1995, the $20,000 of losses produced by X in 
1995 are nonpassive losses that may be used 
by A to offset part of the $50,000 of nonpas-
sive income. Accordingly, A is left with 
$30,000 ($50,000–$20,000) of nonpassive income. 
In addition, A may use the prior year dis-
allowed passive losses of X to offset any in-
come from X and passive income from other 
sources. Therefore, A may offset the $40,000 
of passive income from Y with $40,000 of pas-
sive losses from X. 

(iii) Because A has $60,000 ($100,000–$40,000) 
of passive losses remaining from X and meets 
all of the requirements of section 469(i), A 
may offset up to $25,000 of nonpassive income 
with passive losses from X pursuant to sec-
tion 469(i). As a result, A has $5,000 ($30,000– 
$25,000) of nonpassive income remaining and 
disallowed passive losses from X of $35,000 
($60,000–$25,000) in 1995. 

[T.D. 8645, 60 FR 66499, Dec. 22, 1995] 

§ 1.469–10 Application of section 469 to 
publicly traded partnerships. 

(a) [Reserved] 
(b) Publicly traded partnership—(1) In 

general. For purposes of section 469(k), 
a partnership is a publicly traded part-
nership only if the partnership is a 
publicly traded partnership as defined 
in § 1.7704–1. 

(2) Effective date. This section applies 
for taxable years of a partnership be-
ginning on or after December 17, 1998. 

[T.D. 8799, 63 FR 69553, Dec. 17, 1998] 

§ 1.469–11 Effective date and transition 
rules. 

(a) Generally applicable effective dates. 
Except as otherwise provided in this 
section— 

(1) The rules contained in §§ 1.469–1, 
1.469–1T, 1.469–2, 1.469–2T, 1.469–3, 1.469– 
3T, 1.469–4, 1.469–5, and 1.469–5T apply 
for taxable years ending after May 10, 
1992. 

(2) The rules contained in 26 CFR 
1.469–1T, 1.469–2T, 1.469–3T, 1.469–4T, 
1.469–5T, 1.469–11T (b) and (c) (as con-
tained in the CFR edition revised as of 

April 1, 1992) apply for taxable years 
beginning after December 31, 1986, and 
ending on or before May 10, 1992; 

(3) The rules contained in § 1.469–9 
apply for taxable years beginning on or 
after January 1, 1995, and to elections 
made under § 1.469–9(g) with returns 
filed on or after January 1, 1995; 

(4) The rules contained in § 1.469–7 
apply for taxable years ending after 
December 31, 1986; and 

(5) This section applies for taxable 
years beginning after December 31, 
1986. 

(b) Additional effective dates—(1) Appli-
cation of 1992 amendments for taxable 
years beginning before October 4, 1994. 
Except as provided in paragraph (b)(2) 
of this section, for taxable years that 
end after May 10, 1992, and begin before 
October 4, 1994, a taxpayer may deter-
mine tax liability in accordance with 
Project PS–1–89 published at 1992–1 C.B. 
1219 (see § 601.601(d)(2)(ii)(b) of this 
chapter). 

(2) Additional transition rule for 1992 
amendments. If a taxpayer’s first tax-
able year ending after May 10, 1992, be-
gins on or before that date, the tax-
payer may treat the taxable year, for 
purposes of paragraph (a) of this sec-
tion, as a taxable year ending on or be-
fore May 10, 1992. 

(3) Fresh starts under consistency 
rules—(i) Regrouping when tax liability is 
first determined under Project PS–1–89. 
For the first taxable year in which a 
taxpayer determines its tax liability 
under Project PS–1–89, the taxpayer 
may regroup its activities without re-
gard to the manner in which the activi-
ties were grouped in the preceding tax-
able year and must regroup its activi-
ties if the grouping in the preceding 
taxable year is inconsistent with the 
rules of Project PS–1–89. 

(ii) Regrouping when tax liability is 
first determined under § 1.469–4. For the 
first taxable year in which a taxpayer 
determines its tax liability under 
§ 1.469–4, rather than under the rules of 
Project PS–1–89, the taxpayer may re-
group its activities without regard to 
the manner in which the activities 
were grouped in the preceding taxable 
year and must regroup its activities if 
the grouping in the preceding taxable 
year is inconsistent with the rules of 
§ 1.469–4. 
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(iii) Regrouping when taxpayer is first 
subject to section 469(c)(7). For the first 
taxable year beginning after December 
31, 1993, a taxpayer may regroup its ac-
tivities to the extent necessary or ap-
propriate to avail itself of the provi-
sions of section 469(c)(7) and without 
regard to the manner in which the ac-
tivities were grouped in the preceding 
taxable year. 

(4) Certain investment credit property. 
(i) The rules contained in § 1.469–3(f) 
apply with respect to property placed 
in service after December 31, 1990 
(other than property described in sec-
tion 11813 (c)(2) of the Omnibus Rec-
onciliation Act of 1990 (P.L. 101–508)). 

(ii) The rules contained in 26 CFR 
1.469–3T(f) (as contained in the CFR 
edition revised as of April 1, 1992) apply 
with respect to property placed in serv-
ice on or before December 31, 1990, and 
property described in section 11813(c)(2) 
of the Omnibus Reconcilation Act of 
1990. 

(c) Special rules—(1) Application of cer-
tain income recharacterization rules and 
self-charged rules—(i) Certain re-
characterization rules inapplicable in 
1987. No amount of gross income shall 
be treated under § 1.469–2T(f)(3) through 
(7) as income that is not from a passive 
activity for any taxable year of the 
taxpayer beginning before January 1, 
1988. 

(ii) Property rented to a nonpassive ac-
tivity. In applying § 1.469–2(f)(6) or 
§ 1.469–2T(f)(6) to a taxpayer’s rental of 
an item of property, the taxpayer’s net 
rental activity income (within the 
meaning of § 1.469–2(f)(9)(iv) or § 1.469– 
2T(f)(9)(iv)) from the property for any 
taxable year beginning after December 
31, 1987, does not include the portion of 
the income (if any) that is attributable 
to the rental of that item of property 
pursuant to a written binding contract 
entered into before February 19, 1988. 

(iii) Self-charged rules. For taxable 
years beginning before June 4, 1991— 

(1) A taxpayer is not required to 
apply the rules in § 1.469–7 in computing 
the taxpayer’s passive activity loss and 
passive activity credit; and 

(2) A taxpayer that owns an interest 
in a passthrough entity may use any 
reasonable method of offsetting items 
of interest income and interest expense 
from lending transactions between the 

passthrough entity and its owners or 
between identically-owned passthrough 
entities (as defined in § 1.469–7(e)) to 
compute the taxpayer’s passive activ-
ity loss and passive activity credit. 
Items from nonlending transactions 
cannot be offset under the self-charged 
rules. 

(2) Qualified low-income housing 
projects. For a transitional rule con-
cerning the application of section 469 
to losses from qualified low-income 
housing projects, see section 502 of the 
Tax Reform Act of 1986. 

(3) Effect of events occurring in years 
prior to 1987. The treatment for a tax-
able year beginning after December 31, 
1986, of any item of income, gain, loss, 
deduction, or credit as an item of pas-
sive activity gross income, passive ac-
tivity deduction, or credit from a pas-
sive activity, is determined as if sec-
tion 469 and the regulations thereunder 
had been in effect for taxable years be-
ginning before January 1, 1987, but 
without regard to any passive activity 
loss or passive activity credit that 
would have been disallowed for any 
taxable year beginning before January 
1, 1987, if section 469 and the regula-
tions thereunder had been in effect for 
that year. For example, in determining 
whether a taxpayer materially partici-
pates in an activity under § 1.469– 
5T(a)(5) (relating to taxpayers who 
have materially participated in an ac-
tivity for five of the ten immediately 
preceding taxable years) for any tax-
able year beginning after December 31, 
1986, the taxpayer’s participation in 
the activity for all prior taxable years 
(including taxable years beginning be-
fore 1987) is taken into account. See 
§ 1.469–5(j) (relating to the determina-
tion of material participation for tax-
able years beginning before January 1, 
1987). 

(d) Examples. The following examples 
illustrate the application of paragraph 
(c) of this section: 

Example 1. A, a calendar year individual, is 
a partner in a partnership with a taxable 
year ending on January 31. During its tax-
able year ending January 31, 1987, the part-
nership was engaged in a single activity in-
volving the conduct of a trade or business. In 
applying section 469 and the regulations 
thereunder to A for calendar year 1987, A’s 
distributive share of partnership items for 
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the partnership’s taxable year ending Janu-
ary 31, 1987, is taken into account. Therefore, 
under § 1.469–2T(e)(1) and paragraph (c)(3) of 
this section, A’s participation in the activity 
throughout the partnership’s taxable year 
beginning February 1, 1986, and ending Janu-
ary 31, 1987, is taken into account for pur-
poses of determining the character under 
section 469 of the items of gross income, de-
duction, and credit allocated to A for the 
partnership’s taxable year ending January 
31, 1987. 

Example 2. B, a calendar year individual, is 
a beneficiary of a trust described in section 
651 that has a taxable year ending January 
31. The trust conducts a rental activity 
(within the meaning of § 1.469–1T(e)(3)). Be-
cause the trust’s taxable year ending Janu-
ary 31, 1987, began before January 1, 1987, sec-
tion 469 and the regulations thereunder do 
not applying to the trust for that year. Sec-
tion 469 and the regulations thereunder do 
apply, however, to B for B’s calendar year 
1987. Therefore, income of the trust from the 
rental activity for the trust’s taxable year 
ending January 31, 1987, that is included in 
B’s gross income for 1987 is taken into ac-
count in apply section 469 to B for 1987. 

[T.D. 8417, 57 FR 20759, May 15, 1992, as 
amended by T.D. 8417, 59 FR 45623, Sept. 2, 
1994; T.D. 8565, 59 FR 50489, Oct. 4, 1994; T.D. 
8645, 60 FR 66501, Dec. 22, 1995; T.D. 9013, 67 
FR 54093, Aug. 21, 2002] 

INVENTORIES 

§ 1.471–1 Need for inventories. 
In order to reflect taxable income 

correctly, inventories at the beginning 
and end of each taxable year are nec-
essary in every case in which the pro-
duction, purchase, or sale of merchan-
dise is an income-producing factor. The 
inventory should include all finished or 
partly finished goods and, in the case 
of raw materials and supplies, only 
those which have been acquired for sale 
or which will physically become a part 
of merchandise intended for sale, in 
which class fall containers, such as 
kegs, bottles, and cases, whether re-
turnable or not, if title thereto will 
pass to the purchaser of the product to 
be sold therein. Merchandise should be 
included in the inventory only if title 
thereto is vested in the taxpayer. Ac-
cordingly, the seller should include in 
his inventory goods under contract for 
sale but not yet segregated and applied 
to the contract and goods out upon 
consignment, but should exclude from 
inventory goods sold (including con-
tainers), title to which has passed to 

the purchaser. A purchaser should in-
clude in inventory merchandise pur-
chased (including containers), title to 
which has passed to him, although such 
merchandise is in transit or for other 
reasons has not been reduced to phys-
ical possession, but should not include 
goods ordered for future delivery, 
transfer of title to which has not yet 
been effected. (But see § 1.472–1.) 

[T.D. 6500, 25 FR 11724, Nov. 26, 1960] 

§ 1.471–2 Valuation of inventories. 
(a) Section 471 provides two tests to 

which each inventory must conform: 
(1) It must conform as nearly as may 

be to the best accounting practice in 
the trade or business, and 

(2) It must clearly reflect the income. 
(b) It follows, therefore, that inven-

tory rules cannot be uniform but must 
give effect to trade customs which 
come within the scope of the best ac-
counting practice in the particular 
trade or business. In order to clearly 
reflect income, the inventory practice 
of a taxpayer should be consistent from 
year to year, and greater weight is to 
be given to consistency than to any 
particular method of inventorying or 
basis of valuation so long as the meth-
od or basis used is in accord with 
§§ 1.471–1 through 1.471–11. 

(c) The bases of valuation most com-
monly used by business concerns and 
which meet the requirements of section 
471 are (1) cost and (2) cost or market, 
whichever is lower. (For inventories by 
dealers in securities, see § 1.471–5.) Any 
goods in an inventory which are 
unsalable at normal prices or unusable 
in the normal way because of damage, 
imperfections, shop wear, changes of 
style, odd or broken lots, or other simi-
lar causes, including second-hand goods 
taken in exchange, should be valued at 
bona fide selling prices less direct cost 
of disposition, whether subparagraph 
(1) or (2) of this paragraph is used, or if 
such goods consist of raw materials or 
partly finished goods held for use or 
consumption, they shall be valued upon 
a reasonable basis, taking into consid-
eration the usability and the condition 
of the goods, but in no case shall such 
value be less than the scrap value. 
Bona fide selling price means actual of-
fering of goods during a period ending 
not later than 30 days after inventory 
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date. The burden of proof will rest upon 
the taxpayer to show that such excep-
tional goods as are valued upon such 
selling basis come within the classi-
fications indicated above, and he shall 
maintain such records of the disposi-
tion of the goods as will enable a 
verification of the inventory to be 
made. 

(d) In respect of normal goods, which-
ever method is adopted must be applied 
with reasonable consistency to the en-
tire inventory of the taxpayer’s trade 
or business except as to those goods 
inventoried under the last-in, first-out 
method authorized by section 472 or to 
animals inventoried under the elective 
unit, livestock-price-method author-
ized by § 1.471–6. See paragraph (d) of 
§ 1.446–1 for rules permitting the use of 
different methods of accounting if the 
taxpayer has more than one trade or 
business. Where the taxpayer is en-
gaged in more than one trade or busi-
ness the Commissioner may require 
that the method of valuing inventories 
with respect to goods in one trade or 
business also be used with respect to 
similar goods in other trades or busi-
nesses if, in the opinion of the Commis-
sioner, the use of such method with re-
spect to such other goods is essential 
to a clear reflection of income. Tax-
payers were given an option to adopt 
the basis of either (1) cost or (2) cost or 
market, whichever is lower, for their 
1920 inventories. The basis properly 
adopted for that year or any subse-
quent year is controlling, and a change 
can now be made only after permission 
is secured from the Commissioner. Ap-
plication for permission to change the 
basis of valuing inventories shall be 
made in writing and filed with the 
Commissioner as provided in paragraph 
(e) of § 1.446–1. Goods taken in the in-
ventory which have been so inter-
mingled that they cannot be identified 
with specific invoices will be deemed to 
be the goods most recently purchased 
or produced, and the cost thereof will 
be the actual cost of the goods pur-
chased or produced during the period in 
which the quantity of goods in the in-
ventory has been acquired. But see sec-
tion 472 as to last-in, first-out inven-
tories. Where the taxpayer maintains 
book inventories in accordance with a 
sound accounting system in which the 

respective inventory accounts are 
charged with the actual cost of the 
goods purchased or produced and cred-
ited with the value of goods used, 
transferred, or sold, calculated upon 
the basis of the actual cost of the goods 
acquired during the taxable year (in-
cluding the inventory at the beginning 
of the year), the net value as shown by 
such inventory accounts will be 
deemed to be the cost of the goods on 
hand. The balances shown by such book 
inventories should be verified by phys-
ical inventories at reasonable intervals 
and adjusted to conform therewith. 

(e) Inventories should be recorded in 
a legible manner, properly computed 
and summarized, and should be pre-
served as a part of the accounting 
records of the taxpayer. The inven-
tories of taxpayers on whatever basis 
taken will be subject to investigation 
by the district director, and the tax-
payer must satisfy the district director 
of the correctness of the prices adopt-
ed. 

(f) The following methods, among 
others, are sometimes used in taking 
or valuing inventories, but are not in 
accord with the regulations in this 
part: 

(1) Deducting from the inventory a 
reserve for price changes, or an esti-
mated depreciation in the value there-
of. 

(2) Taking work in process, or other 
parts of the inventory, at a nominal 
price or at less than its proper value. 

(3) Omitting portions of the stock on 
hand. 

(4) Using a constant price or nominal 
value for so-called normal quantity of 
materials or goods in stock. 

(5) Including stock in transit, shipped 
either to or from the taxpayer, the 
title to which is not vested in the tax-
payer. 

(6) Segregating indirect production 
costs into fixed and variable produc-
tion cost classifications (as defined in 
§ 1.471–11(b)(3)(ii)) and allocating only 
the variable costs to the cost of goods 
produced while treating fixed costs as 
period costs which are currently de-
ductible. This method is commonly re-
ferred to as the ‘‘direct cost’’ method. 

(7) Treating all or substantially all 
indirect production costs (whether 
classified as fixed or variable) as period 
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costs which are currently deductible. 
This method is generally referred to as 
the ‘‘prime cost’’ method. 

[T.D. 6500, 25 FR 11724, Nov. 26, 1960, as 
amended by T.D. 7285, 38 FR 26185, Sept. 19, 
1973] 

§ 1.471–3 Inventories at cost. 
Cost means: 
(a) In the case of merchandise on 

hand at the beginning of the taxable 
year, the inventory price of such goods. 

(b) In the case of merchandise pur-
chased since the beginning of the tax-
able year, the invoice price less trade 
or other discounts, except strictly cash 
discounts approximating a fair interest 
rate, which may be deducted or not at 
the option of the taxpayer, provided a 
consistent course is followed. To this 
net invoice price should be added trans-
portation or other necessary charges 
incurred in acquiring possession of the 
goods. For taxpayers acquiring mer-
chandise for resale that are subject to 
the provisions of section 263A, see 
§§ 1.263A–1 and 1.263A–3 for additional 
amounts that must be included in in-
ventory costs. 

(c) In the case of merchandise pro-
duced by the taxpayer since the begin-
ning of the taxable year, (1) the cost of 
raw materials and supplies entering 
into or consumed in connection with 
the product, (2) expenditures for direct 
labor, and (3) indirect production costs 
incident to and necessary for the pro-
duction of the particular article, in-
cluding in such indirect production 
costs an appropriate portion of man-
agement expenses, but not including 
any cost of selling or return on capital, 
whether by way of interest or profit. 
See §§ 1.263A–1 and 1.263A–2 for more 
specific rules regarding the treatment 
of production costs. 

(d) In any industry in which the 
usual rules for computation of cost of 
production are inapplicable, costs may 
be approximated upon such basis as 
may be reasonable and in conformity 
with established trade practice in the 
particular industry. Among such cases 
are: 

(1) Farmers and raisers of livestock 
(see § 1.471–6); 

(2) Miners and manufacturers who by 
a single process or uniform series of 
processes derive a product of two or 

more kinds, sizes, or grades, the unit 
cost of which is substantially alike (see 
§ 1.471–7); and 

(3) Retail merchants who use what is 
known as the ‘‘retail method’’ in 
ascertaining approximate cost (see 
§ 1.471–8). 

Notwithstanding the other rules of this 
section, cost shall not include an 
amount which is of a type for which a 
deduction would be disallowed under 
section 162 (c), (f), or (g) and the regu-
lations thereunder in the case of a 
business expense. 

[T.D. 6500, 25 FR 11725, Nov. 26, 1960, as 
amended by T.D. 7285, 38 FR 26185, Sept. 19, 
1973; T.D. 7345, 40 FR 7439, Feb. 20, 1975; T.D. 
8131, 52 FR 10084, Mar. 30, 1987; T.D. 8482, 58 
FR 42233, Aug. 9, 1993] 

§ 1.471–4 Inventories at cost or market, 
whichever is lower. 

(a) In general—(1) Market definition. 
Under ordinary circumstances and for 
normal goods in an inventory, market 
means the aggregate of the current bid 
prices prevailing at the date of the in-
ventory of the basic elements of cost 
reflected in inventories of goods pur-
chased and on hand, goods in process of 
manufacture, and finished manufac-
tured goods on hand. The basic ele-
ments of cost include direct materials, 
direct labor, and indirect costs re-
quired to be included in inventories by 
the taxpayer (e.g., under section 263A 
and its underlying regulations for tax-
payers subject to that section). For 
taxpayers to which section 263A ap-
plies, for example, the basic elements 
of cost must reflect all direct costs and 
all indirect costs properly allocable to 
goods on hand at the inventory date at 
the current bid price of those costs, in-
cluding but not limited to the cost of 
purchasing, handling, and storage ac-
tivities conducted by the taxpayer, 
both prior to and subsequent to acqui-
sition or production of the goods. The 
determination of the current bid price 
of the basic elements of costs reflected 
in goods on hand at the inventory date 
must be based on the usual volume of 
particular cost elements purchased (or 
incurred) by the taxpayer. 

(2) Fixed price contracts. Paragraph 
(a)(1) of this section does not apply to 
any goods on hand or in process of 
manufacture for delivery upon firm 
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sales contracts (i.e., those not legally 
subject to cancellation by either party) 
at fixed prices entered into before the 
date of the inventory, under which the 
taxpayer is protected against actual 
loss. Any such goods must be inven-
toried at cost. 

(3) Examples. The valuation principles 
in paragraph (a)(1) of this section are 
illustrated by the following examples: 

Example 1. (i) Taxpayer A manufactures 
tractors. A values its inventory using cost or 
market, whichever is lower, under paragraph 
(a)(1) of this section. At the end of 1994, the 
cost of one of A’s tractors on hand is deter-
mined as follows: 
Direct materials ........................................................ $3,000 
Direct labor .............................................................. 4,000 
Indirect costs under section 263A ........................... 3,000 

Total section 263A costs (cost) ......... $10,000 

(ii) A determines that the aggregate of the 
current bid prices of the materials, labor, 
and overhead required to reproduce the trac-
tor at the end of 1994 are as follows: 
Direct materials ........................................................ $3,100 
Direct labor .............................................................. 4,100 
Indirect costs under section 263A ........................... 3,100 

Total section 263A costs (market) ..... $10,300 

(iii) In determining the lower of cost or 
market value of the tractor, A compares the 
cost of the tractor, $10,000, with the market 
value of the tractor, $10,300, in accordance 
with paragraph (c) of this section. Thus, 
under this section, A values the tractor at 
$10,000. 

Example 2. (i) Taxpayer B purchases and re-
sells several lines of shoes and is subject to 
section 263A. B values its inventory using 
cost or market, whichever is lower, under 
paragraph (a)(1) of this section. At the end of 
1994, the cost of one pair of shoes on hand is 
determined as follows: 
Acquisition cost ........................................................ $200 
Indirect costs under section 263A ........................... 10 

Total section 263A costs (cost) ......... $210 

(ii) B determines the aggregate current bid 
prices prevailing at the end of 1994 for the 
elements of cost (both direct costs and indi-
rect costs incurred prior and subsequent to 
acquisition of the shoes) based on the volume 
of the elements usually purchased (or in-
curred) by B as follows: 
Acquisition cost ........................................................ $178 
Indirect costs under section 263A ........................... 12 

Total § 263A costs (market) ............... $190 

(iii) In determining the lower of cost or 
market value of the shoes, B compares the 
cost of the pair of shoes, $210, with the mar-
ket value of the shoes, $190, in accordance 
with paragraph (c) of this section. Thus, 
under this section, B values the shoes at $190. 

(b) Inactive markets. Where no open 
market exists or where quotations are 
nominal, due to inactive market condi-
tions, the taxpayer must use such evi-
dence of a fair market price at the date 
or dates nearest the inventory as may 
be available, such as specific purchases 
or sales by the taxpayer or others in 
reasonable volume and made in good 
faith, or compensation paid for can-
cellation of contracts for purchase 
commitments. Where the taxpayer in 
the regular course of business has of-
fered for sale such merchandise at 
prices lower than the current price as 
above defined, the inventory may be 
valued at such prices less direct cost of 
disposition, and the correctness of such 
prices will be determined by reference 
to the actual sales of the taxpayer for 
a reasonable period before and after the 
date of the inventory. Prices which 
vary materially from the actual prices 
so ascertained will not be accepted as 
reflecting the market. 

(c) Comparison of cost and market. 
Where the inventory is valued upon the 
basis of cost or market, whichever is 
lower, the market value of each article 
on hand at the inventory date shall be 
compared with the cost of the article, 
and the lower of such values shall be 
taken as the inventory value of the ar-
ticle. 

(d) Effective date. This section applies 
to inventory valuations for taxable 
years beginning after December 31, 
1993. For taxable years beginning be-
fore January 1, 1994, taxpayers must 
take reasonable positions on their fed-
eral income tax returns with respect to 
the application of section 263A, and 
must have otherwise complied with 
§ 1.471–4 (as contained in the 26 CFR 
part 1 edition revised April 1, 1993). For 
purposes of this paragraph (d), a rea-
sonable position as to the application 
of section 263A is a position consistent 
with the temporary regulations, rev-
enue rulings, revenue procedures, no-
tices, and announcements concerning 
section 263A applicable in taxable years 
beginning before January 1, 1994. (See 
§ 601.601(d)(2)(ii)(b) of this chapter.) 

[T.D. 6500, 25 FR 11725, Nov. 26, 1960, as 
amended by T.D. 8482, 58 FR 42233, Aug. 9, 
1993] 
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§ 1.471–5 Inventories by dealers in se-
curities. 

A dealer in securities who in his 
books of account regularly inventories 
unsold securities on hand either— 

(a) At cost, 
(b) At cost or market, whichever is 

lower, or 
(c) At market value, 

may make his return upon the basis 
upon which his accounts are kept, pro-
vided that a description of the method 
employed is included in or attached to 
the return, that all the securities are 
inventoried by the same method, and 
that such method is adhered to in sub-
sequent years, unless another method 
is authorized by the Commissioner pur-
suant to a written application therefor 
filed as provided in paragraph (e) of 
§ 1.446–1. A dealer in securities in whose 
books of account separate computa-
tions of the gain or loss from the sale 
of the various lots of securities sold are 
made on the basis of the cost of each 
lot shall be regarded, for the purposes 
of this section, as regularly 
inventorying his securities at cost. For 
the purposes of this section, a dealer in 
securities is a merchant of securities, 
whether an individual, partnership, or 
corporation, with an established place 
of business, regularly engaged in the 
purchase of securities and their resale 
to customers; that is, one who as a 
merchant buys securities and sells 
them to customers with a view to the 
gains and profits that may be derived 
therefrom. If such business is simply a 
branch of the activities carried on by 
such person, the securities inventoried 
as provided in this section may include 
only those held for purposes of resale 
and not for investment. Taxpayers who 
buy and sell or hold securities for in-
vestment or speculation, irrespective 
of whether such buying or selling con-
stitutes the carrying on of a trade or 
business, and officers of corporations 
and members of partnerships who in 
their individual capacities buy and sell 
securities, are not dealers in securities 
within the meaning of this section. See 
§§ 1.263A–1 and 1.263A–3 for rules regard-
ing the treatment of costs with respect 
to property acquired for resale. 

[T.D. 6500, 25 FR 11725, Nov. 26, 1960, as 
amended by T.D. 8131, 52 FR 10084, Mar. 30, 
1987; T.D. 8482, 58 FR 42234, Aug. 9, 1993] 

§ 1.471–6 Inventories of livestock rais-
ers and other farmers. 

(a) A farmer may make his return 
upon an inventory method instead of 
the cash receipts and disbursements 
method. It is optional with the tax-
payer which of these methods of ac-
counting is used but, having elected 
one method, the option so exercised 
will be binding upon the taxpayer for 
the year for which the option is exer-
cised and for subsequent years unless 
another method is authorized by the 
Commissioner as provided in paragraph 
(e) of § 1.446–1. 

(b) In any change of accounting 
method from the cash receipts and dis-
bursements method to an inventory 
method, adjustments shall be made as 
provided in section 481 (relating to ad-
justments required by change in meth-
od of accounting) and the regulations 
thereunder. 

(c) Because of the difficulty of 
ascertaining actual cost of livestock 
and other farm products, farmers who 
render their returns upon an inventory 
method may value their inventories ac-
cording to the ‘‘farm-price method’’, 
and farmers raising livestock may 
value their inventories of animals ac-
cording to either the ‘‘farm-price 
method’’ or the ‘‘unit-livestock-price 
method’’. In addition, these inventory 
methods may be used to account for 
the costs of property produced in a 
farming business that are required to 
be capitalized under section 263A re-
gardless of whether the property being 
produced is otherwise treated as inven-
tory by the taxpayer, and regardless of 
whether the taxpayer is otherwise 
using the cash or an accrual method of 
accounting. 

(d) The ‘‘farm-price method’’ pro-
vides for the valuation of inventories 
at market price less direct cost of dis-
position. If this method of valuation is 
used, it generally must be applied to 
all property produced by the taxpayer 
in the trade or business of farming, ex-
cept as to livestock accounted for, at 
the taxpayer’s election, under the unit 
livestock method of accounting. How-
ever, see § 1.263A–4(c)(3) for an excep-
tion to this rule. If the use of the 
‘‘farm-price method’’ of valuing inven-
tories for any taxable year involves a 
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change in method of valuing inven-
tories from that employed in prior 
years, permission for such change shall 
first be secured from the Commissioner 
as provided in paragraph (e) of § 1.446–1. 

(e) The ‘‘unit-livestock-price meth-
od’’ provides for the valuation of the 
different classes of animals in the in-
ventory at a standard unit price for 
each animal within a class. A livestock 
raiser electing this method of valuing 
his animals must adopt a reasonable 
classification of the animals in his in-
ventory with respect to the age and 
kind included so that the unit prices 
assigned to the several classes will rea-
sonably account for the normal costs 
incurred in producing the animals 
within such classes. Thus, if a cattle 
raiser determines that it costs approxi-
mately $15 to produce a calf, and $7.50 
each year to raise the calf to maturity, 
his classifications and unit prices 
would be as follows: Calves, $15; year-
lings, $22.50; 2-year olds, $30; mature 
animals, $37.50. The classification se-
lected by the livestock raiser, and the 
unit prices assigned to the several 
classes, are subject to approval by the 
district director upon examination of 
the taxpayer’s return. 

(f) A taxpayer that elects to use the 
‘‘unit-livestock-price method’’ must 
apply it to all livestock raised, whether 
for sale or for draft, breeding, or dairy 
purposes. The inventoriable costs of 
animals raised for draft, breeding, or 
dairy purposes can, at the election of 
the livestock raiser, be included in in-
ventory or treated as property used in 
a trade or business subject to deprecia-
tion after maturity. See § 1.263A–4 for 
rules regarding the computation of 
inventoriable costs for purposes of the 
unit-livestock-price method. Once es-
tablished, the methods of accounting 
used by the taxpayer to determine unit 
prices and to classify animals must be 
consistently applied in all subsequent 
taxable years. A taxpayer that uses the 
unit-livestock-price method must an-
nually reevaluate its unit prices and 
adjust the prices either upward to re-
flect increases, or downward to reflect 
decreases, in the costs of raising live-
stock. The consent of the Commis-
sioner is not required to make such up-
ward or downward adjustments. No 
other changes in the classification of 

animals or unit prices may be made 
without the consent of the Commis-
sioner. See § 1.446–1(e) for procedures for 
obtaining the consent of the Commis-
sioner. The provisions of this para-
graph (f) apply to taxable years ending 
after October 28, 2002. 

(g) A livestock raiser who uses the 
‘‘unit-livestock-price method’’ must in-
clude in his inventory at cost any live-
stock purchased, except that animals 
purchased for draft, breeding, or dairy 
purposes can, at the election of the 
livestock raiser, be included in inven-
tory or be treated as property used in a 
trade or business subject to deprecia-
tion after maturity. If the animals pur-
chased are not mature at the time of 
purchase, the cost should be increased 
at the end of each taxable year in ac-
cordance with the established unit 
prices, except that no increase is to be 
made in the taxable year of purchase if 
the animal is acquired during the last 
six months of that year. If the records 
maintained permit identification of a 
purchased animal, the cost of such ani-
mal will be eliminated from the closing 
inventory in the event of its sale or 
loss. Otherwise, the first-in, first-out 
method of valuing inventories must be 
applied. 

(h) If a taxpayer using the ‘‘farm- 
price method’’ desires to adopt the 
‘‘unit-livestock-price method’’ in val-
uing his inventories of livestock, per-
mission for the change shall first be se-
cured from the Commissioner as pro-
vided in paragraph (e) of § 1.446–1. How-
ever, a taxpayer who has filed returns 
on the basis of inventories at cost, or 
cost or market whichever is lower, may 
adopt the ‘‘unit-livestock-price meth-
od’’ for valuing his inventories of live-
stock without formal application for 
permission, but the classifications and 
unit prices selected are subject to ap-
proval by the district director upon ex-
amination of the taxpayer’s return. A 
livestock raiser who has adopted a con-
stant unit-price method of valuing 
livestock inventories and filed returns 
on that basis will be considered as hav-
ing elected the ‘‘unit-livestock-price 
method’’. 

(i) If returns have been made in 
which the taxable income has been 
computed upon incomplete inventories, 
the abnormality should be corrected by 
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submitting with the return for the cur-
rent taxable year a statement for the 
preceding taxable year. In this state-
ment such adjustments shall be made 
as are necessary to bring the closing 
inventory for the preceding taxable 
year into agreement with the opening 
complete inventory for the current tax-
able year. If necessary clearly to re-
flect income, similar adjustments may 
be made as at the beginning of the pre-
ceding year or years, and the tax, if 
any be due, shall be assessed and paid 
at the rate of tax in effect for such 
year or years. 

[T.D. 6500, 25 FR 11726, Nov. 26, 1960, as 
amended by T.D. 8131, 52 FR 10084, Mar. 30, 
1987; T.D. 8729, 62 FR 44551, Aug. 22, 1997; T.D. 
8897, 65 FR 50650, Aug. 21, 2000; T.D. 9019, 67 
FR 65698, Oct. 28, 2002] 

§ 1.471–7 Inventories of miners and 
manufacturers. 

A taxpayer engaged in mining or 
manufacturing who by a single process 
or uniform series of processes derives a 
product of two or more kinds, sizes, or 
grades, the unit cost of which is sub-
stantially alike, and who in conformity 
to a recognized trade practice allocates 
an amount of cost to each kind, size, or 
grade of product, which in the aggre-
gate will absorb the total cost of pro-
duction, may, with the consent of the 
Commissioner, use such allocated cost 
as a basis for pricing inventories, pro-
vided such allocation bears a reason-
able relation to the respective selling 
values of the different kinds, sizes, or 
grades of product. See section 472 as to 
last-in, first-out inventories. 

[T.D. 6500, 25 FR 11726, Nov. 26, 1960] 

§ 1.471–8 Inventories of retail mer-
chants. 

(a) Retail merchants who employ 
what is known as the ‘‘retail method’’ 
of pricing inventories may make their 
returns upon that method, provided 
that the use of such method is des-
ignated upon the return, that accurate 
accounts are kept, and that such meth-
od is consistently adhered to unless a 
change is authorized by the Commis-
sioner as provided in paragraph (e) of 
§ 1.446–1. Under the retail method the 
total of the retail selling prices of the 
goods on hand at the end of the year in 
each department or of each class of 

goods is reduced to approximate cost 
by deducting therefrom an amount 
which bears the same ratio to such 
total as— 

(1) The total of the retail selling 
prices of the goods included in the 
opening inventory plus the retail sell-
ing prices of the goods purchased dur-
ing the year, with proper adjustment 
to such selling prices for all mark-ups 
and mark-downs, less 

(2) The cost of the goods included in 
the opening inventory plus the cost of 
the goods purchased during the year, 
bears to (1). 
The result should represent as accu-
rately as may be the amounts added to 
the cost price of the goods to cover 
selling and other expenses of doing 
business and for the margin of profit. 
See §§ 1.263A–1 and 1.263A–3 for rules re-
garding the computation of costs with 
respect to property acquired for resale. 

(b) For further adjustments to be 
made in the case of a retail merchant 
using the last-in, first-out inventory 
method authorized by section 472, see 
paragraph (k) of § 1.472–1. 

(c) A taxpayer maintaining more 
than one department in his store or 
dealing in classes of goods carrying dif-
ferent percentages of gross profit 
should not use a percentage of profit 
based upon an average of his entire 
business, but should compute and use 
in valuing his inventory the proper per-
centages for the respective depart-
ments or classes of goods. 

(d) A taxpayer (other than one using 
the last-in, first-out inventory method) 
who previously has determined inven-
tories in accordance with the retail 
method, except that, to obtain a basis 
of approximate cost or market, which-
ever is lower, has consistently and uni-
formly followed the practice of adjust-
ing the retail selling prices of the 
goods included in the opening inven-
tory and purchased during the taxable 
year for mark-ups but not for mark- 
downs, may continue such practice 
subject to the conditions prescribed in 
this section. The adjustments must be 
bona fide and consistent and uniform. 
Where mark-downs are not included in 
the adjustments, mark-ups made to 
cancel or correct mark-downs shall not 
be included; and the mark-ups included 
must be reduced by the mark-downs 
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made to cancel or correct such mark- 
ups. 

(e) In no event shall mark-downs not 
based on actual reduction of retail sale 
prices, such as mark-downs based on 
depreciation and obsolescence, be rec-
ognized in determining the retail sell-
ing prices of the goods on hand at the 
end of the taxable year. 

(f) A taxpayer (other than one using 
the last-in, first-out inventory method) 
who previously has determined inven-
tories without following the practice of 
eliminating mark-downs in making ad-
justments to retail selling prices may 
adopt such practice, provided permis-
sion to do so is obtained in accordance 
with, and subject to the terms provided 
by, paragraph (e) of § 1.446–1. A tax-
payer filing a first return of income 
may adopt such practice subject to ap-
proval by the district director upon ex-
amination of the return. 

(g) A taxpayer using the last-in, first- 
out inventory method in conjunction 
with retail computations must adjust 
retail selling prices for mark-downs as 
well as mark-ups, in order that there 
may be reflected the approximate cost 
of the goods on hand at the end of the 
taxable year regardless of market val-
ues. 

[T.D. 6500, 25 FR 11726, Nov. 26, 1960, as 
amended by T.D. 8131, 52 FR 10084, Mar. 30, 
1987; T.D. 8482, 58 FR 42234, Aug. 9, 1993] 

§ 1.471–9 Inventories of acquiring cor-
porations. 

For additional rules in the case of 
certain corporate acquisitions specified 
in section 381(a), see section 381(c)(5) 
and the regulations thereunder. 

[T.D. 6500, 25 FR 11727, Nov. 26, 1960] 

§ 1.471–10 Applicability of long-term 
contract methods. 

See § 1.460–2 for rules providing for 
the application of the long-term con-
tract methods to certain manufac-
turing contracts. 

[T.D. 8067, 51 FR 393, Jan. 6, 1986, as amended 
by T.D. 8929, 66 FR 2240, Jan. 11, 2001] 

§ 1.471–11 Inventories of manufactur-
ers. 

(a) Use of full absorption method of in-
ventory costing. In order to conform as 
nearly as may be possible to the best 

accounting practices and to clearly re-
flect income (as required by section 471 
of the Code), both direct and indirect 
production costs must be taken into 
account in the computation of 
inventoriable costs in accordance with 
the ‘‘full absorption’’ method of inven-
tory costing. Under the full absorption 
method of inventory costing produc-
tion costs must be allocated to goods 
produced during the taxable year, 
whether sold during the taxable year or 
in inventory at the close of the taxable 
year determined in accordance with 
the taxpayer’s method of identifying 
goods in inventory. Thus, the taxpayer 
must include as inventoriable costs all 
direct production costs and, to the ex-
tent provided by paragraphs (c) and (d) 
of this section, all indirect production 
costs. For purposes of this section, the 
term ‘‘financial reports’’ means finan-
cial reports (including consolidated fi-
nancial statements) to shareholders, 
partners, beneficiaries or other propri-
etors and for credit purposes. See also 
§ 1.263A–1T with respect to the treat-
ment of production costs incurred in 
taxable years beginning after Decem-
ber 31, 1986, and before January 1, 1994. 
See also §§ 1.263A–1 and 1.263A–2 with 
respect to the treatment of production 
costs incurred in taxable years begin-
ning after December 31, 1993. 

(b) Production costs—(1) In general. 
Costs are considered to be production 
costs to the extent that they are inci-
dent to and necessary for production or 
manufacturing operations or processes. 
Production costs include direct produc-
tion costs and fixed and variable indi-
rect production costs. 

(2) Direct production costs. (i) Costs 
classified as ‘‘direct production costs’’ 
are generally those costs which are in-
cident to and necessary for production 
or manufacturing operations or proc-
esses and are components of the cost of 
either direct material or direct labor. 
Direct material costs include the cost 
of those materials which become an in-
tegral part of the specific product and 
those materials which are consumed in 
the ordinary course of manufacturing 
and can be identified or associated with 
particular units or groups of units of 
that product. See § 1.471–3 for the ele-
ments of direct material costs. Direct 
labor costs include the cost of labor 
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which can be identified or associated 
with particular units or groups of units 
of a specific product. The elements of 
direct labor costs include such items as 
basic compensation, overtime pay, va-
cation and holiday pay, sick leave pay 
(other than payments pursuant to a 
wage continuation plan under section 
105(d)), shift differential, payroll taxes 
and payments to a supplemental unem-
ployment benefit plan paid or incurred 
on behalf of employees engaged in di-
rect labor. For the treatment of rework 
labor, scrap, spoilage costs, and any 
other costs not specifically described 
as direct production costs see § 1.471– 
11(c)(2). 

(ii) Under the full absorption method, 
a taxpayer must take into account all 
items of direct production cost in his 
inventoriable costs. Nevertheless, a 
taxpayer will not be treated as using 
an incorrect method of inventory cost-
ing if he treats any direct production 
costs as indirect production costs, pro-
vided such costs are allocated to the 
taxpayer’s ending inventory to the ex-
tent provided by paragraph (d) of this 
section. Thus, for example, a taxpayer 
may treat direct labor costs as part of 
indirect production costs (for example, 
by use of the conversion cost method), 
provided all such costs are allocated to 
ending inventory to the extent pro-
vided by paragraph (d) of this section. 

(3) Indirect production costs—(i) In gen-
eral. The term ‘‘indirect production 
costs’’ includes all costs which are inci-
dent to and necessary for production or 
manufacturing operations or processes 
other than direct production costs (as 
defined in subparagraph (2) of this 
paragraph). Indirect production costs 
may be classified as to kind or type in 
accordance with acceptable accounting 
principles so as to enable convenient 
identification with various production 
or manufacturing activities or func-
tions and to facilitate reasonable 
groupings of such costs for purposes of 
determining unit product costs. 

(ii) Fixed and variable classifications. 
For purposes of this section, fixed indi-
rect production costs are generally 
those costs which do not vary signifi-
cantly with changes in the amount of 
goods produced at any given level of 
production capacity. These fixed costs 
may include, among other costs, rent 

and property taxes on buildings and 
machinery incident to and necessary 
for manufacturing operations or proc-
esses. On the other hand, variable indi-
rect production costs are generally 
those costs which do vary significantly 
with changes in the amount of goods 
produced at any given level of produc-
tion capacity. These variable costs 
may include, among other costs, indi-
rect materials, factory janitorial sup-
plies, and utilities. Where a particular 
cost contains both fixed and variable 
elements, these elements should be 
segregated into fixed and variable clas-
sifications to the extent necessary 
under the taxpayer’s method of alloca-
tion, such as for the application of the 
practical capacity concept (as de-
scribed in paragraph (d) (4) of this sec-
tion). 

(c) Certain indirect and production 
costs—(1) General rule. Except as pro-
vided in paragraph (c)(3) of this section 
and in paragraph (d)(6)(v) of § 1.451–3, in 
order to determine whether indirect 
production costs referred to in para-
graph (b) of this section must be in-
cluded in a taxpayer’s computation of 
the amount of inventoriable costs, 
three categories of costs have been pro-
vided in subparagraph (2) of this para-
graph. Costs described in subparagraph 
(2)(i) of this paragraph must be in-
cluded in the taxpayer’s computation 
of the amount of inventoriable costs, 
regardless of their treatment by the 
taxpayer in his financial reports. Costs 
described in subparagraph (2)(ii) of this 
paragraph need not enter into the tax-
payer’s computation of the amount of 
inventoriable costs, regardless of their 
treatment by the taxpayer in his finan-
cial reports. Costs described in sub-
paragraph (2)(iii) of this paragraph 
must be included in or excluded from 
the taxpayer’s computation of the 
amount inventoriable costs in accord-
ance with the treatment of such costs 
by the taxpayer in his financial reports 
and generally accepted accounting 
principles. For the treatment of indi-
rect production costs described in sub-
paragraph (2) of this paragraph in the 
case of a taxpayer who is not using 
comparable methods of accounting for 
such costs for tax and financial report-
ing see paragraph (c)(3) of this section. 
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For contracts entered into after De-
cember 31, 1982, notwithstanding this 
section, taxpayers who use an inven-
tory method of accounting for extended 
period long-term contracts (as defined 
in paragraph (b)(3) of § 1.451–3) for tax 
purposes may be required to use the 
cost allocation rules provided in para-
graph (d)(6) of § 1.451–3 rather than the 
cost allocation rules provided in this 
section. See paragraph (d)(6)(v) of 
§ 1.451–3. After a taxpayer has deter-
mined which costs must be treated as 
indirect production costs includible in 
the computation of the amount of 
inventoriable costs, such costs must be 
allocated to a taxpayer’s ending inven-
tory in a manner prescribed by para-
graph (d) of this section. 

(2) Includibility of certain indirect pro-
duction costs—(i) Indirect production 
costs included in inventoriable costs. 
Indirect production costs which must 
enter into the computation of the 
amount of inventoriable costs (regard-
less of their treatment by a taxpayer in 
his financial reports) include: 

(a) Repair expenses, 
(b) Maintenance, 
(c) Utilities, such as heat, power and 

light, 
(d) Rent, 
(e) Indirect labor and production su-

pervisory wages, including basic com-
pensation, overtime pay, vacation and 
holiday pay, sick leave pay (other than 
payments pursuant to a wage continu-
ation plan under section 105(d), shift 
differential, payroll taxes and con-
tributions to a supplemental unem-
ployment benefit plan, 

(f) Indirect materials and supplies, 
(g) Tools and equipment not capital-

ized, and 
(h) Costs of quality control and in-

spection, 

to the extent, and only to the extent, 
such costs are incident to and nec-
essary for production or manufacturing 
operations or processes. 

(ii) Costs not included in inventoriable 
costs. Costs which are not required to 
be included for tax purposes in the 
computation of the amount of 
inventoriable costs (regardless of their 
treatment by a taxpayer in his finan-
cial reports) include: 

(a) Marketing expenses, 
(b) Advertising expenses, 

(c) Selling expenses, 
(d) Other distribution expenses, 
(e) Interest, 
(f) Research and experimental ex-

penses including engineering and prod-
uct development expenses, 

(g) Losses under section 165 and the 
regulations thereunder, 

(h) Percentage depletion in excess of 
cost depletion, 

(i) Depreciation and amortization re-
ported for Federal income tax purposes 
in excess of depreciation reported by 
the taxpayer in his financial reports, 

(j) Income taxes attributable to in-
come received on the sale of inventory, 

(k) Pension contributions to the ex-
tent that they represent past services 
cost, 

(l) General and administrative ex-
penses incident to and necessary for 
the taxpayer’s activities as a whole 
rather than to production or manufac-
turing operations or processes, and 

(m) Salaries paid to officers attrib-
utable to the performance of services 
which are incident to and necessary for 
the taxpayer’s activities taken as a 
whole rather than to production or 
manufacturing operations or processes. 

Notwithstanding the preceding sen-
tence, if a taxpayer consistently in-
cludes in his computation of the 
amount of inventoriable costs any of 
the costs described in the preceding 
sentence, a change in such method of 
inclusion shall be considered a change 
in method of accounting within the 
meaning of sections 446, 481, and para-
graph (e)(4) of this section. 

(iii) Indirect production costs includible 
in inventoriable costs depending upon 
treatment in taxpayer’s financial reports. 
In the case of costs listed in this sub-
division, the inclusion or exclusion of 
such costs from the amount of 
inventoriable costs for purposes of a 
taxpayer’s financial reports shall de-
termine whether such costs must be in-
cluded in or excluded from the com-
putation of inventoriable costs for tax 
purposes, but only if such treatment is 
not inconsistent with generally accept-
ed accounting principles. In the case of 
costs which are not included in subdivi-
sion (i) or (ii) of this subparagraph, nor 
listed in this subdivision, whether such 
costs must be included in or excluded 
from the computation of inventoriable 
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costs for tax purposes depends upon the 
extent to which such costs are similar 
to costs included in subdivision (i) or 
(ii), and if such costs are dissimilar to 
costs in subdivision (i) or (ii), such 
costs shall be treated as included in or 
excludable from the amount of 
inventoriable costs in accordance with 
this subdivision. The costs listed in 
this subdivision are: 

(a) Taxes. Taxes otherwise allowable 
as a deduction under section 164 (other 
than State and local and foreign in-
come taxes) attributable to assets inci-
dent to and necessary for production or 
manufacturing operations or processes. 
Thus, for example, the cost of State 
and local property taxes imposed on a 
factory or other production facility 
and any State and local taxes imposed 
on inventory must be included in or ex-
cluded from the computation of the 
amount of inventoriable costs for tax 
purposes depending upon their treat-
ment by a taxpayer in his financial re-
ports. 

(b) Depreciation and depletion. Depre-
ciation reported in financial reports 
and cost depletion on assets incident to 
and necessary for production or manu-
facturing operations or processes. In 
computing cost depletion under this 
section, the adjusted basis of such as-
sets shall be reduced by cost depletion 
and not by percentage depletion taken 
thereon. 

(c) Employee benefits. Pension and 
profit-sharing contributions rep-
resenting current service costs other-
wise allowable as a deduction under 
section 404, and other employee bene-
fits incurred on behalf of labor incident 
to and necessary for production or 
manufacturing operations or processes. 
These other benefits include work-
men’s compensation expenses, pay-
ments under a wage continuation plan 
described in section 105(d), amounts of 
a type which would be includible in the 
gross income of employees under non- 
qualified pension, profit-sharing and 
stock bonus plans, premiums on life 
and health insurance and miscella-
neous benefits provided for employees 
such as safety, medical treatment, caf-
eteria, recreational facilities, member-
ship dues, etc., which are otherwise al-
lowable as deductions under chapter 1 
of the Code. 

(d) Costs attributable to strikes, rework 
labor, scrap and spoilage. Costs attrib-
utable to rework labor, scrap and spoil-
age which are incident to and nec-
essary for production or manufacturing 
operations or processes and costs at-
tributable to strikes incident to pro-
duction or manufacturing operation or 
processes. 

(e) Factory administrative expenses. Ad-
ministrative costs of production (but 
not including any cost of selling or any 
return on capital) incident to and nec-
essary for production or manufacturing 
operations or processes. 

(f) Officers’ salaries. Salaries paid to 
officers attributable to services per-
formed incident to and necessary for 
production or manufacturing oper-
ations or processes. 

(g) Insurance costs. Insurance costs in-
cident to and necessary for production 
or manufacturing operations or proc-
esses such as insurance on production 
machinery and equipment. A change in 
the taxpayer’s treatment in his finan-
cial reports of costs described in this 
subdivision which results in a change 
in treatment of such costs for tax pur-
poses shall constitute a change in 
method of accounting within the mean-
ing of sections 446 and 481 to which 
paragraph (e) applies. 

(3) Exception. Except as provided in 
paragraph (d)(6) of § 1.451–3, in the case 
of a taxpayer whose method of ac-
counting for production costs in his fi-
nancial reports is not comparable to 
his method of accounting for such costs 
for tax purposes (such as a taxpayer 
using the prime cost method for pur-
poses of financial reports), the fol-
lowing rules apply: 

(i) Indirect production costs included in 
inventoriable costs. Indirect production 
costs which must enter into the com-
putation of the amount of 
inventoriable costs (to the extent, and 
only to the extent, such costs are inci-
dent to and necessary for production or 
manufacturing operations or processes) 
include: 

(a) Repair expenses, 
(b) Maintenance, 
(c) Utilities, such as heat, power and 

light, 
(d) Rent, 
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(e) Indirect labor and production su-
pervisory wages, including basic com-
pensation, overtime pay, vacation and 
holiday pay, sick leave pay (other than 
payments pursuant to a wage continu-
ation plan under section 105(d)), shift 
differential, payroll taxes and con-
tributions to a supplemental unem-
ployment benefit plan, 

(f) Indirect materials and supplies, 
(g) Tools and equipment not capital-

ized, 
(h) Costs of quality control and in-

spection, 
(i) Taxes otherwise allowable as a de-

duction under section 164 (other than 
State and local and foreign income 
taxes), 

(j) Depreciation and amortization re-
ported for financial purposes and cost 
depletion, 

(k) Administrative costs of produc-
tion (but not including any cost of sell-
ing or any return on capital) incident 
to and necessary for production or 
manufacturing operations or processes, 

(l) Salaries paid to officers attrib-
utable to services performed incident 
to and necessary for production or 
manufacturing operations or processes, 
and 

(m) Insurance costs incident to and 
necessary for production or manufac-
turing operations or processes such as 
insurance on production machinery 
and equipment. 

(ii) Costs not included in inventoriable 
costs. Costs which are not required to 
be included in the computation of the 
amount of inventoriable costs include: 

(a) Marketing expenses, 
(b) Advertising expenses, 
(c) Selling expenses, 
(d) Other distribution expenses, 
(e) Interest, 
(f) Research and experimental ex-

penses including engineering and prod-
uct development expenses, 

(g) Losses under section 165 and the 
regulations thereunder, 

(h) Percentage depletion in excess of 
cost depletion, 

(i) Depreciation reported for Federal 
income tax purposes in excess of depre-
ciation reported by the taxpayer in his 
financial reports, 

(j) Income taxes attributable to in-
come received on the sale of inventory, 

(k) Pension and profit-sharing con-
tributions representing either past 
service costs or representing current 
service costs otherwise allowable as a 
deduction under section 404, and other 
employee benefits incurred on behalf of 
labor. These other benefits include 
workmen’s compensation expenses, 
payments under a wage continuation 
plan described in section 105(d), 
amounts of a type which would be in-
cludible in the gross income of employ-
ees under nonqualified pension, profit- 
sharing and stock bonus plans, pre-
miums on life and health insurance and 
miscellaneous benefits provided for em-
ployees such as safety, medical treat-
ment, cafeteria, recreational facilities, 
membership dues, etc., which are oth-
erwise allowable as deductions under 
chapter 1 of the Code, 

(l) Cost attributable to strikes, re-
work labor, scrap and spoilage, 

(m) General and administrative ex-
penses incident to and necessary for 
the taxpayer’s activities as a whole 
rather than to production or manufac-
turing operations or processes, and 

(n) Salaries paid to officers attrib-
utable to the performance of services 
which are incident to and necessary for 
the taxpayer’s activities as a whole 
rather than to production or manufac-
turing operations or processes. 

(d) Allocation methods—(1) In general. 
Indirect production costs required to 
be included in the computation of the 
amount of inventoriable costs pursuant 
to paragraphs (b) and (c) of this para-
graph must be allocated to goods in a 
taxpayer’s ending inventory (deter-
mined in accordance with the tax-
payer’s method of identification) by 
the use of a method of allocation which 
fairly apportions such costs among the 
various items produced. Acceptable 
methods for allocating indirect produc-
tion costs to the cost of goods in the 
ending inventory include the manufac-
turing burden rate method and the 
standard cost method. In addition, the 
practical capacity concept can be used 
in conjunction with either the manu-
facturing burden rate or standard cost 
method. 
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(2) Manufacturing burden rate meth-
od—(i) In general. Manufacturing bur-
den rates may be developed in accord-
ance with acceptable accounting prin-
ciples and applied in a reasonable man-
ner. In developing a manufacturing 
burden rate, the factors described in 
paragraph (d)(2)(ii) of this section may 
be taken into account. Furthermore, if 
the taxpayer chooses, he may allocate 
different indirect production costs on 
the basis of different manufacturing 
burden rates. Thus, for example, the 
taxpayer may use one burden rate for 
allocating rent and another burden 
rate for allocating utilities. The meth-
od used by the taxpayer in allocating 
such costs in his financial reports shall 
be given great weight in determining 
whether the taxpayer’s method em-
ployed for tax purposes fairly allocates 
indirect production costs to the ending 
inventory. Any change in a manufac-
turing burden rate which is merely a 
periodic adjustment to reflect current 
operating conditions, such as increases 
in automation or changes in operation, 
does not constitute a change in method 
of accounting under section 446. How-
ever, a change in the concept upon 
which such rates are developed does 
constitute a change in method of ac-
counting requiring the consent of the 
Commissioner. The taxpayer shall 
maintain adequate records and work-
ing papers to support all manufac-
turing burden rate calculations. 

(ii) Development of manufacturing bur-
den rate. The following factors, among 
others, may be taken into account in 
developing manufacturing burden 
rates: 

(a) The selection of an appropriate 
level of activity and period of time 
upon which to base the calculation of 
rates which will reflect operating con-
ditions for purposes of the unit costs 
being determined; 

(b) The selection of an appropriate 
statistical base such as direct labor 
hours, direct labor dollars, or machine 
hours, or a combination thereof, upon 
which to apply the overhead rate to de-
termine production costs; and 

(c) The appropriate budgeting, classi-
fication and analysis of expenses (for 
example, the analysis of fixed and vari-
able costs). 

(iii) Operation of the manufacturing 
burden rate method. (a) The purpose of 
the manufacturing burden rate method 
used in conjunction with the full ab-
sorption method of inventory costing is 
to allocate an appropriate amount of 
indirect production costs to a tax-
payer’s goods in ending inventory by 
the use of predetermined rates in-
tended to approximate the actual 
amount of indirect production costs in-
curred. Accordingly, the proper use of 
the manufacturing burden rate method 
under this section requires that any 
net negative or net positive difference 
between the total predetermined 
amount of indirect production costs al-
located to the goods in ending inven-
tory and the total amount of indirect 
production costs actually incurred and 
required to be allocated to such goods 
(i.e., the under or over-applied burden) 
must be treated as an adjustment to 
the taxpayer’s ending inventory in the 
taxable year in which such difference 
arises. However, if such adjustment is 
not significant in amount in relation 
to the taxpayer’s total actual indirect 
production costs for the year then such 
adjustment need not be allocated to 
the taxpayer’s goods in ending inven-
tory unless such allocation is made in 
the taxpayer’s financial reports. The 
taxpayer must treat both positive and 
negative adjustments consistently. 

(b) Notwithstanding subdivision (a), 
the practical capacity concept may be 
used to determine the total amount of 
fixed indirect production costs which 
must be allocated to goods in ending 
inventory. See subparagraph (4) of this 
paragraph. 

(3) Standard cost method—(i) In gen-
eral. A taxpayer may use the so-called 
‘‘standard cost’’ method of allocating 
inventoriable costs to the goods in end-
ing inventory, provided he treats 
variances in accordance with the proce-
dures prescribed in paragraph (d)(3)(ii) 
of this section. The method used by the 
taxpayer in allocating such costs in his 
financial reports shall be given great 
weight in determining whether the tax-
payer’s method employed for tax pur-
poses fairly allocates indirect produc-
tion costs to the ending inventory. For 
purposes of this subparagraph, a ‘‘net 
positive overhead variance’’ shall mean 
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the excess of total standard (or esti-
mated) indirect production costs over 
total actual indirect production costs 
and a ‘‘net negative overhead vari-
ance’’ shall mean the excess of total 
actual indirect production costs over 
total standard (or estimated) indirect 
production costs. 

(ii) Treatment of variances. (a) The 
proper use of the standard cost method 
pursuant to this subparagraph requires 
that a taxpayer must reallocate to the 
goods in ending inventory a pro rata 
portion of any net negative or net posi-
tive overhead variances and any net 
negative or net positive direct produc-
tion cost variances. The taxpayer must 
apportion such variances among his 
various items in ending inventory. 
However, if such variances are not sig-
nificant in amount in relation to the 
taxpayer’s total actual indirect produc-
tion costs for the year then such 
variances need not be allocated to the 
taxpayer’s goods in ending inventory 
unless such allocation is made in the 
taxpayer’s financial reports. The tax-
payer must treat both positive and 
negative variances consistently. 

(b) Notwithstanding subdivision (a), 
the practical capacity concept may be 
used to determine the total amount of 
fixed indirect production costs which 
must be allocated to goods in ending 
inventory. See subparagraph (4) of this 
paragraph. 

(4) Practical capacity concept—(i) In 
general. Under the practical capacity 
concept, the percentage of practical ca-
pacity represented by actual produc-
tion (not greater than 100 percent), as 
calculated under subdivision (ii) of this 
subparagraph, is used to determine the 
total amount of fixed indirect produc-
tion costs which must be included in 
the taxpayer’s computation of the 
amount of inventoriable costs. The por-
tion of such costs to be included in the 
taxpayer’s computation of the amount 
of inventoriable costs is then combined 
with variable indirect production costs 
and both are allocated to the goods in 
ending inventory in accordance with 
this paragraph. See the example in sub-
division (ii)(d) of this subparagraph. 
The difference (if any) between the 
amount of all fixed indirect production 
costs and the fixed indirect production 
costs which are included in the com-

putation of the amount of 
inventoriable costs under the practical 
capacity concept is allowable as a de-
duction for the taxable year in which 
such difference occurs. 

(ii) Calculation of practical capacity— 
(a) In general. Practical capacity and 
theoretical capacity (as described in (c) 
of this subdivision) may be computed 
in terms of tons, pounds, yards, labor 
hours, machine hours, or any other 
unit of production appropriate to the 
cost accounting system used by a par-
ticular taxpayer. The determination of 
practical capacity and theoretical ca-
pacity should be modified from time to 
time to reflect a change in underlying 
facts and conditions such as increased 
output due to automation or other 
changes in plant operation. Such a 
change does not constitute a change in 
method of accounting under sections 
446 and 481. 

(b) Based upon taxpayer’s experience. 
In selecting an appropriate level of pro-
duction activity upon which to base 
the calculation of practical capacity, 
the taxpayer shall establish the pro-
duction operating conditions expected 
during the period for which the costs 
are being determined, assuming that 
the utilization of production facilities 
during operations will be approxi-
mately at capacity. This level of pro-
duction activity is frequently described 
as practical capacity for the period and 
is ordinarily based upon the historical 
experience of the taxpayer. For exam-
ple, a taxpayer operating on a 5-day, 8- 
hour basis may have a ‘‘normal’’ pro-
duction of 100,000 units a year based 
upon three years of experience. 

(c) Based upon theoretical capacity. 
Practical capacity may also be estab-
lished by the use of ‘‘theoretical’’ ca-
pacity, adjusted for allowances for esti-
mated inability to achieve maximum 
production, such as machine break-
down, idle time, and other normal 
work stoppages. Theoretical capacity 
is the level of production the manufac-
turer could reach if all machines and 
departments were operated continously 
at peak efficiency. 

(d) Example. The provisions of (c) of 
this subdivision may be illustrated by 
the following example: 

Corporation X operates a stamping plant 
with a theoretical capacity of 50 units per 
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hour. The plant actually operates 1960 hours 
per year based on an 8-hour day, 5 day week 
basis and 15 shutdown days for vacations and 
holidays. A reasonable allowance for down 
time (the time allowed for ordinary and nec-
essary repairs and maintenance) is 5 percent 
of practical capacity before reduction for 
down time. Assuming no loss of production 
during starting up, closing down, or em-
ployee work breaks, under these facts and 
circumstances X may properly make a prac-
tical capacity computation as follows: 
Practical capacity without allowance for down time 

based on theoretical capacity per hour is 
(1960×50) ............................................................... 98,000 

Reduction for down time (98,000×5 percent) ............ 4,900 
Practical capacity ....................................................... 93,100 

The 93,100 unit level of activity (i.e., prac-
tical capacity) would, therefore, constitute 
an appropriate base for calculating the 
amount of fixed indirect production costs to 
be included in the computation of the 
amount of inventoriable costs for the period 
under review. On this basis if only 76,000 
units were produced for the period, the effect 
would be that approximately 81.6 percent 
(76,000, the actual number of units produced, 
divided by 93,100, the maximum number of 
units producible at practical capacity) of the 
fixed indirect production costs would be in-
cluded in the computation of the amount of 
inventoriable costs during the year. The por-
tion of the fixed indirect production costs 
not so included in the computation of the 
amount of inventoriable costs would be de-
ductible in the year in which paid or in-
curred. Assume further that 7,600 units were 
on hand at the end of the taxable year and 
the 7,600 units were in the same proportion 
to the total units produced. Thus, 10 percent 
(7,600 units in inventory at the end of the 
taxable year, divided by 76,000, the actual 
number of units produced) of the fixed indi-
rect production costs included in the com-
putation of the amount of inventoriable 
costs (the above-mentioned 81.6 percent) and 
10 percent of the variable indirect production 
costs would be included in the cost of the 
goods in the ending inventory, in accordance 
with a method of allocation provided by this 
paragraph. 

(e) Transition to full absorption method 
of inventory costing—(1) In general—(i) 
Mandatory requirement. A taxpayer not 
using the full absorption method of in-
ventory costing, as prescribed by para-
graph (a) of this section, must change 
to that method. Any change to the full 
absorption method must be made by 
the taxpayer with respect to all trades 
or businesses of the taxpayer to which 
this section applies. A taxpayer not 
using the full absorption method of in-
ventory costing, as prescribed by para-

graph (a) of this section, who makes 
the special election provided in sub-
division (ii) of this subparagraph dur-
ing the transition period described in 
subdivision (ii) of this subparagraph 
need not change to the full absorption 
method of inventory costing for tax-
able years prior to the year for which 
such election is made. In determining 
whether the taxpayer is changing to a 
more or less inclusive method of inven-
tory costing, all positive and negative 
adjustments for all items and all trades 
or businesses of the taxpayer shall be 
aggregated. If the net adjustment is 
positive, paragraph (e)(3) shall apply, 
and if the net adjustment is negative, 
paragraph (e)(4) shall apply to the 
change. The rules otherwise prescribed 
in sections 446 and 481 and the regula-
tions thereunder shall apply to any 
taxpayer who fails to make the special 
election in subdivision (ii) of this sub-
paragraph. The transition rules of this 
paragraph are available only to those 
taxpayers who change their method of 
inventory costing. 

(ii) Special election during two-year- 
transition period. If a taxpayer elects to 
change to the full absorption method of 
inventory costing during the transition 
period provided herein, he may elect on 
Form 3115 to change to such full ab-
sorption method of inventory costing 
and, in so doing, employ the transition 
procedures and adopt any of the transi-
tion methods prescribed in subpara-
graph (3) of this paragraph. Such elec-
tion shall be made during the first 180 
days of any taxable year beginning on 
or after September 19, 1973 and before 
September 19, 1975 (i.e., the ‘‘transition 
period’’) and the change in inventory 
costing method shall be made for the 
taxable year in which the election is 
made. Notwithstanding the preceding 
sentence if the taxpayer’s prior returns 
have been examined by the Service 
prior to Sept. 19, 1973, and there is a 
pending issue involving the taxpayer’s 
method of inventory costing, the tax-
payer may request the application of 
this regulation by agreeing and filing a 
letter to that effect with the district 
director, within 90 days after Sep-
tember 19, 1973 to change to the full ab-
sorption method for the first taxable 
year of the taxpayer beginning after 
Sept. 19, 1973 and subsequently filing 
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Form 3115 within the first 180 days of 
such taxable year of change. 

(iii) Change initiated by the Commis-
sioner. A taxpayer who properly makes 
an election under subdivision (ii) of 
this subparagraph shall be considered 
to have made a change in method of ac-
counting not initiated by the taxpayer, 
notwithstanding the provisions of 
§ 1.481–1(c)(5). Thus, any of the tax-
payer’s ‘‘pre-1954 inventory balances’’ 
with respect to such inventory shall 
not be taken into account as an adjust-
ment under section 481. For purposes of 
this paragraph, a ‘‘pre-1954 inventory 
balance’’ is the net amount of the ad-
justments which would have been re-
quired if the taxpayer had made such 
change in his method of accounting 
with respect to his inventory in his 
first taxable year which began after 
December 31, 1953, and ended after Au-
gust 16, 1954. See section 481(a)(2) and 
§ 1.481–3. 

(2) Procedural rules for change. If a 
taxpayer makes an election pursuant 
to subparagraph (1)(ii) of this para-
graph, the Commissioner’s consent will 
be evidenced by a letter of consent to 
the taxpayer, setting forth the values 
of inventory, as provided by the tax-
payer, determined under the full ab-
sorption method of inventory costing, 
except to the extent that no deter-
mination of such values is necessary 
under subparagraph (3)(ii)(B) of this 
paragraph (the cut off method), the 
amount of the adjustments (if any) re-
quired to be taken into account by sec-
tion 481, and the treatment to be ac-
corded to any such adjustments. Such 
full absorption values shall be subject 
to verification on examination by the 
district director. The taxpayer shall 
preserve at his principal place of busi-
ness all records, data, and other evi-
dence relating to the full absorption 
values of inventory. 

(3) Transition methods. In the case of a 
taxpayer who properly makes an elec-
tion under subparagraph (1)(ii) of this 
paragraph during the transition pe-
riod— 

(i) 10-year adjustment period. Such 
taxpayer may elect to take any adjust-
ment required by section 481 with re-
spect to any inventory being revalued 
under the full absorption method into 
account ratably over a period des-

ignated by the taxpayer at the time of 
such election, not to exceed the lesser 
of 10 taxable years commencing with 
the year of transition or the number of 
years the taxpayer has been on the in-
ventory method from which he is 
changing. If the taxpayer dies or ceases 
to exist in a transaction other than one 
to which section 381(a) of the Code ap-
plies or if the taxpayer’s inventory (de-
termined under the full absorption 
method) on the last day of any taxable 
year is reduced (by other than a strike 
or involuntary conversion) by more 
than an amount equal to 331⁄3 percent 
of the taxpayer’s inventory (deter-
mined under the full absorption meth-
od) as of the beginning of the year of 
change, the entire amount of the sec-
tion 481 adjustment not previously 
taken into account in computing in-
come shall be taken into account in 
computing income for the taxable year 
in which such taxpayer so ceases to 
exist or such taxpayer’s inventory is so 
reduced. 

(ii) Additional rules for LIFO tax-
payers. A taxpayer who uses the LIFO 
method of inventory identification 
may either— 

(a) Employ the special transition 
rules described in subdivision (i) of this 
subparagraph. Accordingly, all LIFO 
layers must be revalued under the full 
absorption method and the section 481 
adjustment must be computed for all 
items in all layers in inventory, but no 
pre-1954 inventory balances shall be 
taken into account as adjustments 
under section 481; or 

(b)(1) Employ a cut-off method 
whereby the full absorption method is 
only applied in costing layers of inven-
tory acquired during all taxable years 
beginning with the year for which an 
election is made under subparagraph 
(e)(1)(ii). 

(2) In the case of a taxpayer using 
dollar value LIFO, employ a cut-off 
method whereby the taxpayer must 
use, for the year of change, the full ab-
sorption method in computing the base 
year cost and current cost of a dollar 
value inventory pool for the beginning 
of such year. The taxpayer shall not be 
required to recompute his LIFO inven-
tories based on the full absorption 
method for a taxable year beginning 
prior to the year of change to the full 
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absorption method. The base cost and 
layers of increment previously com-
puted shall be retained and treated as 
if such base cost and layers of incre-
ment had been computed under the 
method authorized by this section. The 
taxpayer shall use the year of change 
as the base year in applying the double 
extension method or other method ap-
proved by the Commissioner, instead of 
the earliest year for which he adopted 
the LIFO method for any items in the 
pool. 

(4) Transition to full absorption method 
of inventory costing from a method more 
inclusive of indirect production costs— 
(i) Taxpayer has not previously changed 
to his present method pursuant to sub-
paragraphs (1), (2), and (3) of this para-
graph. If a taxpayer wishes to change 
to the full absorption method of inven-
tory costing (as prescribed by para-
graph (a) of this section) from a meth-
od of inventory costing which is more 
inclusive of indirect production costs 
and he has not previously changed to 
his present method by use of the spe-
cial transition rules provided by sub-
paragraphs (1), (2) and (3) of this para-
graph, he may elect on Form 3115 to 
change to the full absorption method of 
inventory costing and, in so doing, 
take into account any resulting section 
481 adjustment generally over 10 tax-
able years commencing with the year 
of transition. The Commissioner’s con-
sent to such election will be evidenced 
by a letter of consent to the taxpayer 
setting forth the values of inventory, 
as provided by the taxpayer determined 
under the full absorption method of in-
ventory costing, except to the extent 
that no determination of such values is 
necessary under subparagraph (3)(ii)(b) 
of this paragraph, the amount of the 
adjustments (if any) required to be 
taken into account by section 481, and 
the treatment to be accorded such ad-
justments, subject to terms and condi-
tions specified by the Commissioner to 
prevent distortions of income. Such 
election must be made within the tran-
sition period described in subparagraph 
(1)(ii) of this paragraph. A change pur-
suant to this subparagraph shall be a 
change initiated by the taxpayer as 
provided by § 1.481–1(c)(5). Thus, any of 
the taxpayers ‘‘pre-1954 inventory bal-

ances’’ will be taken into account as an 
adjustment under section 481. 

(ii) Taxpayer has previously changed to 
his present method pursuant to subpara-
graph (1), (2), and (3) of this paragraph or 
would satisfy all the requirements of sub-
division (i) of this subparagraph but fails 
to elect within the transition period. If a 
taxpayer wishes to change to the full 
absorption method of inventory costing 
(as prescribed by paragraph (a) of this 
section) from a method of inventory 
costing which is more inclusive of indi-
rect production costs and he has pre-
viously changed to his present method 
pursuant to subparagraphs (1), (2), and 
(3) of this paragraph or he would sat-
isfy the requirements of subdivision (i) 
of this subparagraph but he fails to 
elect within the transition period, he 
must secure the consent of the Com-
missioner prior to making such change. 

[T.D. 7285, 38 FR 26185, Sept. 19, 1973, as 
amended by T.D. 8067, 51 FR 393, Jan. 6, 1986; 
T.D. 8131, 52 FR 10084, Mar. 30, 1987; T.D. 8482, 
58 FR 42234, Aug. 9, 1993] 

§ 1.472–1 Last-in, first-out inventories. 
(a) Any taxpayer permitted or re-

quired to take inventories pursuant to 
the provisions of section 471, and pur-
suant to the provisions of §§ 1.471–1 to 
1.471–9, inclusive, may elect with re-
spect to those goods specified in his ap-
plication and properly subject to inven-
tory to compute his opening and clos-
ing inventories in accordance with the 
method provided by section 472, this 
section, and § 1.472–2. Under this last-in, 
first-out (LIFO) inventory method, the 
taxpayer is permitted to treat those 
goods remaining on hand at the close 
of the taxable year as being: 

(1) Those included in the opening in-
ventory of the taxable year, in the 
order of acquisition and to the extent 
thereof, and 

(2) Those acquired during the taxable 
year. 

The LIFO inventory method is not de-
pendent upon the character of the busi-
ness in which the taxpayer is engaged, 
or upon the identity or want of iden-
tity through commingling of any of the 
goods on hand, and may be adopted by 
the taxpayer as of the close of any tax-
able year. 

(b) If the LIFO inventory method is 
used by a taxpayer who regularly and 
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consistently, in a manner similar to 
hedging on a futures market, matches 
purchases with sales, then firm pur-
chases and sales contracts (i.e., those 
not legally subject to cancellation by 
either party) entered into at fixed 
prices on or before the date of the in-
ventory may be included in purchases 
or sales, as the case may be, for the 
purpose of determining the cost of 
goods sold and the resulting profit or 
loss, provided that this practice is reg-
ularly and consistently adhered to by 
the taxpayer and provided that, in the 
opinion of the Commissioner, income is 
clearly reflected thereby. 

(c) A manufacturer or processor who 
has adopted the LIFO inventory meth-
od as to a class of goods may elect to 
have such method apply to the raw ma-
terials only (including those included 
in goods in process and in finished 
goods) expressed in terms of appro-
priate units. If such method is adopted, 
the adjustments are confined to costs 
of the raw material in the inventory 
and the cost of the raw material in 
goods in process and in finished goods 
produced by such manufacturer or 
processor and reflected in the inven-
tory. The provisions of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. Assume that the opening inven-
tory had 10 units of raw material, 10 units of 
goods in process, and 10 units of finished 
goods, and that the raw material cost was 6 
cents a unit, the processing cost 2 cents a 
unit, and overhead cost 1 cent a unit. For the 
purposes of this example, it is assumed that 
the entire amount of goods in process was 50 
percent processed. 

OPENING INVENTORY 

Raw ma-
terial 

Goods in 
process 

Finished 
goods 

Raw material $0.60 $0.60 $0.60 
Processing cost ................ .10 .20 
Overhead ................ .05 .10 

In the closing inventory there are 20 units of 
raw material, 6 units of goods in process, and 
8 units of finished goods and the costs were: 
Raw material 10 cents, processing cost 4 
cents, and overhead 1 cent. 

CLOSING INVENTORY 
[Based on cost and prior to adjustment] 

Raw ma-
terial 

Goods in 
process 

Finished 
goods 

Raw material $2.00 $0.60 $0.80 
Processing costs ................ .12 .32 
Overhead ................ .03 .08 

Total 2.00 .75 1.20 

There were 30 units of raw material in the 
opening inventory and 34 units in the closing 
inventory. The adjustment to the closing in-
ventory would be as follows: 

CLOSING INVENTORY AS ADJUSTED 

Raw ma-
terial 

Goods in 
process 

Finished 
goods 

Raw material: 
20 at 6 cents $1.20 ................ ................
6 at 6 cents ................ $0.36 ................
4 at 6 cents ................ ................ $0.24 
4 at 10 cents 1 ................ ................ .40 

Processing costs ................ .12 .32 
Overhead ................ .03 .08 

Total 1.20 .51 1.04 

1 This excess is subject to determination of price under sec-
tion 472(b)(1) and § 1.472–2. If the excess falls in goods in 
process, the same adjustment is applicable. 

The only adjustment to the closing inven-
tory is the cost of the raw material; the 
processing costs and overhead cost are not 
changed. 

Example 2. Assume that the opening inven-
tory had 5 units of raw material, 10 units of 
goods in process, and 20 units of finished 
goods, with the same prices as in Example 1, 
and that the closing inventory had 20 units 
of raw material, 20 units of goods in process, 
and 10 units of finished goods, with raw ma-
terial costs as in the closing inventory in Ex-
ample 1. The adjusted closing inventory 
would be as follows in so far as the raw ma-
terial is concerned: 
Raw material, 20 at 6 cents ...................................... $1.20 
Goods in process: 

15 at 6 cents ....................................................... .90 
5 at 10 cents 1 .................................................... .50 

Finished goods: 
None at 6 cents .................................................. 0.00 
10 at 10 cents 1 .................................................. 1.00 

1 This excess is subject to determination of price under sec-
tion 472(b)(1) and § 1.472–2. 

The 20 units of raw material in the raw state 
plus 15 units of raw material in goods in 
process make up the 35 units of raw material 
that were contained in the opening inven-
tory. 

(d) For the purposes of this section, 
raw material in the opening inventory 
must be compared with similar raw 
material in the closing inventory. 
There may be several types of raw ma-
terials, depending upon the character, 
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quality, or price, and each type of raw 
material in the opening inventory 
must be compared with a similar type 
in the closing inventory. 

(e) In the cotton textile industry 
there may be different raw materials 
depending upon marked differences in 
length of staple, in color or grade of 
the cotton. But where different staple 
lengths or grades of cotton are being 
used at different times in the same 
mill to produce the same class of 
goods, such differences would not nec-
essarily require the classification into 
different raw materials. 

(f) As to the pork packing industry a 
live hog is considered as being com-
posed of various raw materials, dif-
ferent cuts of a hog varying markedly 
in price and use. Generally a hog is 
processed into approximately 10 primal 
cuts and several miscellaneous arti-
cles. However, due to similarity in 
price and use, these may be grouped 
into fewer classifications, each group 
being classed as one raw material. 

(g) When the finished product con-
tains two or more different raw mate-
rials as in the case of cotton and rayon 
mixtures, each raw material is treated 
separately and adjustments made ac-
cordingly. 

(h) Upon written notice addressed to 
the Commissioner of Internal Revenue, 
Attention T:R, Washington, D.C. 20224 
by the taxpayer, a taxpayer who has 
heretofore adopted the LIFO inventory 
method in respect of any goods may 
adopt the method authorized in this 
section and limit the election to the 
raw material including raw materials 
entering into goods in process and in 
finished goods. If this method is adopt-
ed as to any specific goods, it must be 
used exclusively for such goods for any 
prior taxable year (not closed by agree-
ment) to which the prior election ap-
plies and for all subsequent taxable 
years, unless permission to change is 
granted by the Commissioner. 

(i) The election may also be limited 
to that phase in the manufacturing 
process where a product is produced 
that is recognized generally as a sal-
able product as, for example, in the 
textile industry where one phase of the 
process is the production of yarn. Since 
yarn is generally recognized as a sal-
able product, the election may be lim-

ited to that portion of the process 
when yarn is produced. In the case of 
copper and brass processors, the elec-
tion may be limited to the production 
of bars, plates, sheets, etc., although 
these may be further processed into 
other products. 

(j) The election may also apply to 
any one raw material, when two or 
more raw materials enter into the com-
position of the finished product; for ex-
ample, in the case of cotton and rayon 
yarn, the taxpayer may elect to inven-
tory the cotton only. However, a tax-
payer who has previously made an elec-
tion to use the LIFO inventory method 
may not later elect to exclude any raw 
materials that were covered by such 
previous election. 

(k) If a taxpayer using the retail 
method of pricing inventories, author-
ized by § 1.471–8, elects to use in connec-
tion therewith the LIFO inventory 
method authorized by section 472 and 
this section, the apparent cost of the 
goods on hand at the end of the year, 
determined pursuant to § 1.471–8, shall 
be adjusted to the extent of price 
changes therein taking place after the 
close of the preceding taxable year. 
The amount of any apparent inventory 
increase or decrease to be eliminated 
in this adjustment shall be determined 
by reference to acceptable price in-
dexes established to the satisfaction of 
the Commissioner. Price indexes pre-
pared by the United States Bureau of 
Labor Statistics which are applicable 
to the goods in question will be consid-
ered acceptable to the Commissioner. 
Price indexes which are based upon in-
adequate records, or which are not sub-
ject to complete and detailed audit 
within the Internal Revenue Service, 
will not be approved. 

(l) If a taxpayer uses consistently the 
so-called ‘‘dollar-value’’ method of 
pricing inventories, or any other meth-
od of computation established to the 
satisfaction of the Commissioner as 
reasonably adaptable to the purpose 
and intent of section 472 and this sec-
tion, and if such taxpayer elects under 
section 472 to use the LIFO inventory 
method authorized by such section, the 
taxpayer’s opening and closing inven-
tories shall be determined under sec-
tion 472 by the use of the appropriate 
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adaptation. See § 1.472–8 for rules relat-
ing to the use of the dollar-value meth-
od. 

[T.D. 6500, 25 FR 11727, Nov. 26, 1960, as 
amended by T.D. 6539, 26 FR 518, Jan. 20, 1961] 

§ 1.472–2 Requirements incident to 
adoption and use of LIFO inventory 
method. 

Except as otherwise provided in 
§ 1.472–1 with respect to raw material 
computations, with respect to retail in-
ventory computations, and with re-
spect to other methods of computation 
established to the satisfaction of the 
Commissioner as reasonably adapted to 
the purpose and intent of section 472, 
and in § 1.472–8 with respect to the 
‘‘dollar-value’’ method, the adoption 
and use of the LIFO inventory method 
is subject to the following require-
ments: 

(a) The taxpayer shall file an applica-
tion to use such method specifying 
with particularity the goods to which 
it is to be applied. 

(b) The inventory shall be taken at 
cost regardless of market value. 

(c) Goods of the specified type in-
cluded in the opening inventory of the 
taxable year for which the method is 
first used shall be considered as having 
been acquired at the same time and at 
a unit cost equal to the actual cost of 
the aggregate divided by the number of 
units on hand. The actual cost of the 
aggregate shall be determined pursuant 
to the inventory method employed by 
the taxpayer under the regulations ap-
plicable to the prior taxable year with 
the exception that restoration shall be 
made with respect to any writedown to 
market values resulting from the pric-
ing of former inventories. 

(d) Goods of the specified type on 
hand as of the close of the taxable year 
in excess of what were on hand as of 
the beginning of the taxable year shall 
be included in the closing inventory, 
regardless of identification with spe-
cific invoices and regardless of specific 
cost accounting records, at costs deter-
mined pursuant to the provisions of 
subparagraph (1) or (2) of this para-
graph, dependent upon the character of 
the transactions in which the taxpayer 
is engaged: 

(1)(i) In the case of a taxpayer en-
gaged in the purchase and sale of mer-

chandise, such as a retail grocer or 
druggist, or engaged in the initial pro-
duction of merchandise and its sale 
without processing, such as a miner 
selling his ore output without smelting 
or refining, such costs shall be deter-
mined— 

(a) By reference to the actual cost of 
the goods most recently purchased or 
produced; 

(b) By reference to the actual cost of 
the goods purchased or produced during 
the taxable year in the order of acqui-
sition; 

(c) By application of an average unit 
cost equal to the aggregate cost of all 
of the goods purchased or produced 
throughout the taxable year divided by 
the total number of units so purchased 
or produced, the goods reflected in such 
inventory increase being considered for 
the purposes of section 472 as having 
been acquired all at the same time; or 

(d) Pursuant to any other proper 
method which, in the opinion of the 
Commissioner, clearly reflects income. 

(ii) Whichever of the several methods 
of valuing the inventory increase is 
adopted by the taxpayer and approved 
by the Commissioner shall be consist-
ently adhered to in all subsequent tax-
able years so long as the LIFO inven-
tory method is used by the taxpayer. 

(iii) The application of subdivisions 
(i) and (ii) of this subparagraph may be 
illustrated by the following examples: 

Example 1. Suppose that the taxpayer 
adopts the LIFO inventory method for the 
taxable year 1957 with an opening inventory 
of 10 units at 10 cents per unit, that it makes 
1957 purchases of 10 units as follows: 
January ................................ 1 at $0.11= $0.11 
April ...................................... 2 at .12= .24 
July ....................................... 3 at .13= .39 
October ................................ 4 at .14= .56 

Totals ............................ 10 1.30 

and that it has a 1957 closing inventory of 15 
units. This closing inventory, depending 
upon the taxpayer’s method of valuing in-
ventory increases, will be computed as fol-
lows: 

(a) Most recent purchases— 
10 at $0.10 $1.00 

October ...................................... 4 at .14 .56 
July ............................................. 1 at .13 .13 

Totals .................................. 15 1.69 

(b) In order of acquisitions— 
10 at $0.10 $1.00 

January ...................................... 1 at .11 .11 
April ............................................ 2 at .12 .24 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00540 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



531 

Internal Revenue Service, Treasury § 1.472–2 

July ............................................. 2 at .13 .26 

Totals ............................... 15 1.61 

or 
(c) At an annual average— 

10 at $0.10 $1.00 
(130/10) ...................................... 5 at .13 .65 

Totals ............................... 15 1.65 

Example 2. Suppose that the taxpayer’s 
closing inventory for 1958, the year following 
that involved in Example 1 of this subdivi-
sion, reflects an inventory decrease for the 
year, and not an increase; suppose that there 
is, accordingly, a 1958 closing inventory of 13 
units. Inasmuch as the decreased closing in-
ventory will be determined wholly by ref-
erence to the 15 units reflected in the open-
ing inventory for the year, and will be taken 
‘‘in the order of acquisition’’ pursuant to 
section 472 (b) (1), and inasmuch as the char-
acter of the taxpayer’s opening inventory for 
1958 will be dependent upon its method of 
valuing its 5-unit inventory increase for 1957, 
the closing inventory for 1958 will be com-
puted as follows: 

(a) In case the increase for 1957 was taken 
by reference to the most recent purchases— 
From 1956 .................................. 10 at $0.10 $1.00 
July 1957 .................................... 1 at .13 .13 
October 1957 ............................. 2 at .14 .28 

Totals ........................... 13 1.41 

or 
(b) In case the increase for 1957 was taken 

in the order of acquisition— 
From 1956 .................................. 10 at $0.10 $1.00 
January 1957 ............................. 51 at .11 .11 
April 1957 ................................... 2 at .12 .24 

Totals ........................... 13 1.35 

or 
(c) In case the increase for 1957 was taken 

on the basis of an average— 
From 1956 .................................. 10 at $0.10 $1.00 
From 1957 .................................. 3 at .13 .39 

Totals ........................... 13 1.39 

(2) In the case of a taxpayer engaged 
in manufacturing, fabricating, proc-
essing, or otherwise producing mer-
chandise, such costs shall be deter-
mined: 

(i) In the case of raw materials pur-
chased or initially produced by the tax-
payer, in the manner elected by the 
taxpayer under subparagraph (1) of this 
paragraph to the same extent as if the 
taxpayer were engaged in purchase and 
sale transactions; and 

(ii) In the case of goods in process, re-
gardless of the stage to which the man-
ufacture, fabricating, or processing 
may have advanced, and in the case of 

finished goods, pursuant to any proper 
method which, in the opinion of the 
Commissioner, clearly reflects income. 

(e) LIFO conformity requirement—(1) In 
general. The taxpayer must establish to 
the satisfaction of the Commissioner 
that the taxpayer, in ascertaining the 
income, profit, or loss for the taxable 
year for which the LIFO inventory 
method is first used, or for any subse-
quent taxable year, for credit purposes 
or for purposes of reports to share-
holders, partners, or other proprietors, 
or to beneficiaries, has not used any in-
ventory method other than that re-
ferred to in § 1.472–1 or at variance with 
the requirement referred to in § 1.472– 
2(c). See paragraph (e)(2) of this section 
for rules relating to the meaning of the 
term ‘‘taxable year’’ as used in this 
paragraph. The following are not con-
sidered at variance with the require-
ment of this paragraph: 

(i) The taxpayer’s use of an inventory 
method other than LIFO for purposes 
of ascertaining information reported as 
a supplement to or explanation of the 
taxpayer’s primary presentation of the 
taxpayer’s income, profit, or loss for a 
taxable year in credit statements or fi-
nancial reports (including preliminary 
and unaudited financial reports). See 
paragraph (e)(3) of this section for rules 
relating to the reporting of supple-
mental and explanatory information 
ascertained by the use of an inventory 
method other than LIFO. 

(ii) The taxpayer’s use of an inven-
tory method other than LIFO to ascer-
tain the value of the taxpayer’s inven-
tory of goods on hand for purposes of 
reporting the value of such inventories 
as assets. See paragraph (e)(4) of this 
section for rules relating to such dis-
closures. 

(iii) The taxpayer’s use of an inven-
tory method other than LIFO for pur-
poses of ascertaining information re-
ported in internal management re-
ports. See paragraph (e)(5) of this sec-
tion for rules relating to such reports. 

(iv) The taxpayer’s use of an inven-
tory method other than LIFO for pur-
poses of issuing reports or credit state-
ments covering a period of operations 
that is less than the whole of a taxable 
year for which the LIFO method is 
used for Federal income tax purposes. 
See paragraph (e)(6) of this section for 
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rules relating to series of interim re-
ports. 

(v) The taxpayer’s use of the lower of 
LIFO cost or market method to value 
LIFO inventories for purposes of finan-
cial reports and credit statements. 
However, except as provided in para-
graph (e)(7) of this section, a taxpayer 
may not use market value in lieu of 
cost to value inventories for purposes 
of financial reports or credit state-
ments. 

(vi) The taxpayer’s use of a costing 
method or accounting method to ascer-
tain income, profit, or loss for credit 
purposes or for purposes of financial re-
ports if such costing method or ac-
counting method is neither incon-
sistent with the inventory method re-
ferred to in § 1.472–1 nor at variance 
with the requirement referred to in 
§ 1.472–2(c), regardless of whether such 
costing method or accounting method 
is used by the taxpayer for Federal in-
come tax purposes. See paragraph (e)(8) 
of this section for examples of such 
costing methods and accounting meth-
ods. 

(vii) For credit purposes or for pur-
poses of financial reports, the tax-
payer’s treatment of inventories, after 
such inventories have been acquired in 
a transaction to which section 351 ap-
plies from a transferor that used the 
LIFO method with respect to such in-
ventories, as if such inventories had 
the same acquisition dates and costs as 
in the hands of the transferor. 

(viii) For credit purposes or for pur-
poses of financial reports relating to a 
taxable year, the taxpayer’s determina-
tion of income, profit, or loss for the 
taxable year by valuing inventories in 
accordance with the procedures de-
scribed in section 472(b) (1) and (3), not-
withstanding that such valuation dif-
fers from the valuation of inventories 
for Federal income tax purposes be-
cause the taxpayer either— 

(A) Adopted such procedures for cred-
it or financial reporting purposes be-
ginning with an accounting period 
other than the taxable year for which 
the LIFO method was first used by the 
taxpayer for Federal income tax pur-
poses, or 

(B) With respect to such inventories 
treated a business combination for 
credit or financial reporting purposes 

in a manner different from the treat-
ment of the business combination for 
Federal income tax purposes. 

(2) One-year periods other than a tax-
able year. The rules of this paragraph 
relating to the determination of in-
come, profit, or loss for a taxable year 
and credit statements or financial re-
ports that cover a taxable year also 
apply to the determination of income, 
profit, or loss for a one-year period 
other than a taxable year and credit 
statements or financial reports that 
cover a one-year period other than a 
taxable year, but only if the one-year 
period both begins and ends in a tax-
able year or years for which the tax-
payer uses the LIFO method for Fed-
eral income tax purposes. For example, 
the requirements of paragraph (e)(1) of 
this section apply to a taxpayer’s de-
termination of income for purposes of a 
credit statement that covers a 52-week 
fiscal year beginning and ending in a 
taxable year for which the taxpayer 
uses the LIFO method for Federal in-
come tax purposes. Similarly, in the 
case of a calendar year taxpayer, the 
requirements of paragraph (e)(1) of this 
section apply to the taxpayer’s deter-
mination of income for purposes of a 
credit statement that covers the period 
October 1, 1981, through September 30, 
1982, if the taxpayer uses the LIFO 
method for Federal income tax pur-
poses in taxable years 1981 and 1982. 
However, the Commissioner will waive 
any violation of the requirements of 
this paragraph in the case of a credit 
statement or financial report that cov-
ers a one-year period other than a tax-
able year if the report was issued be-
fore January 22, 1981. 

(3) Supplemental and explanatory infor-
mation—(i) Face of the income statement. 
Information reported on the face of a 
taxpayer’s financial income statement 
for a taxable year is not considered a 
supplement to or explanation of the 
taxpayer’s primary presentation of the 
taxpayer’s income, profit, or loss for 
the taxable year in credit statements 
or financial reports. For purposes of 
paragraph (e)(3) of this section, the 
face of an income statement does not 
include notes to the income statement 
presented on the same page as the in-
come statement, but only if all notes 
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to the financial income statement are 
presented together. 

(ii) Notes to the income statement. In-
formation reported in notes to a tax-
payer’s financial income statement is 
considered a supplement to or expla-
nation of the taxpayer’s primary pres-
entation of income, profit, or loss for 
the period covered by the income state-
ment if all notes to the financial in-
come statement are presented together 
and if they accompany the income 
statement in a single report. If notes to 
an income statement are issued in a re-
port that does not include the income 
statement, the question of whether the 
information reported therein is supple-
mental or explanatory is determined 
under the rules in paragraph (e)(3)(iv) 
of this section. 

(iii) Appendices and supplements to the 
income statement. Information reported 
in an appendix or supplement to a tax-
payer’s financial income statement is 
considered a supplement to or expla-
nation of the taxpayer’s primary pres-
entation of income, profit, or loss for 
the period covered by the income state-
ment if the appendix or supplement ac-
companies the income statement in a 
single report and the information re-
ported in the appendix or supplement is 
clearly identified as a supplement to or 
explanation of the taxpayer’s primary 
presentation of income, profit, or loss 
as reported on the face of the tax-
payer’s income statement. If an appen-
dix or supplement to an income state-
ment is issued in a report that does not 
include the income statement, the 
question of whether the information 
reported therein is supplemental or ex-
planatory is determined under the 
rules in paragraph (e)(3)(iv) of this sec-
tion. For purposes of paragraph 
(e)(3)(iii) of this section, an appendix or 
supplement to an income statement in-
cludes written statements, schedules, 
and reports that are labelled supple-
ments or appendices to the income 
statement. However, sections of an an-
nual report such as those labelled 
‘‘President’s Letter’’, ‘‘Management’s 
Analysis’’, ‘‘Statement of Changes in 
Financial Position’’, ‘‘Summary of Key 
Figures’’, and similar sections are re-
ports described in paragraph (e)(3)(iv) 
of this section and are not considered 
‘‘supplements or appendices to an in-

come statement’’ within the meaning 
of paragraph (e)(3)(iii) of this section, 
regardless of whether such sections are 
also labelled as supplements or appen-
dices. For purposes of paragraph 
(e)(3)(iii) of this section, information is 
considered to be clearly identified as a 
supplement to or explanation of the 
taxpayer’s primary presentation of in-
come, profit, or loss as reported on the 
face of the taxpayer’s income state-
ment if the information either— 

(A) Is reported in an appendix or sup-
plement that contains a general state-
ment identifying all such supplemental 
or explanatory information; 

(B) Is identified specifically as sup-
plemental or explanatory by a state-
ment immediately preceding or fol-
lowing the disclosure of the informa-
tion; 

(C) Is disclosed in the context of 
making a comparison to corresponding 
information disclosed both on the face 
of the taxpayer’s income statement 
and in the supplement or appendix; or 

(D) Is a disclosure of the effect on an 
item reported on the face of the tax-
payer’s income statement of having 
used the LIFO method. 
For example, a restatement of cost of 
goods sold based on an inventory meth-
od other than LIFO is considered to be 
clearly identified as supplemental or 
explanatory information if the supple-
ment or appendix containing the re-
statement contains a general state-
ment that all information based on 
such inventory method is reported in 
the appendix or supplement as a sup-
plement to or explanation of the tax-
payer’s primary presentation of in-
come, profit, or loss as reported on the 
face of the taxpayer’s income state-
ment. 

(iv) Other reports; in general. The rules 
of paragraph (e)(3) (iv), (v), and (vi) of 
this section apply to the following 
types of reports: news releases; letters 
to shareholders, partners, or other pro-
prietors or beneficiaries; oral state-
ments at press conferences, share-
holders’ meetings or securities ana-
lysts’ meetings; sections of an annual 
report such as those labelled ‘‘Presi-
dent’s Letter’’, ‘‘Management’s Anal-
ysis’’, ‘‘Statement of Changes in Finan-
cial Position’’, ‘‘Summary of Key Fig-
ures’’, and similar sections; and reports 
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other than a taxpayer’s income state-
ment or accompanying notes, appen-
dices, or supplements. Information dis-
closed in such a report is considered a 
supplement to or explanation of the 
taxpayer’s primary presentation of in-
come, profit, or loss for the period cov-
ered by an income statement if the 
supplemental or explanatory informa-
tion is clearly identified as a supple-
ment to or explanation of the tax-
payer’s primary presentation of in-
come, profit, or loss as reported on the 
face of the taxpayer’s income state-
ment and the specific item of informa-
tion being explained or supplemented, 
such as the cost of goods sold, net in-
come, or earnings per share ascertained 
using the LIFO method, is also re-
ported in the other report. 

(v) Other reports; disclosure of non- 
LIFO income. For purposes of paragraph 
(e)(3)(iv) of this section, supplemental 
or explanatory information is consid-
ered to have been clearly identified as 
such if it would be considered to have 
been clearly identified as such under 
the rules of paragraph (e)(3)(iii) of this 
section, relating to information re-
ported in supplements or appendices to 
an income statement. For example, if 
at a securities analysts’ meeting the 
following question is asked, ‘‘What 
would the reported earnings per share 
for the year have been if the FIFO 
method had been used to value inven-
tories?’’, it would be permissible to re-
spond ‘‘Reported earnings per share for 
the year were $6.00. If the company had 
used the FIFO method to value inven-
tories this year and had computed 
earnings based upon the following as-
sumptions, earnings per share would 
have been $8.20. FIFO earnings are 
based on the following assumptions: 

‘‘(A) The use of the same effective 
tax rate as used in computing LIFO 
earnings, and 

‘‘(B) All other conditions and as-
sumptions remain the same, includ-
ing— 

‘‘(1) The use of the LIFO method for 
Federal income tax purposes and 

‘‘(2) The investment of the tax sav-
ings resulting from such use of the 
LIFO method, the income from which 
is included in both LIFO and FIFO 
‘‘earnings.’’ ’’ 

(vi) Other reports; disclosure of effect 
on income. For purposes of paragraph 
(e)(3)(iv) of this section, if the only 
supplement to or explanation of a spe-
cific item is the effect on the item of 
having used LIFO instead of a method 
other than LIFO to value inventories, 
it is not necessary to also report the 
specific item. For example, if at a 
shareholders’ meeting the question is 
asked, ‘‘What was the effect on re-
ported earnings per share of not having 
used FIFO to value inventories?’’, it 
would be permissible to respond ‘‘If 
earnings would have been computed on 
the basis of the following assumptions, 
the use of LIFO instead of FIFO to 
value inventories would have decreased 
reported earnings per share by $2.20. 
FIFO earnings are based on the fol-
lowing assumptions: 

‘‘(A) The use of the same effective 
tax rate as used in computing LIFO 
earnings, and 

‘‘(B) All other conditions and as-
sumptions remain the same, includ-
ing— 

‘‘(1) The use of the LIFO method for 
Federal income tax purposes and 

‘‘(2) The investment of the tax sav-
ings resulting from such use of the 
LIFO method, the income from which 
is included in both LIFO and FIFO 
earnings.’’ 

(4) Inventory asset value disclosures. 
Under paragraph (e)(1)(ii) of this sec-
tion, the use of an inventory method 
other than LIFO to ascertain the value 
of the taxpayer’s inventories for pur-
poses of reporting the value of the in-
ventories as assets is not considered 
the ascertainment of income, profit, or 
loss and therefore is not considered at 
variance with the requirement of para-
graph (e)(1) of this section. Therefore, a 
taxpayer may disclose the value of in-
ventories on a balance sheet using a 
method other than LIFO to identify 
the inventories, and such a disclosure 
will not be considered at variance with 
the requirement of paragraph (e)(1) of 
this section. However, the disclosure of 
income, profit, or loss for a taxable 
year on a balance sheet issued to credi-
tors, shareholders, partners, other pro-
prietors, or beneficiaries is considered 
at variance with the requirement of 
paragraph (e)(1) of this section if such 
income information is ascertained 
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using an inventory method other than 
LIFO and such income information is 
for a taxable year for which the LIFO 
method is used for Federal income tax 
purposes. Therefore, a balance sheet 
that discloses the net worth of a tax-
payer, determined as if income had 
been ascertained using an inventory 
method other than LIFO, may be at 
variance with the requirement of para-
graph (e)(1) of this section if the disclo-
sure of net worth is made in a manner 
that also discloses income, profit, or 
loss for a taxable year. 
However, a disclosure of income, profit, 
or loss using an inventory method 
other than LIFO is not considered at 
variance with the requirement of para-
graph (e)(1) of this section if the disclo-
sure is made in the form of either a 
footnote to the balance sheet or a par-
enthetical disclosure on the face of the 
balance sheet. In addition, an income 
disclosure is not considered at variance 
with the requirement of paragraph 
(e)(1) of this section if the disclosure is 
made on the face of a supplemental 
balance sheet labelled as a supplement 
to the taxpayer’s primary presentation 
of financial position, but only if, con-
sistent with the rules of paragraph 
(e)(3) of this section, such a disclosure 
is clearly identified as a supplement to 
or explanation of the taxpayer’s pri-
mary presentation of financial income 
as reported on the face of the tax-
payer’s income statement. 

(5) Internal management reports. [Re-
served] 

(6) Series of interim reports. For pur-
poses of paragraph (e)(1)(iv) of this sec-
tion, a series of credit statements or fi-
nancial reports is considered a single 
statement or report covering a period 
of operations if the statements or re-
ports in the series are prepared using a 
single inventory method and can be 
combined to disclose the income, prof-
it, or loss for the period. However, the 
Commissioner will waive any violation 
of the requirement of this paragraph in 
the case of a series of interim reports 
issued before February 6, 1978, that 
cover a taxable year, or a series of in-
terim reports issued before January 22, 
1981 that cover a one-year period other 
than a taxable year. 

(7) Market value. The Commissioner 
will waive any violation of the require-

ment of this paragraph in the case of a 
taxpayer’s use of market value in lieu 
of cost for a credit statement or finan-
cial report issued before January 22, 
1981. However, the special rule of this 
(7) applies only to a taxpayer’s use of 
market value in lieu of cost and does 
not apply to the use of a method of 
valuation such as market value in lieu 
of cost but not more than FIFO cost. 

(8) Use of different methods. The fol-
lowing are examples of costing meth-
ods and accounting methods that are 
neither inconsistent with the inven-
tory method referred to in § 1.472–1 nor 
at variance with the requirement of 
§ 1.472–2(c) and which, under paragraph 
(e)(1)(vi) of this section, may be used to 
ascertain income, profit, or loss for 
credit purposes or for purposes of fi-
nancial reports regardless of whether 
such method is also used by the tax-
payer for Federal income tax purposes: 

(i) Any method relating to the deter-
mination of which costs are includible 
in the computation of the cost of in-
ventory under the full absorption in-
ventory method. 

(ii) Any method of establishing pools 
for inventory under the dollar-value 
LIFO inventory method. 

(iii) Any method of determining the 
LIFO value of a dollar-value inventory 
pool, such as the double-extension 
method, the index method, and the link 
chain method. 

(iv) Any method of determining or se-
lecting a price index to be used with 
the index or link chain method of val-
uing inventory pools under the dollar- 
value LIFO inventory method. 

(v) Any method permitted under 
§ 1.472–8 for determining the current- 
year cost of closing inventory for pur-
poses of using the dollar-value LIFO in-
ventory method. 

(vi) Any method permitted under 
§ 1.472–2(d) for determining the cost of 
goods in excess of goods on hand at the 
beginning of the year for purposes of 
using a LIFO method other than the 
dollar-value LIFO method. 

(vii) Any method relating to the clas-
sification of an item as inventory or a 
capital asset. 

(viii) The use of an accounting period 
other than the period used for Federal 
income tax purposes. 

(ix) The use of cost estimates. 
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(x) The use of actual cost of cut tim-
ber or the cost determined under sec-
tion 631(a). 

(xi) The use of inventory costs unre-
duced by any adjustment required by 
the application of section 108 and sec-
tion 1017, relating to discharge of in-
debtedness. 

(xii) The determination of the time 
when sales or purchases are accrued. 

(xiii) The use of a method to allocate 
basis in the case of a business combina-
tion other than the method used for 
Federal income tax purposes. 

(xiv) The treatment of transfers of 
inventory between affiliated corpora-
tions in a manner different from that 
required by § 1.1502–13. 

(9) Reconciliation of LIFO inventory 
values. A taxpayer may be required to 
reconcile differences between the value 
of inventories maintained for credit or 
financial reporting purposes and for 
Federal income tax purposes in order 
to show that the taxpayer has satisfied 
the requirements of this paragraph. 

(f) Goods of the specified type on 
hand as of the close of the taxable year 
preceding the taxable year for which 
this inventory method is first used 
shall be included in the taxpayer’s clos-
ing inventory for such preceding tax-
able year at cost determined in the 
manner prescribed in paragraph (c) of 
this section. 

(g) The LIFO inventory method, once 
adopted by the taxpayer with the ap-
proval of the Commissioner, shall be 
adhered to in all subsequent taxable 
years unless— 

(1) A change to a different method is 
approved by the Commissioner; or 

(2) The Commissioner determines 
that the taxpayer, in ascertaining in-
come, profit, or loss for the whole of 
any taxable year subsequent to his 
adoption of the LIFO inventory meth-
od, for credit purposes or for the pur-
pose of reports to shareholders, part-
ners, or other proprietors, or to bene-
ficiaries, has used any inventory meth-
od at variance with that referred to in 
§ 1.472–1 and requires of the taxpayer a 
change to a different method for such 
subsequent taxable year or any taxable 
year thereafter. 

(h) The records and accounts em-
ployed by the taxpayer in keeping his 
books shall be maintained in con-

formity with the inventory method re-
ferred to in § 1.472–1; and such supple-
mental and detailed inventory records 
shall be maintained as will enable the 
district director readily to verify the 
taxpayer’s inventory computations as 
well as his compliance with the re-
quirements of section 472 and §§ 1.472–1 
through 1.472–7. 

(i) Where the taxpayer is engaged in 
more than one trade or business, the 
Commissioner may require that if the 
LIFO method of valuing inventories is 
used with respect to goods in one trade 
or business the same method shall also 
be used with respect to similar goods in 
the other trades or businesses if, in the 
opinion of the Commissioner, the use of 
such method with respect to such other 
goods is essential to a clear reflection 
of income. 

[T.D. 6500, 25 FR 11728, Nov. 26, 1960, as 
amended by T.D. 6539, 26 FR 518, Jan. 20, 1961; 
T.D. 7756, 46 FR 6920, Jan. 22, 1981; T.D. 7756, 
46 FR 15685, Mar. 9, 1981] 

§ 1.472–3 Time and manner of making 
election. 

(a) The LIFO inventory method may 
be adopted and used only if the tax-
payer files with his income tax return 
for the taxable year as of the close of 
which the method is first to be used a 
statement of his election to use such 
inventory method. The statement shall 
be made on Form 970 pursuant to the 
instructions printed with respect 
thereto and to the requirements of this 
section, or in such other manner as 
may be acceptable to the Commis-
sioner. Such statement shall be accom-
panied by an analysis of all inventories 
of the taxpayer as of the beginning and 
as of the end of the taxable year for 
which the LIFO inventory method is 
proposed first to be used, and also as of 
the beginning of the prior taxable year. 
In the case of a manufacturer, this 
analysis shall show in detail the man-
ner in which costs are computed with 
respect to raw materials, goods in proc-
ess, and finished goods, segregating the 
products (whether in process or fin-
ished goods) into natural groups on the 
basis of either (1) similarity in factory 
processes through which they pass, or 
(2) similarity of raw materials used, or 
(3) similarity in style, shape, or use of 
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finished products. Each group of prod-
ucts shall be clearly described. 

(b) The taxpayer shall submit for the 
consideration of the Commissioner in 
connection with the taxpayer’s adop-
tion or use of the LIFO inventory 
method such other detailed informa-
tion with respect to his business or ac-
counting system as may be at any time 
requested by the Commissioner. 

(c) As a condition to the taxpayer’s 
use of the LIFO inventory method, the 
Commissioner may require that the 
method be used with respect to goods 
other than those specified in the tax-
payer’s statement of election if, in the 
opinion of the Commissioner, the use of 
such method with respect to such other 
goods is essential to a clear reflection 
of income. 

(d) Whether or not the taxpayer’s ap-
plication for the adoption and use of 
the LIFO inventory method should be 
approved, and whether or not such 
method, once adopted, may be contin-
ued, and the propriety of all computa-
tions incidental to the use of such 
method, will be determined by the 
Commissioner in connection with the 
examination of the taxpayer’s income 
tax returns. 

[T.D. 6500, 25 FR 11729, Nov. 26, 1960, as 
amended by T.D. 7295, 38 FR 34203, Dec. 12, 
1973] 

§ 1.472–4 Adjustments to be made by 
taxpayer. 

A taxpayer may not change to the 
LIFO method of taking inventories un-
less, at the time he files his application 
for the adoption of such method, he 
agrees to such adjustments incident to 
the change to or from such method, or 
incident to the use of such method, in 
the inventories of prior taxable years 
or otherwise, as the district director 
upon the examination of the taxpayer’s 
returns may deem necessary in order 
that the true income of the taxpayer 
will be clearly reflected for the years 
involved. 

[T.D. 6500, 25 FR 11730, Nov. 26, 1960] 

§ 1.472–5 Revocation of election. 
An election made to adopt and use 

the LIFO inventory method is irrev-
ocable, and the method once adopted 
shall be used in all subsequent taxable 

years, unless the use of another meth-
od is required by the Commissioner, or 
authorized by him pursuant to a writ-
ten application therefor filed as pro-
vided in paragraph (e) of § 1.446–1. 

[T.D. 6500, 25 FR 11730, Nov. 26, 1960] 

§ 1.472–6 Change from LIFO inventory 
method. 

If the taxpayer is granted permission 
by the Commissioner to discontinue 
the use of LIFO method of taking in-
ventories, and thereafter to use some 
other method, or if the taxpayer is re-
quired by the Commissioner to dis-
continue the use of the LIFO method 
by reason of the taxpayer’s failure to 
conform to the requirements detailed 
in § 1.472–2, the inventory of the speci-
fied goods for the first taxable year af-
fected by the change and for each tax-
able year thereafter shall be taken— 

(a) In conformity with the method 
used by the taxpayer under section 471 
in inventorying goods not included in 
his LIFO inventory computations; or 

(b) If the LIFO inventory method was 
used by the taxpayer with respect to 
all of his goods subject to inventory, 
then in conformity with the inventory 
method used by the taxpayer prior to 
his adoption of the LIFO inventory 
method; or 

(c) If the taxpayer had not used in-
ventories prior to his adoption of the 
LIFO inventory method and had no 
goods currently subject to inventory 
by a method other than the LIFO in-
ventory method, then in conformity 
with such inventory method as may be 
selected by the taxpayer and approved 
by the Commissioner as resulting in a 
clear reflection of income; or 

(d) In any event, in conformity with 
any inventory method to which the 
taxpayer may change pursuant to ap-
plication approved by the Commis-
sioner. 

[T.D. 6500, 25 FR 11730, Nov. 26, 1960] 

§ 1.472–7 Inventories of acquiring cor-
porations. 

For additional rules in the case of 
certain corporate acquisitions specified 
in section 381(a), see section 381(c)(5) 
and the regulations thereunder. 

[T.D. 6500, 25 FR 11730, Nov. 26, 1960] 
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§ 1.472–8 Dollar-value method of pric-
ing LIFO inventories. 

(a) Election to use dollar-value method. 
Any taxpayer may elect to determine 
the cost of his LIFO inventories under 
the so-called ‘‘dollar-value’’ LIFO 
method, provided such method is used 
consistently and clearly reflects the in-
come of the taxpayer in accordance 
with the rules of this section. The dol-
lar-value method of valuing LIFO in-
ventories is a method of determining 
cost by using ‘‘base-year’’ cost ex-
pressed in terms of total dollars rather 
than the quantity and price of specific 
goods as the unit of measurement. 
Under such method the goods con-
tained in the inventory are grouped 
into a pool or pools as described in 
paragraphs (b) and (c) of this section. 
The term ‘‘base-year cost’’ is the ag-
gregate of the cost (determined as of 
the beginning of the taxable year for 
which the LIFO method is first adopt-
ed, i.e., the base date) of all items in a 
pool. The taxable year for which the 
LIFO method is first adopted with re-
spect to any item in the pool is the 
‘‘base year’’ for that pool, except as 
provided in paragraph (g)(3) of this sec-
tion. Liquidations and increments of 
items contained in the pool shall be re-
flected only in terms of a net liquida-
tion or increment for the pool as a 
whole. Fluctuations may occur in 
quantities of various items within the 
pool, new items which properly fall 
within the pool may be added, and old 
items may disappear from the pool, all 
without necessarily effecting a change 
in the dollar value of the pool as a 
whole. An increment in the LIFO in-
ventory occurs when the end of the 
year inventory for any pool expressed 
in terms of base-year cost is in excess 
of the beginning of the year inventory 
for that pool expressed in terms of 
base-year cost. In determining the in-
ventory value for a pool, the incre-
ment, if any, is adjusted for changing 
unit costs or values by reference to a 
percentage, relative to base-year-cost, 
determined for the pool as a whole. See 
paragraph (e) of this section. See also 
paragraph (f) of this section for rules 
relating to the change to the dollar- 
value LIFO method from another LIFO 
method. 

(b) Principles for establishing pools of 
manufacturers and processors—(1) Nat-
ural business unit pools. A pool shall 
consist of all items entering into the 
entire inventory investment for a nat-
ural business unit of a business enter-
prise, unless the taxpayer elects to use 
the multiple pooling method provided 
in subparagraph (3) of this paragraph. 
Thus, if a business enterprise is com-
posed of only one natural business 
unit, one pool shall be used for all of 
its inventories, including raw mate-
rials, goods in process, and finished 
goods. If, however, a business enter-
prise is actually composed of more 
than one natural business unit, more 
than one pool is required. Where simi-
lar types of goods are inventoried in 
two or more natural business units of 
the taxpayer, the Commissioner may 
apportion or allocate such goods 
among the various natural business 
units, if he determines that such appor-
tionment or allocation is necessary in 
order to clearly reflect the income of 
such taxpayer. Where a manufacturer 
or processor is also engaged in the 
wholesaling or retailing of goods pur-
chased from others, any pooling of the 
LIFO inventory of such purchased 
goods for the wholesaling or retailing 
operations shall be determined in ac-
cordance with the rules of paragraph 
(c) of this section. 

(2) Definition of natural business unit. 
(i) Whether an enterprise is composed 
of more than one natural business unit 
is a matter of fact to be determined 
from all the circumstances. The nat-
ural business divisions adopted by the 
taxpayer for internal management pur-
poses, the existence of separate and 
distinct production facilities and proc-
esses, and the maintenance of separate 
profit and loss records with respect to 
separate operations are important con-
siderations in determining what is a 
business unit, unless such divisions, fa-
cilities, or accounting records are set 
up merely because of differences in 
geographical location. In the case of a 
manufacturer or processor, a natural 
business unit ordinarily consists of the 
entire productive activity of the enter-
prise within one product line or within 
two or more related product lines in-
cluding (to the extent engaged in by 
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the enterprise) the obtaining of mate-
rials, the processing of materials, and 
the selling of manufactured or proc-
essed goods. Thus, in the case of a man-
ufacturer or processor, the mainte-
nance and operation of a raw material 
warehouse does not generally con-
stitute, of itself, a natural business 
unit. If the taxpayer maintains and op-
erates a supplier unit the production of 
which is both sold to others and trans-
ferred to a different unit of the tax-
payer to be used as a component part 
of another product, the supplier unit 
will ordinarily constitute a separate 
and distinct natural business unit. Or-
dinarily, a processing plant would not 
in itself be considered a natural busi-
ness unit if the production of the plant, 
although saleable at this stage, is not 
sold to others, but is transferred to an-
other plant of the enterprise, not oper-
ated as a separate division, for further 
processing or incorporation into an-
other product. On the other hand, if the 
production of a manufacturing or proc-
essing plant is transferred to a sepa-
rate and distinct division of the tax-
payer, which constitutes a natural 
business unit, the supplier unit itself 
will ordinarily be considered a natural 
business unit. However, the mere fact 
that a portion of the production of a 
manufacturing or processing plant may 
be sold to others at a certain stage of 
processing with the remainder of the 
production being further processed or 
incorporated into another product will 
not of itself be determinative that the 
activities devoted to the production of 
the portion sold constitute a separate 
business unit. Where a manufacturer or 
processor is also engaged in the whole-
saling or retailing of goods purchased 
from others, the wholesaling or retail-
ing operations with respect to such 
purchased goods shall not be consid-
ered a part of any manufacturing or 
processing unit. 

(ii) The rules of this subparagraph 
may be illustrated by the following ex-
amples: 

Example 1. A corporation manufactures, in 
one division, automatic clothes washers and 
driers of both commercial and domestic 
grade as well as electric ranges, mangles, 
and dishwashers. The corporation manufac-
tures, in another division, radios and tele-
vision sets. The manufacturing facilities and 
processes used in manufacturing the radios 

and television sets are distinct from those 
used in manufacturing the automatic clothes 
washers, etc. Under these circumstances, the 
enterprise would consist of two business 
units and two pools would be appropriate, 
one consisting of all of the LIFO inventories 
entering into the manufacture of clothes 
washers and driers, electric ranges, mangles, 
and dishwashers and the other consisting of 
all of the LIFO inventories entering into the 
production of radio and television sets. 

Example 2. A taxpayer produces plastics in 
one of its plants. Substantial amounts of the 
production are sold as plastics. The remain-
der of the production is shipped to a second 
plant of the taxpayer for the production of 
plastic toys which are sold to customers. The 
taxpayer operates his plastics plant and toy 
plant as separate divisions. Because of the 
different product lines and the separate divi-
sions the taxpayer has two natural business 
units. 

Example 3. A taxpayer is engaged in the 
manufacture of paper. At one stage of proc-
essing, uncoated paper is produced. Substan-
tial amounts of uncoated paper are sold at 
this stage of processing. The remainder of 
the uncoated paper is transferred to the tax-
payer’s finishing mill where coated paper is 
produced and sold. This taxpayer has only 
one natural business unit since coated and 
uncoated paper are within the same product 
line. 

(3) Multiple pools—(i) Principles for es-
tablishing multiple pools. (a) A taxpayer 
may elect to establish multiple pools 
for inventory items which are not 
within a natural business unit as to 
which the taxpayer has adopted the 
natural business unit method of pool-
ing as provided in subparagraph (1) of 
this paragraph. Each such pool shall 
ordinarily consist of a group of inven-
tory items which are substantially 
similar. In determining whether such 
similarity exists, consideration shall 
be given to all the facts and cir-
cumstances. The formulation of de-
tailed rules for selection of pools appli-
cable to all taxpayers is not feasible. 
Important considerations to be taken 
into account include, for example, 
whether there is substantial similarity 
in the types of raw materials used or in 
the processing operations applied; 
whether the raw materials used are 
readily interchangeable; whether there 
is similarity in the use of the products; 
whether the groupings are consistently 
followed for purposes of internal ac-
counting and management; and wheth-
er the groupings follow customary 
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business practice in the taxpayer’s in-
dustry. The selection of pools in each 
case must also take into consideration 
such factors as the nature of the inven-
tory items subject to the dollar-value 
LIFO method and the significance of 
such items to the taxpayer’s business 
operations. Where similar types of 
goods are inventoried in natural busi-
ness units and multiple pools of the 
taxpayer, the Commissioner may ap-
portion or allocate such goods among 
the natural business units and the mul-
tiple pools, if he determines that such 
apportionment or allocation is nec-
essary in order to clearly reflect the in-
come of the taxpayer. 

(b) Raw materials which are substan-
tially similar shall be pooled together 
in accordance with the principles of 
this subparagraph. However, inven-
tories of raw or unprocessed materials 
of an unlike nature may not be placed 
into one pool, even though such mate-
rials become part of otherwise iden-
tical finished products. 

(c) Finished goods and goods-in-proc-
ess in the inventory shall be placed 
into pools classified by major classes 
or types of goods. The same class or 
type of finished goods and goods-in- 
process shall ordinarily be included in 
the same pool. Where the material con-
tent of a class of finished goods and 
goods-in-process included in a pool has 
been changed, for example, to conform 
with current trends in an industry, a 
separate pool of finished goods and 
goods-in-process will not ordinarily be 
required unless the change in material 
content results in a substantial change 
in the finished goods. 

(d) The requirement that pools be es-
tablished by major types of materials 
or major classes of goods is not to be 
construed so as to preclude the estab-
lishment of a miscellaneous pool. Since 
a taxpayer may elect the dollar-value 
LIFO method with respect to all or any 
designated goods in his inventory, 
there may be a number of such inven-
tory items covered in the election. A 
miscellaneous pool shall consist only 
of items which are relatively insignifi-
cant in dollar value by comparison 
with other inventory items in the par-
ticular trade or business and which are 
not properly includible as part of an-
other pool. 

(ii) Raw materials content pools. The 
dollar-value method of pricing LIFO 
inventories may be used in conjunction 
with the raw materials content method 
authorized in § 1.472–1. Raw materials 
(including the raw material content of 
finished goods and goods-in-process) 
which are substantially similar shall 
be pooled together in accordance with 
the principles of subdivision (i) of this 
subparagraph. However, inventories of 
materials of an unlike nature may not 
be placed into one pool, even though 
such materials become part of other-
wise identical finished products. 

(4) IPIC method pools. A manufacturer 
or processor that elects to use the in-
ventory price index computation meth-
od described in paragraph (e)(3) of this 
section (IPIC method) for a trade or 
business may elect to establish dollar- 
value pools for those items accounted 
for using the IPIC method based on the 
2-digit commodity codes (i.e., major 
commodity groups) in Table 6 (Pro-
ducer price indexes and percent 
changes for commodity groupings and 
individual items, not seasonally ad-
justed) of the ‘‘PPI Detailed Report’’ 
published monthly by the United 
States Bureau of Labor Statistics 
(available from New Orders, Super-
intendent of Documents, PO Box 371954, 
Pittsburgh, PA 15250–7954). A taxpayer 
electing to establish dollar-value pools 
under this paragraph (b)(4) may com-
bine IPIC pools that comprise less than 
5 percent of the total current-year cost 
of all dollar-value pools to form a sin-
gle miscellaneous IPIC pool. A tax-
payer electing to establish dollar-value 
pools under this paragraph (b)(4) may 
combine a miscellaneous IPIC pool 
that comprises less than 5 percent of 
the total current-year cost of all dol-
lar-value pools with the largest IPIC 
pool. Each of these 5 percent rules is a 
method of accounting. A taxpayer may 
not change to, or cease using, either 5 
percent rule without obtaining the 
Commissioner’s prior consent. Whether 
a specific IPIC pool or the miscella-
neous IPIC pool satisfies the applicable 
5 percent rule must be determined in 
the year of adoption or year of change 
(whichever is applicable) and redeter-
mined every third taxable year. Any 
change in pooling required or per-
mitted as a result of a 5 percent rule is 
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a change in method of accounting. A 
taxpayer must secure the consent of 
the Commissioner pursuant to § 1.446– 
1(e) before combining or separating 
pools and must combine or separate its 
IPIC pools in accordance with para-
graph (g)(2) of this section. 

(c) Principles for establishing pools for 
wholesalers, retailers, etc—(1) In general. 
Items of inventory in the hands of 
wholesalers, retailers, jobbers, and dis-
tributors shall be placed into pools by 
major lines, types, or classes of goods. 
In determining such groupings, cus-
tomary business classifications of the 
particular trade in which the taxpayer 
is engaged is an important consider-
ation. An example of such customary 
business classification is the depart-
ment in the department store. In such 
case, practices are relatively uniform 
throughout the trade, and depart-
mental grouping is peculiarly adapted 
to the customs and needs of the busi-
ness. However, in appropriate cases, 
the principles set forth in paragraphs 
(b) (1) and (2) of this section, relating 
to pooling by natural business units, 
may be used, with permission of the 
Commissioner, by wholesalers, retail-
ers, jobbers, or distributors. Where a 
wholesaler or retailer is also engaged 
in the manufacturing or processing of 
goods, the pooling of the LIFO inven-
tory for the manufacturing or proc-
essing operations shall be determined 
in accordance with the rules of para-
graph (b) of this section. 

(2) IPIC method pools. A retailer that 
elects to use the inventory price index 
computation method described in para-
graph (e)(3) of this section (IPIC meth-
od) for a trade or business may elect to 
establish dollar-value pools for those 
items accounted for using the IPIC 
method based on either the general ex-
penditure categories (i.e., major 
groups) in Table 3 (Consumer Price 
Index for all Urban Consumers (CPI-U): 
U.S. city average, detailed expenditure 
categories) of the ‘‘CPI Detailed Re-
port’’ or the 2-digit commodity codes 
(i.e., major commodity groups) in 
Table 6 (Producer price indexes and 
percent changes for commodity 
groupings and individual items, not 
seasonally adjusted) of the ‘‘PPI De-
tailed Report.’’ A wholesaler, jobber, or 
distributor that elects to use the IPIC 

method for a trade or business may 
elect to establish dollar-value pools for 
any group of goods accounted for using 
the IPIC method and included within 
one of the 2-digit commodity codes 
(i.e., major commodity groups) in 
Table 6 (Producer price indexes and 
percent changes for commodity 
groupings and individual items, not 
seasonally adjusted) of the ‘‘PPI De-
tailed Report.’’ The ‘‘CPI Detailed Re-
port’’ and the ‘‘PPI Detailed Report’’ 
are published monthly by the United 
States Bureau of Labor Statistics 
(BLS) (available from New Orders, Su-
perintendent of Documents, P.O. Box 
371954, Pittsburgh, PA 15250–7954). A 
taxpayer electing to establish dollar- 
value pools under this paragraph (c)(2) 
may combine IPIC pools that comprise 
less than 5 percent of the total current- 
year cost of all dollar-value pools to 
form a single miscellaneous IPIC pool. 
A taxpayer electing to establish pools 
under this paragraph (c)(2) may com-
bine a miscellaneous IPIC pool that 
comprises less than 5 percent of the 
total current-year cost of all dollar- 
value pools with the largest IPIC pool. 
Each of these 5 percent rules is a meth-
od of accounting. Thus, a taxpayer may 
not change to, or cease using, either 5 
percent rule without obtaining the 
Commissioner’s prior consent. Whether 
a specific IPIC pool or the miscella-
neous IPIC pool satisfies the applicable 
5 percent rule must be determined in 
the year of adoption or year of change 
(whichever is applicable) and redeter-
mined every third taxable year. Any 
change in pooling required or per-
mitted under a 5 percent rule is a 
change in method of accounting. A tax-
payer must secure the consent of the 
Commissioner pursuant to section 
1.446–1(e) before combining or sepa-
rating pools and must combine or sepa-
rate its IPIC pools in accordance with 
paragraph (g)(2) of this section. 

(d) Determination of appropriateness of 
pools. Whether the number and the 
composition of the pools used by the 
taxpayer is appropriate, as well as the 
propriety of all computations inci-
dental to the use of such pools, will be 
determined in connection with the ex-
amination of the taxpayer’s income tax 
returns. Adequate records must be 
maintained to support the base-year 
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unit cost as well as the current-year 
unit cost for all items priced on the 
dollar-value LIFO inventory method, 
regardless of the method authorized by 
paragraph (e) of this section which is 
used in computing the LIFO value of 
the dollar-value pool. The pool or pools 
selected must be used for the year of 
adoption and for all subsequent taxable 
years unless a change is required by 
the Commissioner in order to clearly 
reflect income, or unless permission to 
change is granted by the Commissioner 
as provided in paragraph (e) of § 1.446–1. 
However, see paragraph (h) of this sec-
tion for authorization to change the 
method of pooling in certain specified 
cases. 

(e) Methods of computation of the LIFO 
value of a dollar-value pool—(1) Methods 
authorized. A taxpayer may ordinarily 
use only the so-called ‘‘double-exten-
sion’’ method for computing the base- 
year and current-year cost of a dollar- 
value inventory pool. Where the use of 
the double-extension method is imprac-
tical, because of technological changes, 
the extensive variety of items, or ex-
treme fluctuations in the variety of the 
items, in a dollar-value pool, the tax-
payer may use an index method for 
computing all or part of the LIFO 
value of the pool. An index may be 
computed by double-extending a rep-
resentative portion of the inventory in 
a pool or by the use of other sound and 
consistent statistical methods. The 
index used must be appropriate to the 
inventory pool to which it is to be ap-
plied. The appropriateness of the meth-
od of computing the index and the ac-
curacy, reliability, and suitability of 
the use of such index must be dem-
onstrated to the satisfaction of the dis-
trict director in connection with the 
examination of the taxpayer’s income 
tax returns. The use of any so-called 
‘‘link-chain’’ method will be approved 
for taxable years beginning after De-
cember 31, 1960, only in those cases 
where the taxpayer can demonstrate to 
the satisfaction of the district director 
that the use of either an index method 
or the double-extension method would 
be impractical or unsuitable in view of 
the nature of the pool. A taxpayer 
using either an index or link-chain 
method shall attach to his income tax 
return for the first taxable year begin-

ning after December 31, 1960, for which 
the index or link-chain method is used, 
a statement describing the particular 
link-chain method or the method used 
in computing the index. The statement 
shall be in sufficient detail to facilitate 
the determination as to whether the 
method used meets the standards set 
forth in this subparagraph. In addition, 
a copy of the statement shall be filed 
with the Commissioner of Internal 
Revenue, Attention: T:R, Washington, 
D.C. 20224. The taxpayer shall submit 
such other information as may be re-
quested with respect to such index or 
link-chain method. Adequate records 
must be maintained by the taxpayer to 
support the appropriateness, accuracy, 
and reliability of an index or link- 
chain method. A taxpayer may request 
the Commissioner to approve the ap-
propriateness of an index or link-chain 
method for the first taxable year begin-
ning after December 31, 1960, for which 
it is used. Such request must be sub-
mitted within 90 days after the begin-
ning of the first taxable year beginning 
after December 31, 1960, in which the 
taxpayer desires to use the index or 
link-chain method, or on or before May 
1, 1961, whichever is later. A taxpayer 
entitled to use the retail method of 
pricing LIFO inventories authorized by 
paragraph (k) of § 1.472–1 may use retail 
price indexes prepared by the United 
States Bureau of Labor Statistics. Any 
method of computing the LIFO value of 
a dollar-value pool must be used for the 
year of adoption and all subsequent 
taxable years, unless the taxpayer ob-
tains the consent of the Commissioner 
in accordance with paragraph (e) of 
§ 1.446–1 to use a different method. 

(2) Double-extension method. (i) Under 
the double-extension method the quan-
tity of each item in the inventory pool 
at the close of the taxable year is ex-
tended at both base-year unit cost and 
current-year unit cost. The respective 
extensions at the two costs are then 
each totaled. The first total gives the 
amount of the current inventory in 
terms of base-year cost and the second 
total gives the amount of such inven-
tory in terms of current-year cost. 

(ii) The total current-year cost of 
items making up a pool may be deter-
mined— 
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(a) By reference to the actual cost of 
the goods most recently purchased or 
produced; 

(b) By reference to the actual cost of 
the goods purchased or produced during 
the taxable year in the order of acqui-
sition; 

(c) By application of an average unit 
cost equal to the aggregate cost of all 
of the goods purchased or produced 
throughout the taxable year divided by 
the total number of units so purchased 
or produced; or 

(d) Pursuant to any other proper 
method which, in the opinion of the 
Commissioner, clearly reflects income. 

(iii) Under the double-extension 
method a base-year unit cost must be 
ascertained for each item entering a 
pool for the first time subsequent to 
the beginning of the base year. In such 
a case, the base-year unit cost of the 
entering item shall be the current-year 
cost of that item unless the taxpayer is 
able to reconstruct or otherwise estab-
lish a different cost. If the entering 
item is a product or raw material not 
in existence on the base date, its cost 
may be reconstructed, that is, the tax-
payer using reasonable means may de-
termine what the cost of the item 
would have been had it been in exist-
ence in the base year. If the item was 
in existence on the base date but not 
stocked by the taxpayer, he may estab-
lish, by using available data or records, 
what the cost of the item would have 
been to the taxpayer had he stocked 
the item. If the base-year unit cost of 
the entering item is either recon-
structed or otherwise established to 
the satisfaction of the Commissioner, 
such cost may be used as the base-year 
unit cost in applying the double-exten-
sion method. If the taxpayer does not 
reconstruct or establish to the satisfac-
tion of the Commissioner a base-year 
unit cost, but does reconstruct or es-
tablish to the satisfaction of the Com-
missioner the cost of the item at some 
year subsequent to the base year, he 
may use the earliest cost which he does 
reconstruct or establish as the base- 
year unit cost. 

(iv) To determine whether there is an 
increment or liquidation in a pool for a 
particular taxable year, the end of the 
year inventory of the pool expressed in 
terms of base-year cost is compared 

with the beginning of the year inven-
tory of the pool expressed in terms of 
base-year cost. When the end of the 
year inventory of the pool is in excess 
of the beginning of the year inventory 
of the pool an increment occurs in the 
pool for that year. If there is an incre-
ment for the taxable year, the ratio of 
the total current-year cost of the pool 
to the total base-year cost of the pool 
must be computed. This ratio when 
multiplied by the amount of the incre-
ment measured in terms of base-year 
cost gives the LIFO value of such in-
crement. The LIFO value of each such 
increment is hereinafter referred to in 
this section as the ‘‘layer of incre-
ment’’ and must be separately ac-
counted for and a record thereof main-
tained as a separate layer of the pool, 
and may not be combined with a layer 
of increment occurring in a different 
year. On the other hand, when the end 
of the year inventory of the pool is less 
than the beginning of the year inven-
tory of the pool, a liquidation occurs in 
the pool for that year. Such liquidation 
is to be reflected by reducing the most 
recent layer of increment by the excess 
of the beginning of the year inventory 
over the end of the year inventory of 
the pool. However, if the amount of the 
liquidation exceeds the amount of the 
most recent layer of increment, the 
preceding layers of increment in re-
verse chronological order are to be suc-
cessively reduced by the amount of 
such excess until all the excess is ab-
sorbed. The base-year inventory is to 
be reduced by liquidation only to the 
extent that the aggregate of all liq-
uidation exceeds the aggregate of all 
layers of increment. 

(v) The following examples illustrate 
inventories under the double-extension 
the computation of the LIFO value of 
method. 

Example 1. (a) A taxpayer elects, beginning 
with the calendar year 1961, to compute his 
inventories by use of the LIFO inventory 
method under section 472 and further elects 
to use the dollar-value method in pricing 
such inventories as provided in paragraph (a) 
of this section. He creates Pool No. 1 for 
items A, B, and C. The composition of the in-
ventory for Pool No. 1 at the base date, Jan-
uary 1, 1961, is as follows: 
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Items Units Unit 
cost 

Total 
cost 

A .................................................... 1,000 $5 $5,000 
B .................................................... 2,000 4 8,000 
C .................................................... 500 2 1,000 

Total base-year cost at Jan. 
1, 1961 ................................ .......... .......... 14,000 

(b) The closing inventory of Pool No. 1 at 
December 31, 1961, contains 3,000 units of A, 
1,000 units of B, and 500 units of C. The tax-
payer computes the current-year cost of the 
items making up the pool by reference to the 
actual cost of goods most recently pur-
chased. The most recent purchases of items 
A, B, and C are as follows: 

Item Purchase date 
Quantity 

pur-
chased 

Unit 
cost 

A ..................... Dec. 15, 1961 ........... 3,500 $6.00 
B ..................... Dec. 10, 1961 ........... 2,000 5.00 
C ..................... Nov. 1, 1961 ............. 500 2.50 

(c) The inventory of Pool No. 1 at Decem-
ber 31, 1961, shown at base-year and current- 
year cost is as follows: 

Item Quan-
tity 

Dec. 31, 1961, 
inventory at Jan. 
1, 1961, base- 

year cost 

Dec. 31, 1961, 
inventory at cur-

rent-year cost 

Unit 
cost Amount 

Unit 
cost Amount 

A .................. 3,000 $5.00 $15,000 $6.00 $18,000 
B .................. 1,000 4.00 4,000 5.00 5,000 
C .................. 500 2.00 1,000 2.50 1,250 

Total ......... .......... .......... 20,000 .......... 24,250 

(d) If the amount of the December 31, 1961, 
inventory at base-year cost were equal to, or 
less than, the base-year cost of $14,000 at 
January 1, 1961, such amount would be the 
closing LIFO inventory at December 31, 1961. 
However, since the base-year cost of the clos-
ing LIFO inventory at December 31, 1961, 
amounts to $20,000, and is in excess of the 
$14,000 base-year cost of the opening inven-
tory for that year, there is a $6,000 increment 
in Pool No. 1 during the year. This incre-
ment must be valued at current-year cost, 
i.e., the ratio of 24,250/20,000, or 121.25 per-
cent. The LIFO value of the inventory at De-
cember 31, 1961, is $21,275, computed as fol-
lows: 

POOL NO. 1 

Dec. 31, 
1961, in-
ventory at 

Jan. 1, 
1961, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total 
base-year 
cost (per-

cent) 

Dec. 31, 
1961, in-
ventory at 

LIFO 
value 

Jan. 1, 1961, base cost 14,000 100.00 $14,000 

POOL NO. 1—Continued 

Dec. 31, 
1961, in-
ventory at 

Jan. 1, 
1961, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total 
base-year 
cost (per-

cent) 

Dec. 31, 
1961, in-
ventory at 

LIFO 
value 

Dec. 31, 1961, incre-
ment ........................... 6,000 121.25 7,275 

Total ....................... 20,000 ................ 21,275 

Example 2. (a) Assume the taxpayer in Ex-
ample 1 during the year 1962 completely dis-
poses of item C and purchases item D. As-
sume further that item D is properly includ-
ible in Pool No. 1 under the provisions of this 
section. The closing inventory on December 
31, 1962, consists of quantities at current- 
year unit cost, as follows: 

Items Units 

Current- 
year unit 
cost Dec. 
31, 1962 

A .......................................................... 2,000 $6.50 
B .......................................................... 1,500 6.00 
D .......................................................... 1,000 5.00 

(b) The taxpayer establishes that the cost 
of item D, had he acquired it on January 1, 
1961, would have been $2.00 per unit. Such 
cost shall be used as the base-year unit cost 
for item D, and the LIFO computations at 
December 31, 1962, are made as follows: 

Item Quan-
tity 

Dec. 31, 1962, 
inventory at Jan. 
1, 1961, base- 

year cost 

Dec. 31, 1962, 
inventory at cur-

rent-year cost 

Unit 
cost Amount 

Unit 
cost Amount 

A .................. 2,000 $5.00 $10,000 $6.50 $13,000 
B .................. 1,500 4.00 6,000 6.00 9,000 
D .................. 1,000 2.00 2,000 5.00 5,000 

Total ..... .......... .......... 18,000 .......... 27,000 

(c) Since the closing inventory at base- 
year cost, $18,000, is less than the 1962 open-
ing inventory at base-year cost, $20,000, a liq-
uidation of $2,000 has occurred during 1962. 
This liquidation is to be reflected by reduc-
ing the most recent layer of increment. The 
LIFO value of the inventory at December 31, 
1962, is $18,850, and is summarized as follows: 
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POOL NO. 1 

Dec. 31, 
1962, in-
ventory at 

Jan. 1, 
1961, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total 
base-year 
cost (per-

cent) 

Dec. 31, 
1962, in-
ventory at 

LIFO 
value 

Jan. 1, 1961, base cost 14,000 100.00 $14,000 
Dec. 31, 1961, incre-

ment ........................... 4,000 121.25 4,850 

Total ....................... 18,000 ................ 18,850 

(3) Inventory price index computation 
(IPIC) method—(i) In general. The inven-
tory price index computation method 
provided by this paragraph (e)(3) (IPIC 
method) is an elective method of deter-
mining the LIFO value of a dollar- 
value pool using consumer or producer 
price indexes published by the United 
States Bureau of Labor Statistics 
(BLS). A taxpayer using the IPIC 
method must compute a separate in-
ventory price index (IPI) for each dol-
lar-value pool. This IPI is used to con-
vert the total current-year cost of the 
items in a dollar-value pool to base- 
year cost in order to determine wheth-
er there is an increment or liquidation 
in terms of base-year cost and, if there 
is an increment, to determine the LIFO 
inventory value of the current year’s 
layer of increment (layer). Using one 
IPI to compute the base-year cost of a 
dollar-value pool for the current tax-
able year and using a different IPI to 
compute the LIFO inventory value of 
the current taxable year’s layer is not 
permitted under the IPIC method. The 
IPIC method will be accepted by the 
Commissioner as an appropriate meth-
od of computing an index, and the use 
of that index to compute the LIFO 
value of a dollar-value pool will be ac-
cepted as accurate, reliable, and suit-
able. The appropriateness of a tax-
payer’s computation of an IPI, which 
includes all the steps described in para-
graph (e)(3)(iii) of this section, will be 
determined in connection with an ex-
amination of the taxpayer’s federal in-
come tax return. A taxpayer using the 
IPIC method may elect to establish 
dollar-value pools according to the spe-
cial rules in paragraphs (b)(4) and (c)(2) 
of this section or the general rules in 
paragraphs (b) and (c) of this section. 
Taxpayers eligible to use the IPIC 

method are described in paragraph 
(e)(3)(ii) of this section. The manner in 
which an IPI is computed is described 
in paragraph (e)(3)(iii) of this section. 
Rules relating to the adoption of, or 
change to, the IPIC method are in 
paragraph (e)(3)(iv) of this section. 

(ii) Eligibility. Any taxpayer electing 
to use the dollar-value LIFO method 
may elect to use the IPIC method. Ex-
cept as provided in this paragraph 
(e)(3)(ii) or in other published guidance, 
a taxpayer that elects to use the IPIC 
method for a specific trade or business 
must use that method to account for 
all items of dollar-value LIFO inven-
tory. A taxpayer that uses the retail 
price indexes computed by the BLS and 
published in ‘‘Department Store Inven-
tory Price Indexes’’ (available from the 
BLS by calling (202) 606–6325 and enter-
ing document code 2415) may elect to 
use the IPIC method for items that do 
not fall within any of the major groups 
listed in ‘‘Department Store Inventory 
Price Indexes.’’ 

(iii) Computation of an inventory price 
index—(A) In general. The computation 
of an IPI for a dollar-value pool re-
quires the following four steps, which 
are described in more detail in this 
paragraph (e)(3)(iii): First, selection of 
a BLS table and an appropriate month; 
second, assignment of items in a dol-
lar-value pool to BLS categories (se-
lected BLS categories); third, computa-
tion of category inflation indexes for 
selected BLS categories; and fourth, 
computation of the IPI. A taxpayer 
may compute the IPI for each dollar- 
value pool using either the double-ex-
tension method (double-extension IPIC 
method) or the link-chain method 
(link-chain IPIC method), without re-
gard to whether the use of a double-ex-
tension method is impractical or un-
suitable. The use of either the double- 
extension IPIC method or the link- 
chain IPIC method is a method of ac-
counting, and the adopted method 
must be applied consistently to all dol-
lar-value pools within a trade or busi-
ness accounted for under the IPIC 
method. A taxpayer that wants to 
change from the double-extension IPIC 
method to the link-chain IPIC method, 
or vice versa, must secure the consent 
of the Commissioner under § 1.446–1(e). 
This change must be made with a new 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00555 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



546 

26 CFR Ch. I (4–1–13 Edition) § 1.472–8 

base year as described in paragraph 
(e)(3)(iv)(B)(1). 

(B) Selection of BLS table and appro-
priate month—(1) In general. Under the 
IPIC method, an IPI is computed using 
the consumer or producer price indexes 
for certain categories (BLS price in-
dexes and BLS categories, respectively) 
listed in the selected BLS table of the 
‘‘CPI Detailed Report’’ or the ‘‘PPI De-
tailed Report’’ for the appropriate 
month. 

(2) BLS table selection. Manufacturers, 
processors, wholesalers, jobbers, and 
distributors must select BLS price in-
dexes from Table 6 (Producer price in-
dexes and percent changes for com-
modity groupings and individual items, 
not seasonally adjusted) of the ‘‘PPI 
Detailed Report’’, unless the taxpayer 
can demonstrate that selecting BLS 
price indexes from another table of the 
‘‘PPI Detailed Report’’ is more appro-
priate. Retailers may select BLS price 
indexes from either Table 3 (Consumer 
Price Index for all Urban Consumers 
(CPI-U): U.S. city average, detailed ex-
penditure categories) of the ‘‘CPI De-
tailed Report’’ or from Table 6 (or an-
other more appropriate table) of the 
‘‘PPI Detailed Report.’’ The selection 
of a BLS table is a method of account-
ing and must be used for the taxable 
year of adoption and all subsequent 
years, unless the taxpayer obtains the 
Commissioner’s consent under § 1.446– 
1(e) to change its table selection. A 
taxpayer that changes its BLS table 
must establish a new base year in the 
year of change as described in para-
graph (e)(3)(iv)(B) of this section. 

(3) Appropriate month. In the case of a 
retailer using the retail method, the 
appropriate month is the last month of 
the retailer’s taxable year. In the case 
of all other taxpayers, the appropriate 
month is the month most consistent 
with the method used to determine the 
current-year cost of the dollar-value 
pool under paragraph (e)(2)(ii) of this 
section and the taxpayer’s history of 
inventory production or purchases dur-
ing the taxable year. A taxpayer not 
using the retail method may annually 
select an appropriate month for each 
dollar-value pool or make an election 
on Form 970, ‘‘Application to Use LIFO 
Inventory Method,’’ to use a represent-
ative appropriate month (representa-

tive month). An election to use a rep-
resentative month is a method of ac-
counting and the month elected must 
be used for the taxable year of the elec-
tion and all subsequent taxable years, 
unless the taxpayer obtains the Com-
missioner’s consent under § 1.446–1(e) to 
change or revoke its election. 

(4) Examples. The following examples 
illustrate the rules of this paragraph 
(e)(3)(iii)(B)(3): 

Example 1. Determining an appropriate 
month. A wholesaler of seasonal goods timely 
files a Form 970, ‘‘Application to Use LIFO 
Inventory Method,’’ for the taxable year end-
ing December 31, 2001. The taxpayer indi-
cates elections to use the dollar-value LIFO 
method, to determine the current-year cost 
using the earliest acquisitions method in ac-
cordance with paragraph (e)(2)(ii)(b) of this 
section, and to use the IPIC method under 
paragraph (e)(3) of this section. Although the 
taxpayer purchases inventory items regu-
larly throughout the year, the items pur-
chased vary according to the seasons. The 
seasonal items on hand at December 31, 2001, 
are purchased between October and Decem-
ber. Thus, based on the taxpayer’s use of the 
earliest acquisitions method of determining 
current-year cost and its experience with in-
ventory purchases, the appropriate month 
for the items represented in the ending in-
ventory at December 31, 2001, is October. 

Example 2. Electing a representative month. A 
retailer not using the retail method timely 
files a Form 970, ‘‘Application to Use LIFO 
Inventory Method,’’ for the taxable year end-
ing December 31, 2001. The taxpayer indi-
cates elections to use the dollar-value LIFO 
method, the most recent purchases method 
of determining current-year cost under para-
graph (e)(2)(ii)(a) of this section, the IPIC 
method under paragraph (e)(3) of this sec-
tion, and December as its representative 
month under paragraph (e)(3)(iii)(B)(3) of 
this section. The items in the taxpayer’s 
ending inventory are purchased fairly uni-
formly throughout the year, with the first 
purchases normally occurring in January 
and the last purchases normally occurring in 
December. The taxpayer’s election to use De-
cember as its representative month is per-
missible because the taxpayer elected to use 
the most recent purchases method and the 
taxpayer’s last purchases of the taxable year 
normally occur during December, the last 
month of the taxpayer’s taxable year. 

Example 3. Changing representative month. 
The facts are the same as in Example 2, ex-
cept the taxpayer files a Form 3115, ‘‘Appli-
cation for Change in Accounting Method,’’ 
requesting permission to change to the ear-
liest acquisitions method of determining 
current-year cost in accordance with para-
graph (e)(2)(ii)(b) of this section and to 
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change its representative month from De-
cember to January beginning with the tax-
able year ending December 31, 2003. If the 
Commissioner consents to the taxpayer’s re-
quest to change to the earliest acquisitions 
method, December will no longer be a per-
missible representative month for this tax-
payer because of the absence of a nexus be-
tween the earliest acquisitions method, the 
month of December (the last month of the 
taxpayer’s taxable year), and the taxpayer’s 
experience with inventory purchases during 
the year. Thus, the Commissioner will per-
mit the taxpayer to change its representa-
tive month to January, the first month of 
the taxpayer’s taxable year. 

Example 4. Changing representative month. 
The facts are the same as in Example 2. In 
2002, the taxpayer changes its annual ac-
counting period to a taxable year ending 
June 30, which requires the taxpayer to file 
a return for the short taxable year beginning 
January 1, 2002, and ending June 30, 2002. As 
a result, December is no longer a permissible 
representative month because of the absence 
of a nexus between the most recent pur-
chases method, the month of December, and 
the taxpayer’s experience with inventory 
purchases during the year. The taxpayer 
should file a Form 3115 requesting permis-
sion to change its representative month from 
December to June beginning with the short 
taxable year ending June 30, 2002. Because 
the taxpayer’s last purchases of the taxable 
year now will occur in June, the Commis-
sioner will consent to the taxpayer’s request 
to change its representative month to June. 

Example 5. Changing representative month. 
The facts are the same as in Example 2, ex-
cept that the taxpayer elects to use January 
as its representative month. The taxpayer 
timely files a Form 3115 requesting permis-
sion to change its representative month from 
January to December beginning with the 
taxable year ending December 31, 2003. Janu-
ary is not a permissible representative 
month because of the absence of a nexus be-
tween the most recent purchases method, 
the taxpayer’s history of inventory pur-
chases, and the month of January, the first 
month in the taxpayer’s taxable year. Be-
cause December is a permissible representa-
tive month, the Commissioner will permit 
the taxpayer to change its representative 
month to December. 

(C) Assignment of inventory items to 
BLS categories—(1) In general. Except as 
provided in paragraph (e)(3)(iii)(C)(2) of 
this section, a taxpayer must assign 
each item in a dollar-value pool to the 
most-detailed BLS category of the se-
lected BLS table that contains that 
item. For example, in Table 6 of the 
‘‘PPI Detailed Report’’ for a given 
month, the commodity codes for the 

various BLS categories run from 2 to 8 
digits, with the least-detailed BLS cat-
egories having a 2-digit code and the 
most-detailed BLS categories usually 
(but not always) having an 8-digit code. 
For purposes of assigning items to the 
most-detailed BLS category, manufac-
turers and processors must assign each 
raw material item to the most-detailed 
PPI category that includes that raw 
material and must assign each finished 
good item to the most-detailed PPI 
category that includes that finished 
good. In addition, manufacturers and 
processors must assign each work-in- 
process (WIP) item to the most-de-
tailed PPI category that includes the 
finished good into which the item will 
be manufactured or processed. For this 
purpose, finished good means a salable 
item that the taxpayer regularly sells. 
For example, a gasoline-engine manu-
facturer that also manufactures the 
pistons used in those engines and regu-
larly sells some of the pistons (e.g., to 
retailers of replacement parts) must 
assign both finished pistons that have 
not been affixed to an engine block and 
piston WIP items to the most-detailed 
PPI category that includes pistons. 
Finished pistons that have been affixed 
to an engine block must be assigned to 
the most-detailed PPI category that 
includes gasoline engines. In contrast, 
if sales of these pistons occur infre-
quently, the taxpayer must assign both 
finished pistons and piston WIP items 
to the most-detailed PPI category that 
includes gasoline engines. 

(2) 10 percent method. Instead of as-
signing each item in a dollar-value 
pool to the most-detailed BLS cat-
egories, as described in paragraph 
(e)(3)(iii)(C)(1) of this section, a tax-
payer may elect to use the 10 percent 
method described in this paragraph 
(e)(3)(iii)(C)(2). Under the 10 percent 
method, items are assigned to BLS cat-
egories using a three-step procedure. 
First, when the current-year cost of a 
specific item is 10 percent or more of 
the total current-year cost of the dol-
lar-value pool, the taxpayer must as-
sign that item to the most-detailed 
BLS category that includes that item 
(10 percent BLS category). Any other 
item that is includible in that 10 per-
cent BLS category (other than an item 
that qualifies for its own 10 percent 
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BLS category under the preceding sen-
tence) must be assigned to that 10 per-
cent BLS category. Second, if one or 
more items have not been assigned to 
BLS categories in the first step, the 
taxpayer must investigate successively 
less-detailed BLS categories and assign 
the unassigned item(s) to the first BLS 
category that contains unassigned 
items whose current-year cost, in the 
aggregate, is 10 percent or more of the 
total current-year cost of the dollar- 
value pool (also, 10 percent BLS cat-
egories). This step must be repeated 
until all the items in the dollar-value 
pool have been included in an appro-
priate 10 percent BLS category, the 
current-year cost of the unassigned 
items, in the aggregate, is less than 10 
percent of the total current-year cost 
of the dollar-value pool, or the tax-
payer determines that a single BLS 
category is not appropriate for the ag-
gregate of the unassigned items. Third, 
if items in a dollar-value pool have not 
been assigned to a 10 percent BLS cat-
egory because the current-year cost of 
those items, in the aggregate, is less 
than 10 percent of the total current- 
year cost of the dollar-value pool, the 
taxpayer must assign those items to 
the most-detailed BLS category that 
includes all those items (also, a 10 per-
cent category). On the other hand, if 
items in a dollar-value pool have not 
been assigned to a 10 percent BLS cat-
egory because the taxpayer determines 
that a single BLS category is not ap-
propriate for the aggregate of those 
items, the taxpayer must assign each 
of those items to a single miscella-
neous BLS category created by the tax-
payer (also, a 10 percent category). In 
no event may a taxpayer assign items 
in a dollar-value pool to a BLS cat-
egory that is less detailed than either 
the major groups of consumer goods de-
scribed in Table 3 of the monthly ‘‘CPI 
Detailed Report’’ or the major com-
modity groups of producer goods de-
scribed in Table 6 of the monthly ‘‘PPI 
Detailed Report.’’ Principles similar to 
those described in paragraph 
(e)(3)(iii)(C)(1) apply for purposes of as-
signing raw material, work-in-process, 
and finished good items to the most-de-
tailed BLS category under the 10 per-
cent method. 

(3) Change in method of accounting. 
The 10 percent method of assigning 
items in a dollar-value pool to BLS 
categories is a method of accounting. 
In addition, a taxpayer’s selection of a 
BLS category for a specific item is a 
method of accounting. However, the as-
signment of items to different BLS cat-
egories solely as a result of the applica-
tion of the 10 percent method is a 
change in underlying facts and not a 
change in method of accounting. Like-
wise, the selection of a new BLS cat-
egory for a specific item as a result of 
a revision to a BLS table is a change in 
underlying facts and not a change in 
method of accounting. A taxpayer that 
wants to change its method of select-
ing BLS categories (i.e., to or from the 
10-percent method) or of selecting a 
BLS category for a specific item must 
secure the Commissioner’s consent in 
accordance with § 1.446–1(e). A taxpayer 
that voluntarily changes its method of 
selecting BLS categories or of select-
ing a BLS category for a specific item 
must establish a new base year in the 
year of change as described in para-
graph (e)(3)(iv)(B) of this section. 

(D) Computation of a category inflation 
index—(1) In general. As described in 
more detail in this paragraph 
(e)(3)(iii)(D), a category inflation index 
reflects the inflation that occurs in the 
BLS price indexes for a selected BLS 
category (or, if applicable, 10 percent 
BLS category) during the relevant 
measurement period. 

(2) BLS price indexes. The BLS price 
indexes are the cumulative indexes 
published in the selected BLS table for 
the appropriate month. A taxpayer 
may elect to use either preliminary or 
final BLS price indexes for the appro-
priate month, provided that the se-
lected BLS price indexes are used con-
sistently. However, a taxpayer that 
elects to use final BLS price indexes 
for the appropriate month must use 
preliminary BLS price indexes for any 
taxable year for which the taxpayer 
files its original federal income tax re-
turn before the BLS publishes final 
BLS price indexes for the appropriate 
month. If a BLS price index for a most- 
detailed or 10 percent BLS category is 
not otherwise available for the appro-
priate or representative month (but 
not because the BLS categories in the 
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BLS table have been revised), the tax-
payer must use the BLS price index for 
the next most-detailed BLS category 
that includes the specific item(s) in the 
most-detailed or 10 percent BLS cat-
egory. If a BLS price index is not oth-
erwise available for the appropriate or 
representative month because the BLS 
categories in the BLS table have been 
revised, the rules of paragraph 
(e)(3)(iii)(D)(4) of this section apply. 

(3) Category inflation index—(i) In gen-
eral. Except as provided in paragraph 
(e)(3)(iii)(D)(4) of this section (con-
cerning compound category inflation 
indexes) or (e)(3)(iii)(D)(5) of this sec-
tion (concerning category inflation in-
dexes for certain 10 percent BLS cat-
egories), a category inflation index for 
a selected BLS category (or, if applica-
ble, 10 percent BLS category) is com-
puted under the rules of this paragraph 
(e)(3)(iii)(D)(3). 

(ii) Double-extension IPIC method. In 
the case of a taxpayer using the dou-
ble-extension IPIC method, the cat-
egory inflation index for a BLS cat-
egory is the quotient of the BLS price 
index for the appropriate or representa-
tive month of the current year divided 
by the BLS price index for the appro-
priate month of the taxable year pre-
ceding the base year (base month). 
However, if the taxpayer did not have 
an opening inventory in the year that 
its election to use the dollar-value 
LIFO method and double-extension 
IPIC method became effective, the cat-
egory inflation index for a BLS cat-
egory is the quotient of the BLS price 
index for the appropriate or representa-
tive month of the current year divided 
by the BLS price index for the month 
immediately preceding the month of 
the taxpayer’s first inventory produc-
tion or purchase. 

(iii) Link-chain IPIC method. In the 
case of a taxpayer using the link-chain 
IPIC method, the category inflation 
index for a BLS category is the 
quotient of the BLS price index for the 
appropriate or representative month of 
the current year divided by the BLS 
price index for the appropriate month 
used for the immediately preceding 
taxable year. However, if the taxpayer 
did not have an opening inventory in 
the year that its election to use the 
dollar-value LIFO method and link- 

chain IPIC method became effective, 
the category inflation index for a BLS 
category for the year of election is the 
quotient of the BLS price index for the 
appropriate or representative month of 
the current year divided by the BLS 
price index for the month immediately 
preceding the month of the taxpayer’s 
first inventory production or purchase. 

(iv) Special rules concerning representa-
tive months. A taxpayer electing to use 
a representative month under para-
graph (e)(3)(iii)(B)(3) of this section 
must use an appropriate month, rather 
than the representative month, to de-
termine category inflation indexes in 
the circumstances described in this 
paragraph (e)(3)(iii)(D)(3)(iv) and in 
other similar circumstances. For ex-
ample, in the case of a short taxable 
year, the category inflation index 
should reflect the inflation that occurs 
from the base month (in the case of the 
double-extension IPIC method), or the 
appropriate or representative month 
used for the preceding taxable year (in 
the case of the link-chain IPIC meth-
od), and the appropriate month for the 
short taxable year. Similarly, if a tax-
payer using the link-chain IPIC meth-
od is granted consent to change both 
its method of determining the current- 
year cost of a dollar-value pool and its 
representative month, the category in-
flation index for the year of change 
should reflect the inflation that occurs 
between the old representative month 
used for the preceding taxable year and 
the new representative month used for 
the year of change. 

(4) Compound category inflation index 
for revised BLS categories or price in-
dexes—(i) In general. Periodically, the 
BLS revises a BLS table to add one or 
more new BLS categories, eliminate 
one or more previously reported BLS 
categories, or reset the base-year BLS 
price index of one or more BLS cat-
egories. If the BLS has revised the ap-
plicable BLS table for a taxable year, a 
taxpayer must compute the category 
inflation index for each BLS category 
for which the taxpayer cannot compute 
a category inflation index in accord-
ance with paragraph (e)(3)(iii)(D)(3) of 
this section (affected BLS category) 
using a reasonable method, provided 
the method is used consistently for all 
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affected BLS categories within a par-
ticular taxable year. For example, if 
the BLS revised the CPI by adding new 
BLS categories as of January 2001 and 
eliminating some previously reported 
BLS categories as of December 2000, 
January 2002 would be the first month 
for which it would be possible to com-
pute a category inflation index for a 12- 
month period using the BLS price in-
dexes for any affected category. The 
compound category inflation index de-
scribed in paragraph (e)(3)(iii)(D)(4)(ii) 
of this section is a reasonable method 
of computing the category inflation 
index for an affected BLS category. 

(ii) Computation of compound category 
inflation index. When the applicable 
BLS table is revised as described in 
paragraph (e)(3)(iii)(D)(4)(i) of this sec-
tion, a taxpayer may use the procedure 
described in this paragraph 
(e)(3)(iii)(D)(4)(ii) to compute a com-
pound category inflation index for each 
affected BLS category represented in 
the taxpayer’s ending inventory. For 
this purpose, a compound category in-
flation index is the product of the cat-
egory inflation index for the ‘‘first por-
tion’’ multiplied by the corresponding 
category inflation index for the ‘‘sec-
ond portion.’’ The category inflation 
index for the first portion must reflect 
the inflation that occurs between the 
end of the base month (in the case of 
the double-extension IPIC method), or 
the preceding year’s appropriate or rep-
resentative month (in the case of the 
link-chain IPIC method), and the end 
of the last month covered by the 
unrevised BLS table based on the old 
BLS category. The corresponding cat-
egory inflation index for the second 
portion must reflect the inflation that 
occurs between the beginning of the 
first month covered by the revised BLS 
table based on the new BLS category 
and the end of the current year’s ap-
propriate or representative month. 
First, using the revised BLS table for 
the current-year’s appropriate or rep-
resentative month, the taxpayer as-
signs items in the dollar-value pool 
using its method of assigning items to 
BLS categories as described in para-
graph (e)(3)(iii)(C) of this section. Sec-
ond, for each affected BLS category 
represented in the ending inventory, 
the taxpayer computes the category in-

flation index for the second portion 
using this formula: [A/B], where A 
equals the BLS price index for the cur-
rent year’s appropriate or representa-
tive month and B equals the BLS price 
index for the last month covered by the 
unrevised BLS table (as published for 
the first month of the revised BLS 
table). Third, using the unrevised BLS 
table for the base month (in the case of 
the double extension IPIC method) or 
the preceding year’s appropriate or rep-
resentative month (in the case of the 
link-chain IPIC method), the taxpayer 
assigns each of the items in the dollar- 
value pool using its method of assign-
ing items to BLS categories. Fourth, 
for each affected BLS category rep-
resented in the ending inventory, the 
taxpayer computes the category infla-
tion index for the first portion using 
this formula: [C/D], where C equals the 
BLS price index for the last month cov-
ered by the unrevised BLS table (as 
published for the last month of the 
unrevised BLS table) and D equals the 
BLS price index for the base month (in 
the case of the double-extension IPIC 
method) or the preceding year’s appro-
priate or representative month (in the 
case of the link-chain IPIC method). 
Fifth, for each affected BLS category 
represented in the ending inventory, 
the taxpayer computes the compound 
category inflation index using this for-
mula: [X*Y], where X equals the cat-
egory inflation index for the second 
portion, and Y equals the cor-
responding category inflation index for 
the first portion. For the purpose of 
computing the compound category in-
flation index for each affected BLS cat-
egory, the corresponding category in-
flation index for the first portion is the 
category inflation index for the 
unrevised BLS category that includes 
the specific inventory item(s) included 
in the revised BLS category. If items 
included in a single revised BLS cat-
egory had been included in separate 
BLS categories before the revision of 
the BLS table, the corresponding cat-
egory inflation index for the first por-
tion is the weighted harmonic mean of 
the category inflation indexes for these 
unrevised BLS categories. See para-
graph (e)(3)(iii)(E)(1) of this section for 
a formula of the weighted harmonic 
mean. When computing this weighted- 
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average category inflation index, a tax-
payer must use the current-year costs 
(or in the case of a retailer using the 
retail method, the retail selling prices) 
in ending inventory as the weights. 

(iii) New base year. A taxpayer may 
establish a new base year in the year 
following the taxable year for which 
the taxpayer computed a compound 
category inflation index under this 
paragraph (e)(3)(iii)(D)(4) for one or 
more affected BLS categories in a dol-
lar-value pool. See paragraph 
(e)(3)(iv)(B) of this section for the pro-
cedures and computations incident to 
establishing a new base year. 

(iv) Examples. The following examples 
illustrate the rules of this paragraph 
(e)(3)(iii)(D)(4): 

Example 1. BLS categories eliminated. (i) A 
retailer, whose taxable year ends January 31, 
elected to account for its inventories using 
the dollar-value LIFO method and double-ex-
tension IPIC method (based on the CPI), be-
ginning with the taxable year ending Janu-
ary 31, 1997. The taxpayer does not use the 
retail method, but elected to use January as 
its representative month. On January 31, 
1999, the taxpayer’s only dollar-value pool 
contains only two items—lemons and peach-
es. The total current-year cost of these items 
is as follows: lemons, $40, and peaches, $30. 

(ii) The CPI was revised in October of 1998 
to eliminate the ‘‘Citrus fruits’’ subcategory 

of ‘‘Other fresh fruits.’’ In addition, the base- 
year BLS price index for ‘‘Other fresh fruits’’ 
was reset to 100.00 as of October 1, 1998. In 
relevant part, the January 1999 CPI permits 
the assignment of both lemons and peaches 
to ‘‘Other fresh fruits.’’ The January 1999 
BLS price indexes for ‘‘Citrus fruits’’ and 
‘‘Other fresh fruits’’ are 96.6 and 105.6, respec-
tively. In relevant part, the September 1998 
CPI permits the assignment of lemons to 
‘‘Citrus fruits’’ and peaches to ‘‘Other fresh 
fruits.’’ The September 1998 BLS price in-
dexes for ‘‘Citrus fruits’’ and ‘‘Other fresh 
fruits’’ are 194.9 and 294.9, respectively, and 
the January 1997 BLS price indexes for ‘‘Cit-
rus fruits’’ and ‘‘Other fresh fruits’’ are 190.2 
and 290.2, respectively. 

(iii) Because the BLS eliminated the cat-
egory, ‘‘Citrus fruits,’’ as of October 1998, it 
did not publish a BLS price index for that 
category in the January 1999 CPI. Thus, the 
taxpayer cannot compute a category infla-
tion index for ‘‘Citrus fruits’’ under the nor-
mal procedures, but may compute a com-
pound category inflation index for that af-
fected BLS category using the procedures de-
scribed in paragraph (e)(3)(iii)(D)(4)(ii) of this 
section. 

(iv) The taxpayer computes a compound 
category inflation index for the two BLS cat-
egories that formerly included lemons and 
peaches. The taxpayer first assigns lemons 
and peaches to ‘‘Other fresh fruits,’’ the 
most-detailed index in the January 1999 CPI, 
and then computes the category inflation 
index for the second portion as follows: 

Item 1999 category 
Jan. 1999 index/Sept. 
1998 index (as pub-
lished in Oct. 1998) 

Category inflation 
index 

Lemons and Peaches ............................. Other fresh fruits ............................... 105.6/100.0 1.0560 

(v) The taxpayer assigns the lemons and 
peaches to the most-detailed BLS categories 
in the January 1998 CPI as follows: lemons to 
‘‘Citrus fruits’’ and peaches to ‘‘Other fresh 

fruits.’’ Then, the taxpayer computes the 
category inflation index for the first portion 
as follows: 

Item 1998 category 
Sept. 1998 index (as 

published in Sept. 
1998)/Jan. 1997 

Category inflation 
index 

Lemons .................................................... Citrus fruits ........................................ 194.9/190.2 1.0247 
Peaches ................................................... Other fresh Fruits .............................. 294.9/290.2 1.0162 

(vi) Because lemons and peaches, which are 
included together in the revised ‘‘Other fresh 
fruits’’ category, had been included in sepa-
rate BLS categories before the BLS table 
was revised, the taxpayer must compute a 
single corresponding category inflation 
index for the affected BLS categories for the 
first portion. This corresponding category 

inflation index is the weighted harmonic 
mean of the separate corresponding category 
inflation indexes for the first portion using 
the cost of the items in ending inventory as 
the weights. The taxpayer computes the cor-
responding category inflation index for 
‘‘Other fresh fruits’’ for the first portion as 
follows: 
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Item 
(I) 

Weight (cost of 
item) 

(II) 
Category inflation 

index 

(III) 
Quotient: (I)/(II) 

Lemons .................................................................................................. $40.00 1.0247 $39.04 
Peaches ................................................................................................. 30.00 1.0162 29.52 

Total ........................................................................................ 70.00 ............................ 68.56 

(IV) 
Sum of weights 

(V) 
Sum of (weight/category 

inflation index) 

(VI) 
Weighted harmonic 
mean of other fresh 

fruits: (IV)/(V) 

$70.00 ............................................................................................................ $68.56 1.0210 

(vii) Finally, the taxpayer computes the 
compound category inflation index for Other 
fresh fruits as follows: 

Item 

(I) 
Category inflation 

index (second 
portion) 

(II) 
Category inflation 
index (first por-

tion) 

(III) 
Compound cat-
egory inflation 
index: (I)*(II) 

Other fresh fruits ................................................................................... 1.0560 1.0210 1.0782 

(viii) The taxpayer may establish a new 
base year for the taxable year ending Janu-
ary 31, 2000. 

Example 2. BLS categories separated. (i) The 
facts are the same as in Example 1, except 
prior to October 1998, both lemons and peach-
es were assigned to ‘‘Other fresh fruits’’ and 
in the October 1998 CPI, the BLS created a 
new category, ‘‘Citrus fruits,’’ for citrus 
fruits, such as lemons. Moreover, the BLS 
reset the base-year BLS price index for 
‘‘Other fresh fruits’’ to 100.0 as of October 1, 
1998. As a result of these changes, the tax-
payer may no longer assign lemons to 
‘‘Other fresh fruits.’’ 

(ii) Because ‘‘Citrus fruits’’ is new as of Oc-
tober 1998, the BLS did not publish a BLS 

price index for this BLS category in the Jan-
uary 1999 CPI. Thus, because the taxpayer 
cannot compute a category inflation index 
for ‘‘Citrus fruits’’ under the normal proce-
dures, the taxpayer may compute a com-
pound category inflation index for the af-
fected BLS category using the procedures de-
scribed in paragraph (e)(3)(iii)(D)(4)(ii) of this 
section. 

(iii) Based on the January 1999 CPI, the 
taxpayer assigns lemons to ‘‘Citrus fruits’’ 
and peaches to ‘‘Other fresh fruits.’’ Then, 
the taxpayer computes a compound category 
inflation index for each of the two BLS cat-
egories. The computation of the category in-
flation index for the second portion is as fol-
lows: 

Item 1999 category 
Jan. 1999 index/Sept. 
1998 index (as pub-
lished in Oct. 1998) 

Category inflation 
index 

Lemons .................................................... Citrus fruits ........................................ 96.6/100 0.9660 
Peaches ................................................... Other fresh fruits ............................... 105.6/100 1.0560 

(iv) Then, the taxpayer computes the cat-
egory inflation index for the first portion as 
follows: 

Item 1998 category 
Sept. 1998 index (as 

published in Sept. 
1998)/Jan. 1997 

Category inflation 
index 

Lemons & Peaches ................................. Other fresh fruits ............................... 294.9/290.2 1.0162 

(v) Finally, the taxpayer computes the 
compound category inflation index for ‘‘Cit-
rus fruits’’ and ‘‘Other fresh fruits’’: 
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Item 

(I) 
Category inflation 

index (second 
portion) 

(II) 
Category inflation 
index (first por-

tion) 

(III) 
Compound cat-
egory inflation 
index: (I)*(II) 

Citrus fruits ............................................................................................ 0.9660 1.0162 0.9816 
Other fresh fruits ................................................................................... 1.0560 1.0162 1.0731 

(vi) The taxpayer may establish a new base 
year for the taxable year ending January 31, 
2000. 

(5) 10 percent method. (i) Applicability. 
A taxpayer that elects to use the 10 
percent method described in paragraph 
(e)(3)(iii)(C)(2) of this section must 
compute a category inflation index for 
a less-detailed 10 percent BLS category 
as provided in this paragraph 
(e)(3)(iii)(D)(5). A less-detailed 10 per-
cent category is a BLS category that— 

(A) subsumes two or more BLS cat-
egories; 

(B) Does not have a single assigned 
item whose current-year cost is 10 per-
cent or more of the current-year cost 
of all the items in the dollar-value 
pool; 

(C) Has at least one item in at least 
one of the subsumed BLS categories; 
and 

(D) Has at least one subsumed BLS 
category that either does not have any 
assigned items or is a separate 10 per-
cent BLS category. 

(ii) Determination of category inflation 
index. If the rules of this paragraph 
(e)(3)(iii)(D)(5) apply, the category in-
flation index for the less-detailed 10 
percent BLS category is equal to the 
weighted arithmetic mean of the cat-
egory inflation index (or, compound 
category inflation index, if applicable) 
for each of the subsumed BLS cat-
egories that have been assigned at 
least one item from the taxpayer’s dol-
lar-value pool (excluding any item that 
is properly assigned to a separate 10 
percent BLS category). [Weighted 
Arithmetic Mean = Sum of (Weight × 
Category Inflation Index)]/Sum of 
Weights]. The appropriate weight for 
each of the most-detailed BLS cat-
egories referenced in the preceding sen-
tence is the corresponding BLS weight. 
Currently, in January of each year, the 
BLS publishes the BLS weights deter-
mined for December of the preceding 
year. In the case of a taxpayer using 
the double-extension IPIC method, the 

BLS weights for December of the tax-
able year preceding the base year are 
to be used for all taxable years. In the 
case of a taxpayer using the link-chain 
IPIC method, the BLS weights for De-
cember of a given calendar year are to 
be used for taxable years that end dur-
ing the 12-month period that begins on 
July 1 of the following calendar year. 
However, if the BLS weights are not 
published for all of the most-detailed 
BLS categories referenced above, the 
taxpayer may use the current-year cost 
(or in the case of a retailer using the 
retail method, the retail selling prices) 
of all items assigned to a specific most- 
detailed BLS category as the appro-
priate weight for that category, but 
must compute a weighted harmonic 
mean. See paragraph (e)(3)(iii)(E)(1) of 
this section for a formula of the 
weighted harmonic mean. 

(E) Computation of Inventory Price 
Index (IPI)—(1) Double-extension IPIC 
method. Under the double-extension 
IPIC method, the IPI for a dollar-value 
pool is the weighted harmonic mean of 
the category inflation indexes (or, if 
applicable, compound category infla-
tion indexes) determined under para-
graph (e)(3)(iii)(D) of this section for 
each selected BLS category (or, if ap-
plicable 10 percent BLS category) rep-
resented in the taxpayer’s dollar-value 
pool at the end of the taxable year. The 
formula for computing the weighted 
harmonic mean of the category infla-
tion indexes is: [Sum of Weights/Sum 
of (Weight/Category Inflation Index)]. 
The weights to be used when com-
puting this weighted harmonic mean 
are the current-year costs (or, in the 
case of a retailer using the retail meth-
od, the retail selling prices) in each se-
lected BLS category represented in the 
dollar-value pool at the end of the tax-
able year. 

(2) Link-chain IPIC method. Under the 
link-chain IPIC method, the IPI for a 
dollar-value pool is the product of the 
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weighted harmonic mean of the cat-
egory inflation indexes (or, if applica-
ble, the compound category inflation 
indexes) determined under paragraph 
(e)(3)(iii)(D) of this section for each se-
lected BLS category (or, if applicable, 
10 percent BLS category) represented 
in the taxpayer’s dollar-value pool at 
the end of the taxable year multiplied 
by the IPI for the immediately pre-
ceding taxable year. The formula for 
computing the weighted harmonic 
mean of the category inflation indexes 
is: [Sum of Weights/Sum of (Weight/ 
Category Inflation Index)]. The weights 
to be used when computing this 
weighted harmonic mean are the cur-
rent-year costs (or, in the case of a re-
tailer using the retail method, the re-
tail selling prices) in each selected BLS 
category represented in the dollar- 
value pool at the end of the taxable 
year. 

(3) Examples. The following examples 
illustrate the rules of this paragraph 
(e)(3)(iii)(E): 

Example 1. Double-extension method. (i) In-
troduction. R is a retail furniture merchant 
that does not use the retail method. For the 
taxable year ending December 31, 2000, R 
used the first-in, first-out method of identi-

fying inventory and valued its inventory at 
cost. The total cost of R’s inventory on De-
cember 31, 2000, was $850,000. R elected to use 
the dollar-value LIFO and double-extension 
IPIC methods for its taxable year ending De-
cember 31, 2001. R does not elect to use the 10 
percent method described in paragraph 
(e)(3)(iii)(C)(2) of this section. R determines 
the current-year cost of the items using the 
actual cost of the most recently purchased 
goods. R elected to pool its inventory based 
on the major groups in Table 6 of the month-
ly ‘‘PPI Detailed Report’’ in accordance with 
the special IPIC pooling rules of paragraph 
(b)(4) of this section. All items in R’s inven-
tory fall within the 2-digit commodity code 
in Table 6 of the monthly ‘‘PPI Detailed Re-
port’’ for ‘‘furniture and household dura-
bles.’’ Therefore, R will maintain a single 
dollar-value pool. 

(ii) Select a BLS table and appropriate month 
for 2001. R determines that the appropriate 
month for 2001 is October. R also determines 
that the appropriate month for 2000 would 
have been December if R had used the IPIC 
method for that year. 

(iii) Assign inventory items to BLS categories 
for 2001. For 2001, R assigns all items in the 
dollar-value pool to the most-detailed BLS 
categories listed in Table 6 of the October 
2001 ‘‘PPI Detailed Report’’ that contain 
those items. The BLS categories and the cur-
rent-year cost of the items assigned to them 
are summarized as follows: 

Commodity code Category Current-year cost 

12120101 .............................................................................................................. Living Room Table ............. $111,924.00 
12120211 .............................................................................................................. Dining Room Table ............ 159,578.00 
12120216 .............................................................................................................. Dining Room Chairs ........... 98,639.00 
12130101 .............................................................................................................. Upholstered Sofas .............. 332,488.00 
12130111 .............................................................................................................. Upholstered Chairs ............. 218,751.00 

Total ....................................................................................................... ............................................. 921,380.00 

(iv) Compute category inflation indexes for 
2001. Because R elected to use the double-ex-
tension IPIC method and did not elect the 10 
percent method, the category inflation in-
dexes are computed in accordance with para-

graph (e)(3)(iii)(D)(3)(ii) of this section (BLS 
price indexes for October 2001 divided by BLS 
price indexes for December 2000). R computes 
the category inflation indexes for 2001 as fol-
lows: 

Category (I) 
Oct. 2001 index 

(II) 
Dec. 2000 index 

(III) 
Category inflation 

index: (I)/(II) 

Living Room Table ................................................................................ 172.4 169.2 1.018913 
Dining Room Table ............................................................................... 171.9 168.1 1.022606 
Dining Room Chairs .............................................................................. 172.8 169.7 1.018268 
Upholstered Sofas ................................................................................. 142.2 140.9 1.009226 
Upholstered Chairs ................................................................................ 134.1 132.5 1.012075 

(v) Compute IPI for 2001. R must compute 
the IPI for 2001, which is the weighted har-
monic mean of the category inflation in-
dexes for 2001. The formula for the weighted 

harmonic mean provided in paragraph 
(e)(3)(iii)(E)(1) of this section is [Sum of 
Weights/Sum of (Weight/Category Inflation 
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Index)]. The IPI for 2001 is computed as fol-
lows: 

Category (I) 
Weight 

(II) 
Category inflation 

index 

(III) 
Quotient: (I)/(II) 

Living Room Table ................................................................................ $111,924.00 1.018913 $109,846.47 
Dining Room Table ............................................................................... 159,578.00 1.022606 156,050.33 
Dining Room Chairs .............................................................................. 98,639.00 1.018268 96,869.39 
Upholstered Sofas ................................................................................. 332,488.00 1.009226 329,448.51 
Upholstered Chairs ................................................................................ 218,751.00 1.012075 216,141.10 

Total ........................................................................................ $921,380.00 ............................ $908,355.80 

(IV) 
Sum of weights 

(V) 
Sum of (weight/cat-

egory inflation index) 

(VI) 
Inventory price index: 

(IV)/(V) 

$921,380.00 ........................................................................................................... $908,355.80 1.01433821 

(vi) Determine the LIFO value of the dollar- 
value pool for 2001. For 2001, R determines the 
total base-year cost of its ending inventory 
by dividing the total current-year cost of the 
items in the dollar-value pool by the IPI for 
2001. The total base-year cost of R’s ending 
inventory is $908,355.80 ($921,380/1.01433821). 
Comparing the base-year cost of the ending 
inventory to the base-year cost of the begin-
ning inventory, R determines that the base- 
year cost of the 2001 increment is $58,355.80 
($908,355.80 - $850,000.00). R multiplies the 
base-year cost of the 2001 increment by the 
IPI for 2001 and determines that the LIFO 
value of the 2001 layer is $59,192.52 ($58,355.80 
* 1.01433821). Thus, the LIFO value of R’s 
total inventory at the end of 2001 is 

$909,192.52 ($850,000.00 (opening inventory) + 
$59,192.52 (2001 layer)). 

(vii) Select a BLS table and appropriate 
month for 2002. For 2002, R must compute a 
new IPI under the double-extension IPIC 
method to determine the LIFO value of its 
dollar-value pool. R determines that the ap-
propriate month for 2002 is November. 

(viii) Assign inventory items to BLS cat-
egories for 2002. For 2002, R assigns all items 
in the dollar-value pool to the most-detailed 
BLS categories listed in Table 6 of the No-
vember 2002 ‘‘PPI Detailed Report’’ that con-
tain those items. The BLS categories and the 
current-year cost of the items assigned to 
them are summarized as follows: 

Commodity code Category Current-year cost 

12120103 .............................................................................................................. Living Room Desks ............ $125,008.00 
12120211 .............................................................................................................. Dining Room Table ............ 136,216.00 
12120216 .............................................................................................................. Dining Room Chairs ........... 113,569.00 
12130101 .............................................................................................................. Upholstered Sofas .............. 343,900.00 
12130111 .............................................................................................................. Upholstered Chairs ............. 233,050.00 

Total ....................................................................................................... ............................................. $951,743.00 

(ix) Compute category inflation indexes for 
2002. Because R uses the double-extension 
IPIC method and did not elect the 10 percent 
method, the category inflation indexes are 
computed in accordance with paragraph 

(e)(3)(iii)(D)(3)(ii) of this section (BLS price 
indexes for November 2002 divided by BLS 
price indexes for December 2000). R computes 
the category inflation indexes for 2002 as fol-
lows: 

Category (I) 
Nov. 2002 index 

(II) 
Dec. 2000 index 

(III) 
Category inflation 

index (I)/(II) 

Living Room Desks ............................................................................... 172.6 160.3 1.076731 
Dining Room Table ............................................................................... 174.8 168.1 1.039857 
Dining Room Chairs .............................................................................. 177.0 169.7 1.043017 
Upholstered Sofas ................................................................................. 144.9 140.9 1.028389 
Upholstered Chairs ................................................................................ 136.6 132.5 1.030943 
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(x) Compute IPI for 2002. R must compute 
the IPI for 2002, which is the weighted har-
monic mean [Sum of Weights/Sum of 

(Weight/Category Inflation Index)] of the 
category inflation indexes for 2002. The IPI 
for 2002 is computed as follows: 

Category (I) 
Weight 

(II) 
Category inflation 

index 

(III) 
Quotient: (I)/(II) 

Living Room Desks ............................................................................... $125,008.00 1.076731 $116,099.56 
Dining Room Table ............................................................................... 136,216.00 1.039857 130,994.93 
Dining Room Chairs .............................................................................. 113,569.00 1.043017 108,885.09 
Upholstered Sofas ................................................................................. 343,900.00 1.028389 334,406.53 
Upholstered Chairs ................................................................................ 233,050.00 1.030943 226,055.17 

Total ........................................................................................ 951,743.00 ............................ 916,441.28 

(IV) 
Sum of weights 

(V) 
Category inflation 

index 

(VI) 
Inventory price index: 

(IV)/(V) 

$951,743.00 ........................................................................................................... $916,441.28 1.03852044 

(xi) Determine the LIFO value of the pool for 
2002. For 2002, R determines the total base- 
year cost of its ending inventory by dividing 
the total current-year cost of the items in 
the dollar-value pool by the IPI for 2002. The 
total base-year cost of the ending inventory 
is $916,441.28 ($951,743.00/1.03852044). Com-
paring the base-year cost of the ending in-
ventory to the base-year cost of the begin-
ning inventory, R determines that the base- 
year cost of the 2002 increment is $8,085.48 
($916,441.28¥$908,355.80). R multiplies the 
base-year cost of the 2002 increment by the 
IPI for 2002 and determines that the LIFO 
value of the 2002 layer is $8,396.94 ($8,085.48 * 
1.03852044). Thus, the LIFO value of R’s total 
inventory at the end of 2002 is $917,589.46 
($850,000.00 (opening inventory) + $59,192.52 
(2001 layer) + $8,396.94 (2002 layer)). 

Example 2. Link-chain method. (i) Introduc-
tion. The facts are the same as Example 1, ex-

cept that R uses the link-chain IPIC method. 
The double-extension IPIC method and the 
link-chain IPIC method yield the same re-
sults for the first taxable year in which the 
dollar-value LIFO and IPIC methods are 
used. Therefore, this example illustrates 
only how R will compute the IPI for, and de-
termine the LIFO value of, its dollar-value 
pool for 2002. 

(ii) Select a BLS table and appropriate month 
for 2002. R determines that the appropriate 
month for 2002 is November. 

(iii) Assign inventory items to BLS categories 
for 2002. For 2002, R assigns all items in the 
dollar-value pool to the most-detailed BLS 
categories listed in Table 6 of the November 
2002 ‘‘PPI Detailed Report’’ that contain 
those items. The BLS categories and the cur-
rent-year cost of the items assigned to them 
are summarized as follows: 

Commodity code Category Current-year cost 

12120103 .............................................................................................................. Living Room Desks ............ $125,008.00 
12120211 .............................................................................................................. Dining Room Table ............ 136,216.00 
12120216 .............................................................................................................. Dining Room Chairs ........... 113,569.00 
12130101 .............................................................................................................. Upholstered Sofas .............. 343,900.00 
12130111 .............................................................................................................. Upholstered Chairs ............. 233,050.00 

Total ....................................................................................................... ............................................. 951,743.00 

(iv) Compute category inflation indexes for 
2002. Because R uses the link-chain IPIC 
method and did not elect the 10 percent 
method, the category inflation indexes are 
computed in accordance with paragraph 

(e)(3)(iii)(D)(3)(iii) of this section (BLS price 
indexes for November 2002 divided by BLS 
price indexes for October 2001). R computes 
the category inflation indexes for 2002 as fol-
lows: 

Category (I) 
Nov. 2002 index 

(II) 
Oct. 2001 index 

(III) 
Category inflation 

index: (I)/(II) 

Living Room Desks ............................................................................... 172.6 162.0 1.065432 
Dining Room Table ............................................................................... 174.8 171.9 1.016870 
Dining Room Chairs .............................................................................. 177.0 172.8 1.024306 
Upholstered Sofas ................................................................................. 144.9 142.2 1.018987 
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Category (I) 
Nov. 2002 index 

(II) 
Oct. 2001 index 

(III) 
Category inflation 

index: (I)/(II) 

Upholstered Chairs ................................................................................ 136.6 134.1 1.018643 

(v) Compute IPI for 2002. As provided in 
paragraph (e)(3)(iii)(E)(2) of this section, R 
must compute the IPI for 2002 by multi-
plying the weighted harmonic mean of the 

category inflation indexes for 2002 by the IPI 
for 2001. The IPI for 2002 is computed as fol-
lows: 

Category (I) 
Weight 

(II) 
Category inflation 

index 

(III) 
Quotient: (I)/(II) 

Living Room Desks ............................................................................... $125,008.00 1.065432 $117,330.81 
Dining Room Table ............................................................................... 136,216.00 1.016870 133,956.16 
Dining Room Chairs .............................................................................. 113,569.00 1.024306 110,874.09 
Upholstered Sofas ................................................................................. 343,900.00 1.018987 337,492.04 

Upholstered Chairs ................................................................................ 233,050.00 1.018643 228,784.77 
Total ........................................................................................ 951,743.00 ............................ 928,437.87 

(IV) 
Sum of weights 

(V) 
Sum of (weight/cat-

egory inflation 
index) 

(VI) 
Weighted harmonic 
mean of category 

inflation indexes for 
2002: (IV)/(V) 

(VII) 
Inventory price 
index for 2001 

(VIII) 
Inventory price 
index for 2002: 

(VI)*(VII) 

$951,743.00 .......................................... $928,437.87 1.02510144 1.01433821 1.03979956 

(vi) Determine the LIFO value of the pool for 
2002. R determines the total base-year cost of 
its ending inventory by dividing the total 
current-year cost of the items in the dollar- 
value pool by the IPI for 2002. The total base- 
year cost of the ending inventory is 
$915,313.91 ($951,743.00 / 1.03979956). Comparing 
the base-year cost of the ending inventory to 
the base-year cost of the beginning inven-
tory, R determines that the base-year cost of 
the 2002 layer is $6,958.11 ($915,313.91– 
$908,355.80). R multiplies the base-year cost 
of the 2002 layer by the IPI for 2002 and deter-
mines that the LIFO value of the 2002 layer 
is $7,235.04 ($6,958.11 * 1.03979956). Thus, the 
LIFO value of R’s total inventory at the end 
of 2002 is $916,427.56 ($850,000.00 (opening in-
ventory) + $59,192.52 (2001 layer) + $7,235.04 
(2002 layer)). 

(iv) Adoption or change of method—(A) 
Adoption or change to IPIC method. The 
use of an inventory price index com-
puted under the IPIC method is a 
method of accounting. A taxpayer per-
mitted to adopt the dollar-value LIFO 
method without first securing the 
Commissioner’s consent also may 
adopt the IPIC method without first se-
curing the Commissioner’s consent. 
The IPIC method may be adopted and 
used, however, only if the taxpayer 
provides the following information on a 
Form 970, ‘‘Application to Use LIFO In-

ventory Method,’’ or in another man-
ner as may be acceptable to the Com-
missioner: A complete list of dollar- 
value pools (including a description of 
the items in each dollar-value pool); 
the BLS table (i.e., CPI or PPI) se-
lected for each dollar-value pool; the 
representative month, if applicable, 
elected for each dollar-value pool; the 
BLS categories to which the items in 
each dollar-value pool will be assigned; 
the method of assigning items to BLS 
categories (e.g., the 10 percent method) 
for each dollar-value pool; and the 
method of computing the IPI (i.e., dou-
ble-extension IPIC method or link- 
chain IPIC method) for each dollar- 
value pool. In the case of a taxpayer 
permitted to adopt the IPIC method 
without requesting the Commissioner’s 
consent, the Form 970 must be at-
tached to the taxpayer’s income tax re-
turn for the taxable year of adoption. 
In all other cases, a taxpayer may 
change to the IPIC method only after 
securing the Commissioner’s consent 
as provided in § 1.446–1(e). In these lat-
ter cases, the Form 970 containing the 
information described in this para-
graph (e)(3)(iv)(A) must be attached to 
a Form 3115, ‘‘Application for Change 
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in Accounting Method,’’ filed as re-
quired by § 1.446–1(e). A taxpayer that 
simultaneously changes to the dollar- 
value LIFO and IPIC methods from an-
other LIFO method must apply the 
rules of paragraph (f)(2) of this section 
before applying the rules of paragraph 
(e)(3)(iv)(B)(1) of this section. To sat-
isfy the requirements of § 1.472–2(h), 
taxpayers must maintain adequate 
books and records, including those con-
cerning the use of the IPIC method and 
necessary computations. Notwith-
standing the rules in paragraph (e)(1) of 
this section, a taxpayer that adopts, or 
changes to, the link-chain IPIC method 
is not required to demonstrate that the 
use of any other method of determining 
the LIFO value of a dollar-value pool is 
impractical. 

(B) New base year—(1) Voluntary 
change—(i) In general. In the case of a 
taxpayer using a non-IPIC method to 
determine the LIFO value of inventory, 
the layers previously determined under 
that method, if any, and the LIFO val-
ues of those layers are retained if the 
taxpayer voluntarily changes to the 
IPIC method. Instead of using the ear-
liest taxable year for which the tax-
payer adopted the LIFO method for 
any items in the dollar-value pool, the 
year of change is used as the new base 
year for the purpose of determining the 
amount of increments and liquidations, 
if any, for the year of change and sub-
sequent taxable years. The base-year 
cost of the layers in a dollar-value pool 
at the beginning of the year of change 

must be restated in terms of new base- 
year cost using the year of change as 
the new base year and, if applicable, 
the indexes for the previously deter-
mined layers must be recomputed ac-
cordingly. The recomputed indexes will 
be used to determine the LIFO value of 
subsequent liquidations. For purposes 
of computing an IPI under paragraph 
(e)(3)(iii)(E) of this section, the IPI for 
the immediately preceding year is 1.00. 
The new total base-year cost of the 
items in a dollar-value pool for the pur-
pose of determining future increments 
and liquidations is equal to the total 
current-year cost of the items in the 
dollar-value pool (determined using the 
taxpayer’s method of determining the 
total current-year cost of the items in 
the dollar-value pool under paragraph 
(e)(2)(ii) of this section). A taxpayer 
must allocate this new total base-year 
cost to each layer based on the ratio of 
the old base-year cost of the layer to 
the old total base-year cost of the dol-
lar-value pool. 

(ii) Example. The following example 
illustrates the rules of this paragraph 
(e)(3)(iv)(B)(1): 

Example. (i) In 1990, X elected to use a dol-
lar-value LIFO method (other than the IPIC 
method) for its single dollar-value pool. X is 
granted permission to change to the link- 
chain IPIC method, beginning with the tax-
able year ending December 31, 2001. X will 
continue using a single dollar-value pool. X’s 
beginning inventory as of January 1, 2001, 
computed using its former inventory meth-
od, is as follows: 

Layer (I) 
Base-year cost 

(II) 
Inflation index 

(III) 
LIFO value: (I) * 

(II) 

Base layer ............................................................................................. $135,000 1.00 $135,000 
1991 layer .............................................................................................. 20,000 1.43 28,600 
1994 layer .............................................................................................. 60,000 1.55 93,000 
1995 layer .............................................................................................. 13,000 1.59 20,670 
1997 layer .............................................................................................. 2,000 1.61 3,220 

Total ........................................................................................ 230,000 280,490 

(ii) Under X’s method of determining the 
current-year cost of items in a dollar-value 
pool, the current-year cost of the beginning 
inventory is $391,000. Thus, X’s new base-year 
cost as of January 1, 2001, is $391,000. X allo-
cates this new base-year cost to each layer 
based on the ratio of old base-year cost of 
the layer to the total old base-year cost of 

the dollar-value pool. To recompute the in-
flation indexes for each of its layers, X di-
vides the LIFO value of each layer by the 
new base-year cost attributable to the layer. 
The new base-year cost, recomputed infla-
tion indexes, and LIFO value of X’s layers as 
of January 1, 2001, are as follows: 
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Layer (I) 
Base-year cost 

(II) 
Inflation index 

(III) 
LIFO value: (I) * 

(II) 

Base layer ............................................................................................. $229,500 0.588235 $135,000 
1991 layer .............................................................................................. 34,000 0.841176 28,600 
1994 layer .............................................................................................. 102,000 0.911765 93,000 
1995 layer .............................................................................................. 22,100 0.935294 20,670 
1997 layer .............................................................................................. 3,400 0.947059 3,220 

Total ........................................................................................ 391,000 280,490 

(iii) In 2001, the current-year cost of X’s 
ending inventory is $430,139. The weighted 
harmonic mean of the category inflation in-
dexes applicable to X’s ending inventory is 
1.075347, and in accordance with paragraph 
(e)(3)(iv)(B)(1)(i) of this section, the inflation 
index for the immediately preceding taxable 

year is 1.00. Thus, X’s IPI for 2001 is 1.075347 
(1.00 * 1.075347). The total base-year cost of 
X’s ending inventory is $400,000 ($430,139/ 
1.075347). The base-year cost, IPI, and LIFO 
value of X’s layers as of December 31, 2001, 
are as follows: 

Layer (I) 
Base-year cost 

(II) 
Inventory price 

index 

(III) 
LIFO value: (I) * 

(II) 

Base layer ............................................................................................. $229,500 0.588235 $135,000 
1991 layer .............................................................................................. 34,000 0.841176 28,600 
1994 layer .............................................................................................. 102,000 0.911765 93,000 
1995 layer .............................................................................................. 22,100 0.935294 20,670 
1997 layer .............................................................................................. 3,400 0.947059 3,220 
2001 layer .............................................................................................. 9,000 1.075347 9,678 

Total ........................................................................................ 400,000 290,168 

(iv) In 2002, the current-year cost of X’s 
ending inventory is $418,000. The weighted 
harmonic mean of the category inflation in-
dexes applicable to X’s ending inventory is 
1.02292562, and the IPI for the immediately 
preceding year is 1.075347. Thus, X’s IPI for 
2001 is 1.10 (1.075347 * 1.02292562). The total 
base-year cost of X’s ending inventory is 
$380,000 ($418,000/1.10), which results in a liq-

uidation of $20,000 ($400,000¥$380,000) in 
terms of base-year cost. This liquidation 
eliminates the 2001 layer ($9,000 base-year 
cost), the 1997 layer ($3,400 base-year cost), 
and part of the 1995 layer ($7,600 base-year 
cost). The base-year cost, indexes, and LIFO 
value of X’s layers as of December 31, 2002, 
are as follows: 

Layer (I) 
Base-year cost 

(II) 
Inventory price 

index 

(III) 
LIFO value: (I) * 

(II) 

Base layer ............................................................................................. $229,500 0.588235 $135,000 
1991 layer .............................................................................................. 34,000 0.841176 28,600 
1994 layer .............................................................................................. 102,000 0.911765 93,000 
1995 layer .............................................................................................. 14,500 0.935294 13,562 

Total ........................................................................................ 380,000 270,162 

(2) Involuntary change—(i) In general. 
If a taxpayer uses a non-IPIC method 
to compute the LIFO value of a dollar- 
value pool, and if the Commissioner de-
termines that the taxpayer’s method 
does not clearly reflect income, the 
Commissioner may require the tax-
payer to change to the IPIC method. If 
the Commissioner requires a taxpayer 
to change to the IPIC method, and the 
taxpayer does not provide sufficient in-

formation from its books and records 
to compute an adjustment under sec-
tion 481, the Commissioner may imple-
ment the change using the simplified 
transition method described in para-
graph (e)(3)(iv)(B)(2)(ii) of this section. 

(ii) Simplified Transition Method. 
Under the simplified transition meth-
od, the Commissioner will recompute 
the LIFO value of each dollar-value 
pool as of the beginning of the year of 
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change using the double-extension IPIC 
method or the link-chain IPIC method. 
The adjustment under section 481 is 
equal to the difference between the re-
computed LIFO value and the LIFO 
value of the pool determined under the 
taxpayer’s former method. The Com-
missioner will compute an IPI using 
the double-extension IPIC method or 
link-chain IPIC method for each tax-
able year in which the LIFO method 
was used by the taxpayer based on the 
assumptions that the ending inventory 
of the pool in each taxable year was 
comprised of items that fall into the 
same BLS categories as the items in 
the ending inventory of the year of 
change and that the relative weights of 
those BLS categories in all prior years 
were the same as the relative weights 
of those BLS categories in the ending 
inventory of the year of change. The 
base-year cost of the items in a dollar- 

value pool at the end of a taxable year 
will be determined by dividing the IPI 
computed for the taxable year into the 
current-year cost of the items in that 
pool determined in accordance with 
paragraph (e)(2)(ii) of this section. If 
the comparison of the base-year cost of 
the beginning and ending inventory 
produces a current-year increment, the 
base-year cost of that increment will 
be multiplied by the IPI computed for 
that taxable year to determine the 
LIFO value of that layer. 

(iii) Example. The following example 
illustrates the rules of this paragraph 
(e)(3)(iv)(B)(2)(ii). 

Example. (i) Z began using a dollar-value 
LIFO method other than the IPIC method in 
the taxable year ending December 31, 1998, 
and maintains a single dollar-value pool. Z’s 
beginning inventory as of January 1, 2000, 
computed using its method of accounting, 
was as follows: 

Layer (I) 
Base-year cost 

(II) 
Inflation index 

(III) 
LIFO value: 

(I)*(II) 

Base layer ............................................................................................. $105,000 1.00 $105,000 
1998 layer .............................................................................................. 3,000 1.40 4,200 

Total ........................................................................................ 108,000 ............................ 109,200 

(ii) Upon examining Z’s federal income tax 
return for the taxable year ending December 
31, 2000, the examining agent determines 
that Z’s dollar-value LIFO method does not 
clearly reflect income. The examining agent 
chooses to change Z to the double-extension 
IPIC method for 2000 and implements the 
change using the simplified transition meth-
od as follows. First, the inventory in Z’s dol-
lar-value pool at the end of 2000 is assigned 
to the most-detailed categories in the CPI or 
PPI, whichever is appropriate. Assume that 
80 percent of the current-year cost of Z’s in-
ventory as of December 31, 2000, is assigned 
to Category 1, 10 percent is assigned to Cat-

egory 2, and 10 percent is assigned to Cat-
egory 3. Assume further that the current- 
year cost of the inventory in Z’s dollar-value 
pool at the end of 1998 and 1999 was $133,000 
and $145,000, respectively. 

(iii) The category inflation indexes for 1998 
computed under the double-extension IPIC 
method are 1.17 for Category 1, 1.26 for Cat-
egory 2, and 1.19 for Category 3. The weights 
to be used in computing the IPI for 1998 are 
$106,400 ($133,000 * 80 percent) for Category 1, 
$13,300 ($133,000 * 10 percent) for Category 2, 
and $13,300 ($133,000 * 10 percent) for Category 
3. The IPI for 1998 is computed as follows: 

Category (I) 
Weight 

(II) 
Category inflation 

index 

(III) 
Quotient: (I)/(II) 

1 ............................................................................................................. $106,400 1.17 90,940 
2 ............................................................................................................. 13,300 1.26 10,556 
3 ............................................................................................................. 13,300 1.19 11,176 

Total ........................................................................................ 133,000 ............................ 112,672 

(IV) 
Sum of weights 

(V) 
Sum of (weight/cat-

egory inflation index) 

(VI) Inventory price 
index: (IV)/(V) 

$133,000 ................................................................................................................ $112,672 1.180417 
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(iv) The base-year cost of the inventory in 
Z’s pool at the end of 1998 is $112,672 ($133,000/ 
1.180417), and the base-year cost of the 1998 
increment is $7,672 ($112,672¥$105,000). The 
LIFO value of the 1998 layer is $9,056 
($7,672×1.180417). 

(v) The category inflation indexes for 1999 
computed under the double-extension IPIC 

method were 1.21 for Category 1, 1.29 for Cat-
egory 2 and 1.23 for Category 3. The weights 
to be used in computing the IPI for 1999 are 
$116,000 ($145,000×80 percent) for Category 1, 
$14,500 ($145,000×10 percent) for Category 2, 
and $14,500 ($145,000×10 percent) for Category 
3. The IPI for 1999 is computed as follows: 

Category (I) 
Weight 

(II) 
Category inflation 

index 

(III) 
Quotient: (I)/(II) 

1 ............................................................................................................. $116,000 1.21 $95,868 
2 ............................................................................................................. 14,500 1.29 11,240 
3 ............................................................................................................. 14,500 1.23 11,789 

Total ........................................................................................ 145,000 ............................ 118,897 

(IV) 
Sum of weights 

(V) 
Sum of (weight/cat-

egory inflation index) 

(VI) Inventory price 
index: (IV)/(V) 

$145,000 ................................................................................................................ $118,897 1.219543 

(vi) The base-year cost of the inventory in 
Z’s pool at the end of 1999 is $118,897 ($145,000/ 
1.219543), and the base-year cost of the 1999 
layer is $6,225 ($118,897¥$112,672). The LIFO 

value of the 1999 layer is $7,592 
($6,225×1.219543). 

(vii) The LIFO value of Z’s dollar-value 
pool at the end of 1999 computed under the 
double-extension IPIC method is as follows: 

Layer (I) 
Base-year cost 

(II) 
Inventory price 

index 

(III) 
LIFO value: 

(I)*(II) 

Base layer ............................................................................................. $105,000 1.000000 $105,000 
1998 layer .............................................................................................. 7,672 1.180417 9,056 
1999 layer .............................................................................................. 6,225 1.219542 7,592 

Total ........................................................................................ 118,897 ............................ 121,648 

(viii) The section 481(a) adjustment is 
equal to the difference between the LIFO 
value of the inventory at the beginning of 
2000 computed under Z’s former method of 
accounting and recomputed by the exam-
ining agent under the double-extension IPIC 
method, or $12,448 ($121,648—$109,200). 

(ix) Finally, the examining agent will re-
compute Z’s taxable income for 2000 and suc-
ceeding taxable years using the double-ex-
tension IPIC method. 

(v) Effective date—(A) In general. The 
rules of this paragraph (e)(3) and para-
graphs (b)(4) and (c)(2) of this section 
are applicable for taxable years ending 
on or after December 31, 2001. 

(B) Change in method of accounting. 
Any change in a taxpayer’s method of 
accounting necessary to comply with 
this paragraph (e)(3) or with para-
graphs (b)(4) or (c)(2) of this section is 
a change in method of accounting to 
which the provisions of section 446 and 

the regulations thereunder apply. For 
the first or second taxable year ending 
on or after December 31, 2001, a tax-
payer is granted the consent of the 
Commissioner to change its method of 
accounting to a method required or 
permitted by this paragraph (e)(3) and 
paragraphs (b)(4) and (c)(2) of this sec-
tion. A taxpayer that wants to change 
its method of accounting under this 
paragraph (e)(3)(v) must follow the 
automatic consent procedures in Rev. 
Proc. 2002–9 (2002–3 I.R.B. xxx) (see 
§ 601.601(d)(2) of this chapter). However, 
the scope limitations in section 4.02 of 
Rev. Proc. 2002–9 do not apply, and the 
five-year limitation on the readoption 
of the LIFO method under section 
10.01(2) of the appendix is waived. In ad-
dition, if the taxpayer’s method of ac-
counting for its LIFO inventories is an 
issue under consideration at the time 
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the application is filed with the na-
tional office, the audit protection of 
section 7 of Rev. Proc. 2002–9 does not 
apply. If a taxpayer changing its meth-
od of accounting under this paragraph 
(e)(3)(v)(B) is under examination, be-
fore an appeals office, or before a fed-
eral court with respect to any income 
tax issue, the taxpayer must provide a 
copy of the application to the exam-
ining agent(s), appeals officer or coun-
sel for the government, as appropriate, 
at the same time it files the applica-
tion with the national office. Any 
change under this paragraph 
(e)(3)(v)(B) must be made using a cut- 
off method and new base year. See 
paragraph (e)(3)(iv)(B)(1) of this section 
for an example of this computation. 
Because a change under this paragraph 
(e)(3)(v)(B) is made using a cut-off 
method, a section 481(a) adjustment is 
not permitted. However, a taxpayer 
changing its method of accounting 
under this paragraph (e)(3)(v)(B) must 
comply with the requirements of sec-
tion 10.06(3) of the APPENDIX of Rev. 
Proc. 2002–9 (concerning bargain pur-
chases). 

(f) Change to dollar-value method from 
another method of pricing LIFO inven-
tories—(1) Consent required. Except as 
provided in § 1.472–3 in the case of a tax-
payer electing to use a LIFO inventory 
method for the first time, or in the 
case of a taxpayer changing to the dol-
lar-value method and continuing to use 
the same pools as were used under an-
other LIFO method, a taxpayer using 
another LIFO method of pricing inven-
tories may not change to the dollar- 
value method of pricing such inven-
tories unless he first secures the con-
sent of the Commissioner in accord-
ance with paragraph (e) of § 1.446–1. 

(2) Method of converting inventory. 
Where the taxpayer changes from one 
method of pricing LIFO inventories to 
the dollar-value method, the ending 
LIFO inventory for the taxable year 
immediately preceding the year of 
change shall be converted to the dollar- 
value LIFO method. This is done to es-
tablish the base-year cost for subse-
quent calculations. Thus, if the tax-
payer was previously valuing LIFO in-
ventories on the specific goods method, 
these separate values shall be com-

bined into appropriate pools. For this 
purpose, the base year for the pool 
shall be the earliest taxable year for 
which the LIFO inventory method had 
been adopted for any item in that pool. 
No change will be made in the overall 
LIFO value of the opening inventory 
for the year of change as a result of the 
conversion, and that inventory will 
merely be restated in the manner used 
under the dollar-value method. All lay-
ers of increment for such inventory 
must be retained, except that all layers 
of increment which occurred in the 
same taxable year must be combined. 
The following examples illustrate the 
provisions of this subparagraph: 

Example 1. (i) Assume that the taxpayer 
has used another LIFO method for finished 
goods since 1954 and has complied with all 
the requirements prerequisite for a change 
to the dollar-value method. Items A, B, and 
C, which have previously been inventoried 
under the specific goods LIFO method, may 
properly be included in a single dollar-value 
LIFO pool. The LIFO inventory value of 
items A, B, and C at December 31, 1960, is 
$12,200, computed as follows: 

Year 

Base 
quantity 

and year-
ly incre-
ments 

Unit 
cost 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Item A 
1954 (base year) ............... 100 $1 $100 
1955 ................................... 200 2 400 
1956 ................................... 100 4 400 
1960 ................................... 100 6 600 

Total ........................... 500 ............ 1,500 

Item B 

1954 (base year) ............... 300 6 1,800 
1955 ................................... 100 8 800 
1960 ................................... 50 10 500 

Total ........................... 450 ............ 3,100 

Item C 

1954 (base year) ............... 1,000 4 4,000 
1955 ................................... 200 6 1,200 
1956 ................................... 300 8 2,400 

Total ............................... 1,500 ............ 7,600 

LIFO value of items A, 
B, and C at Dec. 31, 
1960 ........................... ................ ............ 12,200 

There were no increments in the years 1957, 
1958, or 1959. 

(ii) The computation of the ratio of the 
total current-year cost to the total base-year 
cost for the base year and each layer of in-
crement in Pool No. 1 is shown as follows: 
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Item 

1954 
base- 
year 
unit 
cost 

Year 1954 

Increments 

1955 1956 1960 

A 

Base-year cost ...................................................................... $1.00 $100 $200 $100 $100 
LIFO value ............................................................................. ............ 100 400 400 600 

B 

Base-year cost ...................................................................... 6.00 1,800 600 .................... 300 
LIFO value ............................................................................. ............ 1,800 800 .................... 500 

C 

Base-year cost ...................................................................... 4.00 4,000 800 1,200 ....................
LIFO value ............................................................................. ............ 4,000 1,200 2,400 ....................

Total—Base-year cost ........................................................... 5,900 1,600 1,300 400 
Total—LIFO value ................................................................. 5,900 2,400 2,800 1,100 

Ratio of total current-year cost to total base-year cost (per-
cent) ................................................................................... ............ 100.00 150.00 215.38 275.00 

(iii) On the basis of the foregoing computa-
tions, the LIFO inventory of Pool No. 1, at 
December 31, 1960, is restated as follows: 

Dec. 31, 
1960, in-
ventory at 
base-year 

cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

1954 base cost .......... $5,900 100.00 $5,900 
1955 increment .......... 1,600 150.00 2,400 
1956 increment .......... 1,300 215.38 2,800 
1960 increment .......... 400 275.00 1,100 

Total ................... 9,200 .................. 12,200 

Example 2. Assume the same facts as in Ex-
ample 1 and assume further that the base- 
year cost of Pool No. 1 at December 31, 1961, 
is $8,350. Since the closing inventory for the 
taxable year 1961 at base-year cost is less 
than the opening inventory for that year at 
base-year cost, a liquidation has occurred 
during 1961. This liquidation absorbs all of 
the 1960 layer of increment and part of the 
1956 layer of increment. The December 31, 
1961, inventory is $10,131, computed as fol-
lows: 

Dec. 31, 
1961, in-
ventory at 
base-year 

cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1961, in-
ventory at 

LIFO 
value 

1954 base cost .......... $5,900 100.00 $5,900 
1955 increment .......... 1,600 150.00 2,400 
1956 increment .......... 850 215.38 1,831 

Total ................... 8,350 .................. 10,131 

(g) Transitional rules—(1) Change in 
method of pooling. Any method of pool-
ing authorized by this section and used 

by the taxpayer in computing his LIFO 
inventories under the dollar-value 
method shall be treated as a method of 
accounting. Any method of pooling 
which is authorized by this section 
shall be used for the year of adoption 
and for all subsequent taxable years 
unless a change is required by the Com-
missioner in order to clearly reflect in-
come, or unless permission to change is 
granted by the Commissioner as pro-
vided in paragraph (e) of § 1.446–1. 
Where the taxpayer changes from one 
method of pooling to another method 
of pooling permitted by this section, 
the ending LIFO inventory for the tax-
able year preceding the year of change 
shall be restated under the new method 
of pooling. 

(2) Manner of combining or separating 
dollar-value pools. (i) A taxpayer who 
has been using the dollar-value LIFO 
method and who is permitted or re-
quired to change his method of pooling, 
shall combine or separate the LIFO 
value of his inventory for the base year 
and each yearly layer of increment in 
order to conform to the new pool or 
pools. Each yearly layer of increment 
in the new pool or pools must be sepa-
rately accounted for and a record 
thereof maintained, and any liquida-
tion occurring in the new pool or pools 
subsequent to the formation thereof 
shall be treated in the same manner as 
if the new pool or pools had existed 
from the date the taxpayer first adopt-
ed the LIFO inventory method. The 
combination or separation of the LIFO 
value of his inventory for the base year 
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and each yearly layer of increment 
shall be made in accordance with the 
appropriate method set forth in this 
subparagraph, unless the use of a dif-
ferent method is approved by the Com-
missioner. 

(ii) Where the taxpayer is permitted 
or required to separate a pool into 
more than one pool, the separation 
shall be made in the following manner: 
First, each item in the former pool 
shall be placed in an appropriate new 
pool. Every item in each new pool is 
then extended at its base-year unit 
cost and the extensions are totaled. 
Each total is the amount of inventory 
for each new pool expressed in terms of 
base-year cost. Then a ratio of the 
total base-year cost of each new pool to 
the base-year cost of the former pool is 
computed. The resulting ratio is ap-
plied to the amount of inventory for 
the base year and each yearly layer of 
increment of the former pool to obtain 
an allocation to each new pool of the 
base-year inventory of the former pool 
and subsequent layers of increment 
thereof. The foregoing may be illus-
trated by the following example of a 
change for the taxable year 1961: 

Example. (a) Assume that items A, B, C, 
and D are all grouped together in one pool 
prior to December 31, 1960. The LIFO inven-
tory value at December 31, 1960, is computed 
as follows: 

Pool ABCD 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1956, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Jan. 1, 1956, base 
cost ........................ $10,000 100 $10,000 

Dec. 31, 1956, incre-
ment ....................... 1,000 110 1,100 

Dec. 31, 1958, incre-
ment ....................... 5,000 120 6,000 

Dec. 31, 1960, incre-
ment ....................... 4,000 125 5,000 

Total ....................... 20,000 .................. 22,100 

(b) The extension of the quantity of items 
A, B, C, and D at respective base-year unit 
costs is as follows: 

Item Quan-
tity 

Base- 
year unit 

cost 
Amount 

A ................................................ 2,000 $2 $4,000 
B ................................................ 1,000 3 3,000 

Item Quan-
tity 

Base- 
year unit 

cost 
Amount 

C ................................................ 1,000 5 5,000 
D ................................................ 4,000 2 8,000 

Total ................................... .......... .............. 20,000 

(c) Under the provisions of this section the 
taxpayer separates former Pool ABCD into 
two pools, Pool AB and Pool CD. The com-
putation of the ratio of total base-year cost 
for each of the new pools to the base-year 
cost of the former pool is as follows: 

Item 
Total 

base-year 
cost 

Ratio 

Pool AB: 
A ......................................... $4,000 ........................
B ......................................... 3,000 ........................

7,000 7,000/20,000 

Pool CD: 
C ......................................... 5,000 ........................
D ......................................... 8,000 ........................

13,000 13,000/20,000 

Total for pool ABCD ........... 20,000 ........................

(d) The ratio of the base-year cost of new 
Pools AB and CD to the base-year cost of 
former Pool ABCD is 7,000/20,000 and 13,000/ 
20,000, respectively. The allocation of the 
January 1, 1956 base cost and subsequent 
yearly layers of increment of former Pool 
ABCD to new Pools AB and CD is as follows: 

Base- 
year cost 
to be allo-

cated 

Pool 

AB CD 

Jan. 1, 1956, base cost ......... $10,000 $3,500 $6,500 
Dec. 31, 1956, increment ...... 1,000 350 650 
Dec. 31, 1958, increment ...... 5,000 1,750 3,250 

Dec. 31, 1960, increment .. 4,000 1,400 2,600 

Total ............................ 20,000 7,000 13,000 

(e) The LIFO value of new Pools AB and 
CD at December 31, 1960, as allocated, is as 
follows: 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1956, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Pool AB 
Jan. 1, 1956, base 

cost ........................ $3,500 100 $3,500 
Dec. 31, 1956, incre-

ment ....................... 350 110 385 
Dec. 31, 1958, incre-

ment ....................... 1,750 20 2,100 
Dec. 31, 1960, incre-

ment ....................... 1,400 125 1,750 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00574 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



565 

Internal Revenue Service, Treasury § 1.472–8 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1956, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Total ................ 7,000 .................. 7,735 

Pool CD 

Jan. 1, 1956, base 
cost ........................ 6,500 100 6,500 

Dec. 31, 1956, incre-
ment ....................... 650 110 715 

Dec. 31, 1958, incre-
ment ....................... 3,250 120 3,900 

Dec. 31, 1960, incre-
ment ....................... 2,600 125 3,250 

Total ................ 13,000 .................. 14,365 

(iii) Where the taxpayer is permitted 
or required to combine two or more 
pools having the same base year, they 
shall be combined into one pool in the 
following manner: The LIFO value of 
the base-year inventory of each of the 
former pools is combined to obtain a 
LIFO value of the base-year inventory 
for the new pool. Then, any layers of 
increment in the various pools which 
occurred in the same taxable year are 
combined into one total layer of incre-
ment for that taxable year. However, 
layers of increment which occurred in 
different taxable years may not be 
combined. In combining the layers of 
increment a new ratio of current-year 
cost to base-year cost is computed for 
each of the combined layers of incre-
ment. The foregoing may be illustrated 
by the following example: 

Example. (a) Assume the taxpayer has two 
pools at December 31, 1960. Under the provi-
sions of this section the taxpayer combines 
these pools into a single pool as of January 
1, 1961. The LIFO inventory value of each 
pool at December 31, 1960, is shown as fol-
lows: 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1957, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Pool No. 1 
Jan. 1, 1956, base 

cost ........................ $10,000 100 $10,000 
Dec. 31, 1957, incre-

ment ....................... 2,000 110 2,200 
Dec. 31, 1960, incre-

ment ....................... 1,000 120 1,200 

Total ................ 13,000 .................. 13,400 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1957, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Pool No. 2 

Jan. 1, 1957, base 
cost ........................ 5,000 100 5,000 

Dec. 31, 1960, incre-
ment ....................... 3,000 140 4,200 

Total ................ 8,000 .................. 9,200 

(b) The computation of the ratio of the 
total current-year cost to the total base-year 
cost for the base year and each yearly layer 
of increment in the new pool is as follows: 

Pool 
Base 
year 
1957 

Increments 

Dec. 31, 
1957 

Dec. 31, 
1960 

No. 1: 
Base-year cost ................. $10,000 $2,000 $1,000 
LIFO value ....................... 10,000 2,200 1,200 

No. 2: 
Base-year cost ................. 5,000 .............. 3,000 
LIFO value ....................... 5,000 .............. 4,200 

Total, base-year cost ....... 15,000 2,000 4,000 
Total, LIFO value ............. 15,000 2,200 5,400 

Ratio of total current-year 
cost to total base-year 
cost (percent) ................... 100 110 135 

(c) On the basis of the foregoing computa-
tions, the LIFO inventory of the new pool at 
December 31, 1960, is restated as follows: 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1957, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Jan. 1, 1957, base 
cost ........................ $15,000 100 $15,000 

Dec. 31, 1957, incre-
ment ....................... 2,000 110 2,200 

Dec. 31, 1960, incre-
ment ....................... 4,000 135 5,400 

Total ................ 21,000 .................. 22,600 

(iv) In combining pools having dif-
ferent base years, the principles set 
forth in subdivision (iii) of this sub-
paragraph are to be applied, except 
that all base years subsequent to the 
earliest base year shall be treated as 
increments, and the base-year costs for 
all pools having a base year subsequent 
to the earliest base year of any pool 
shall be redetermined in terms of the 
base cost for the earliest base year. 
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The foregoing may be illustrated by 
the following example: 

Example. (a) Assume that the taxpayer has 
two pools at December 31, 1960. Under the 
provisions of this section the taxpayer com-
bines these pools into a single pool as of Jan-
uary 1, 1961. The LIFO inventory value of 
each pool at December 31, 1960, is shown as 
follows: 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1956, 

base-year 
cost 

Ratio of 
total cur-
rent rent- 
year cost 
to total 

base-year 
cost (per-

cent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Pool No. 1 
Jan. 1, 1956, base 

cost ........................ $7,000 100 $7,000 
Dec. 31, 1956, incre-

ment ....................... 1,000 105 1,050 
Dec. 31, 1957, incre-

ment ....................... 500 110 550 
Dec. 31, 1958, incre-

ment ....................... 500 110 550 
Dec. 31, 1960, incre-

ment ....................... 1,000 120 1,200 

Total ................ 10,000 .................. 10,350 

Pool No. 2 

Jan. 1, 1958, base 
cost ........................ 3,500 100 3,500 

Dec. 31, 1958, incre-
ment ....................... 1,000 110 1,100 

Dec. 31, 1959, incre-
ment ....................... 500 115 575 

Total ................ 5,000 .................. 5,175 

(b) The next step is to redetermine the 1958 
base-year cost for Pool No. 2 in terms of 1956 
base-year cost. January 1, 1956 base-year unit 
cost must be reconstructed or established in 
accordance with paragraph (e)(2) of this sec-
tion for each item in Pool No. 2. Such costs 
are assumed to be $9.00 for item A, $20.00 for 
item B, and $1.80 for item C. A ratio of the 

1958 total base-year cost to the 1956 total 
base-year cost for Pool No. 2 is computed as 
follows: 

Item Quan-
tity 

Jan. 1, 
1956, 
base- 

year unit 
cost 

Jan. 1, 
1956, 
base- 
year 
cost 

A .............................................. 250 $9.00 $2,250 
B .............................................. 75 20.00 1,500 
C .............................................. 500 1.80 900 

Total .............................. .......... .............. 4,650 

A .............................................. 250 10.00 2,500 
B .............................................. 75 20.00 1,500 
C .............................................. 500 2.00 1,000 

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

(c) The ratio of the 1956 total base-year 
cost to the 1958 total base-year cost for Pool 
No. 2 is 4,650/5,000 or 93 percent. The January 
1, 1958 base cost and each yearly layer of in-
crement at 1958 base-year cost is multiplied 
by this ratio. Such computation is as fol-
lows: 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1958, 

base-year 
cost 

Ratio 
(per-
cent) 

Dec. 31, 
1960, in-

ventory re-
stated at 
Jan. 1, 
1956, 

base-year 
cost 

Jan. 1, 1958, base cost $3,500 93 $3,255 
Dec. 31, 1958, incre-

ment ......................... 1,000 93 930 
Dec. 31, 1959, incre-

ment ......................... 500 93 465 

Total .................. .................. .............. 4,650 

(d) The computation of the ratio of the 
total current-year cost to the total base-year 
cost for the base year (1956) and each yearly 
layer of increment in the new pool is as fol-
lows: 

Pool Base year 
1956 

Increments 

Dec. 31, 
1956 

Dec. 31, 
1957 

Dec. 31, 
1958 

Dec. 31, 
1959 

Dec. 31, 
1960 

No. 1: 
Base-year cost ..................................................... $7,000 $1,000 $500 $500 ................ $1,000 
LIFO value ........................................................... 7,000 1,050 550 550 ................ 1,200 

No. 2: 
Base-year cost as restated .................................. .................. ................ 3,255 930 $465 ................
LIFO value ........................................................... .................. ................ 3,500 1,100 575 ................

Total, base-year cost ............................. 7,000 1,000 3,755 1,430 465 1,000 
Total, LIFO value ................................... 7,000 1,050 4,050 1,650 575 1,200 

Ratio of total current-year cost to total base-year 
cost (percent) ................................................... 100.00 105.00 107.86 115.38 133.66 120.00 
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(e) On the basis of the foregoing computa-
tion, the LIFO inventory of the new pool at 
December 31, 1960, is restated as follows: 

Dec. 31, 
1960, in-
ventory at 

Jan. 1, 
1956, 

base-year 
cost 

Ratio of 
total cur-
rent-year 
cost to 

total base- 
year cost 
(percent) 

Dec. 31, 
1960, in-
ventory at 

LIFO 
value 

Jan. 1, 1956, base 
cost ........................ $7,000 100.00 $7,000 

Dec. 31, 1956, incre-
ment ....................... 1,000 105.00 1,050 

Dec. 31, 1957, incre-
ment ....................... 3,755 107.86 4,050 

Dec. 31, 1958, incre-
ment ....................... 1,430 115.38 1,650 

Dec. 31, 1959, incre-
ment ....................... 465 123.66 575 

Dec. 31, 1960, incre-
ment ....................... 1,000 120.00 1,200 

Total ................ 14,650 .................. 15,525 

(3) Change in methods of computation 
at the LIFO value of a dollar-value pool. 
For the first taxable year beginning 
after December 31, 1960, the taxpayer 
must use a method authorized by para-
graph (e)(1) of this section in com-
puting the base-year cost and current- 
year cost of a dollar-value inventory 
pool for the end of such year. If the 
taxpayer had previously used any 
methods other than one authorized by 
paragraph (e)(1) of this section, he shall 
not be required to recompute his LIFO 
inventories for taxable years beginning 
on or before December 31, 1960, under a 
method authorized by such paragraph. 
The base cost and layers of increment 
previously computed by such other 
method shall be retained and treated as 
if such base cost and layers of incre-
ment had been computed under a meth-
od authorized by paragraph (e)(1) of 
this section. The taxpayer shall use the 
year of change as the base year in ap-
plying the double-extension method or 
other method approved by the Commis-
sioner, instead of the earliest year for 
which he adopted the LIFO method for 
any items in the pool. 

(h) LIFO inventories received in certain 
nonrecognition transactions—(1) In gen-
eral. Except as provided in paragraph 
(h)(3) of this section, if inventory items 
accounted for under the LIFO method 
are received in a transaction described 
in paragraph (h)(2) of this section, 
then, for the purpose of determining fu-
ture increments and liquidations, the 

transferee must use the year of trans-
fer as the base year and must use its 
current-year cost (computed under the 
transferee’s method of accounting) of 
those items as their new base-year 
cost. If the transferee had opening in-
ventories in the year of transfer, then, 
for the purpose of determining future 
increments and liquidations, the trans-
feree must use its current-year cost 
(computed under the transferee’s meth-
od of accounting) of those inventories 
as their new base-year cost. For this 
purpose, ‘‘opening inventory’’ refers to 
all items owned by the transferee be-
fore the transfer for which the trans-
feree uses, or elects to use, the LIFO 
method. The total new base-year cost 
of the transferee’s inventory as of the 
beginning of the year of transfer is 
equal to the new base-year cost of the 
inventory received from the transferor 
and the new base-year cost of the 
transferee’s opening inventory. The 
index (or, the cumulative index in the 
case of the link-chain method) for the 
year immediately preceding the year of 
transfer is 1.00. The base-year cost of 
any layers in the dollar-value pool, as 
determined after the transfer, must be 
recomputed accordingly. See paragraph 
(e)(3)(iv)(B)(1) of this section for an ex-
ample of this computation. 

(2) Transactions to which this para-
graph (h) applies. The rules in this para-
graph (h) apply to a transaction in 
which— 

(i) The transferee determines its 
basis in the inventories, in whole or in 
part, by reference to the basis of the 
inventories in the hands of the trans-
feror; 

(ii) The transferor used the dollar- 
value LIFO method to account for the 
transferred inventories; 

(iii) The transferee uses the dollar- 
value LIFO method to account for the 
inventories in the year of the transfer; 
and 

(iv) The transaction is not described 
in section 381(a). 

(3) Anti-avoidance rule. The rules in 
this paragraph (h) do not apply to a 
transaction entered into with the prin-
cipal purpose to avail the transferee of 
a method of accounting that would be 
unavailable to the transferor (or would 
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be unavailable to the transferor with-
out securing consent from the Commis-
sioner). In determining the principal 
purpose of a transfer, consideration 
will be given to all of the facts and cir-
cumstances. However, a transfer is 
deemed made with the principal pur-
pose to avail the transferee of a meth-
od of accounting that would be un-
available to the transferor without se-
curing consent from the Commissioner 
if the transferor acquired inventory in 
a bargain purchase within the five tax-
able years preceding the year of the 
transfer and used a dollar-value LIFO 
method to account for that inventory 
that did not treat the bargain purchase 
inventory and physically identical in-
ventory acquired at market prices as 
separate items. Inventory is deemed 
acquired in a bargain purchase if the 
actual cost of the inventory (or, if ap-
propriate, the allocated cost of the in-
ventory) was less than or equal to 50 
percent of the replacement cost of 
physically identical inventory. Inven-
tory is not considered acquired in a 
bargain purchase if the actual cost of 
the inventory (or, if appropriate, the 
allocated cost of the inventory) was 
greater than or equal to 75 percent of 
the replacement cost of physically 
identical inventory. 

(4) Effective date. The rules of this 
paragraph (h) are applicable for trans-
fers that occur during a taxable year 
ending on or after December 31, 2001. 

[T.D. 6539, 26 FR 518, Jan. 20, 1961, as amend-
ed by T.D. 7814, 47 FR 11272, Mar. 16, 1982; 
T.D. 8976, 67 FR 1082, Jan. 9, 2002; 67 FR 5062, 
5148, Feb. 4, 2002] 

§ 1.475–0 Table of contents. 
This section lists the major captions 

in §§ 1.475(a)–3, 1.475(a)–4, 1.475(b)–1, 
1.475(b)–2, 1.475(b)–4, 1.475(c)–1, 1.475(c)– 
2, 1.475(d)–1 and 1.475(g)–1. 

§§ 1.475(a)–1—1.475(a)–2 [Reserved] 

§ 1.475(a)–3 Acquisition by a dealer of a 
security with a substituted basis. 

(a) Scope. 
(b) Rules. 

§ 1.475(a)–4 Safe Harbor for Valuation Under 
Section 475. 

(a) Overview. 
(1) Purpose. 
(2) Dealer business model. 

(3) Summary of paragraphs. 
(b) Safe harbor. 
(1) General rule. 
(2) Example. Use of eligible and non-eligi-

ble methods. 
(3) Scope of the safe harbor. 
(c) Eligible taxpayer. 
(d) Eligible method. 
(1) Sufficient consistency. 
(2) General requirements. 
(i) Frequency. 
(ii) Recognition at the mark. 
(iii) Recognition on disposition. 
(iv) Fair value standard. 
(3) Limitations. 
(i) Bid-ask method. 
(A) General Rule. 
(B) Safe harbor. 
(ii) Valuations based on present values of 

projected cash flows. 
(iii) Accounting for costs and risks. 
(4) Examples. 
(e) Compliance with other rules. 
(f) Election. 
(1) Making the election. 
(2) Duration of the election. 
(3) Revocation. 
(i) By the taxpayer. 
(ii) By the Commissioner. 
(4) Re-election. 
(g) Eligible positions. 
(h) Applicable financial statement. 
(1) Definition. 
(2) Primary financial statement. 
(i) Statement required to be filed with Se-

curities and Exchange Commission (SEC). 
(ii) Statement filed with a Federal agency 

other than the IRS. 
(iii) Certified audited financial statement. 
(3) Example. Primary financial statement. 
(4) Financial statements of equal priority. 
(5) Consolidated groups. 
(6) Supplement or amendment to a finan-

cial statement. 
(7) Certified audited financial statement. 
(i) [Reserved] 
(j) Significant business use. 
(1) In general. 
(2) Financial statement value. 
(3) Management of a business as a dealer. 
(4) Significant use. 
(k) Retention and production of records. 
(1) In general. 
(2) Specific requirements. 
(i) Reconciliation. 
(A) In general. 
(B) Values on books and records with sup-

porting schedules. 
(C) Consolidation schedules. 
(ii) Instructions provided by the Commis-

sioner. 
(3) Time for producing records. 
(4) Retention period for records. 
(5) Agreements with the Commissioner. 
(l) [Reserved] 
(m) Use of different values. 
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§ 1.475(b)–1 Scope of exemptions from mark-to- 
market requirement. 

(a) Securities held for investment or not 
held for sale. 

(b) Securities deemed identified as held for 
investment. 

(1) In general. 
(2) Relationships. 
(i) General rule. 
(ii) Attribution. 
(iii) Trusts treated as partnerships. 
(3) Securities traded on certain established 

financial markets. 
(4) Changes in status. 
(i) Onset of prohibition against marking. 
(ii) Termination of prohibition against 

marking. 
(iii) Examples. 
(c) Securities deemed not held for invest-

ment; dealers in notional principal contracts 
and derivatives. 

(d) Special rule for hedges of another mem-
ber’s risk. 

(e) Transitional rules. 
(1) Stock, partnership, and beneficial own-

ership interests in certain controlled cor-
porations, partnerships, and trusts before 
January 23, 1997. 

(i) In general. 
(ii) Control defined. 
(iii) Applicability. 
(2) Dealers in notional principal contracts 

and derivatives acquired before January 23, 
1997. 

(i) General rule. 
(ii) Exception for securities not acquired in 

dealer capacity. 
(iii) Applicability. 

§ 1.475(b)–2 Exemptions—identification 
requirements. 

(a) Identification of the basis for exemp-
tion. 

(b) Time for identifying a security with a 
substituted basis. 

(c) Integrated transactions under § 1.1275–6. 
(1) Definitions. 
(2) Synthetic debt held by a taxpayer as a 

result of legging in. 
(3) Securities held after legging out. 

§ 1.475(b)–3 [Reserved] 

§ 1.475(b)–4 Exemptions—transitional issues. 

(a) Transitional identification. 
(1) Certain securities previously identified 

under section 1236. 
(2) Consistency requirement for other secu-

rities. 
(b) Corrections on or before January 31, 

1994. 
(1) Purpose. 
(2) To conform to § 1.475(b)–1(a). 
(i) Added identifications. 
(ii) Limitations. 
(3) To conform to § 1.475(b)–1(c). 

(c) Effect of corrections. 

§ 1.475(c)–1 Definitions—dealer in securities. 

(a) Dealer-customer relationship. 
(1) [Reserved] 
(2) Transactions described in section 

475(c)(1)(B). 
(i) In general. 
(ii) Examples. 
(3) Related parties. 
(i) General rule. 
(ii) Special rule for members of a consoli-

dated group. 
(iii) The intragroup-customer election. 
(A) Effect of election. 
(B) Making and revoking the election. 
(iv) Examples. 
(b) Sellers of nonfinancial goods and serv-

ices. 
(1) Purchases and sales of customer paper. 
(2) Definition of customer paper. 
(3) Exceptions. 
(4) Election not to be governed by the ex-

ception for sellers of nonfinancial goods or 
services. 

(i) Method of making the election. 
(A) Taxable years ending after December 

24, 1996. 
(B) Taxable years ending on or before De-

cember 24, 1996. 
(ii) Continued applicability of an election. 
(c) Taxpayers that purchase securities 

from customers but engage in no more than 
negligible sales of the securities. 

(1) Exemption from dealer status. 
(i) General rule. 
(ii) Election to be treated as a dealer. 
(2) Negligible sales. 
(3) Special rules for members of a consoli-

dated group. 
(i) Intragroup-customer election in effect. 
(ii) Intragroup-customer election not in ef-

fect. 
(4) Special rules. 
(5) Example. 
(d) Issuance of life insurance products. 

§ 1.475(c)–2 Definitions—security. 

(a) Items that are not securities. 
(b) Synthetic debt that § 1.1275–6(b) treats 

the taxpayer as holding. 
(c) Negative value REMIC residuals ac-

quired before January 4, 1995. 
(1) Description. 
(2) Special rules applicable to negative 

value REMIC residuals acquired before Janu-
ary 4, 1995. 

§ 1.475(d)–1 Character of gain or loss. 

(a) Securities never held in connection 
with the taxpayer’s activities as a dealer in 
securities. 

(b) Ordinary treatment for notional prin-
cipal contracts and derivatives held by deal-
ers in notional principal contracts and de-
rivatives. 
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§ 1.475(g)–1 Effective dates. 

[T.D. 8700, 61 FR 67719, Dec. 24, 1996, as 
amended by T.D. 9328, 72 FR 32177, June 12, 
2007] 

§§ 1.475(a)–1—1.475(a)–2 [Reserved] 

§ 1.475(a)–3 Acquisition by a dealer of 
a security with a substituted basis. 

(a) Scope. This section applies if— 
(1) A dealer in securities acquires a 

security that is subject to section 
475(a) and the dealer’s basis in the se-
curity is determined, in whole or in 
part, by reference to the basis of that 
security in the hands of the person 
from whom the security was acquired; 
or 

(2) A dealer in securities acquires a 
security that is subject to section 
475(a) and the dealer’s basis in the se-
curity is determined, in whole or in 
part, by reference to other property 
held at any time by the dealer. 

(b) Rules. If this section applies to a 
security— 

(1) Section 475(a) applies only to 
changes in value of the security occur-
ring after the acquisition; and 

(2) Any built-in gain or loss with re-
spect to the security (based on the dif-
ference between the fair market value 
of the security on the date the dealer 
acquired it and its basis to the dealer 
on that date) is taken into account at 
the time, and has the character, pro-
vided by the sections of the Internal 
Revenue Code that would apply to the 
built-in gain or loss if section 475(a) did 
not apply to the security. 

[T.D. 8700, 61 FR 67720, Dec. 24, 1996] 

§ 1.475(a)–4 Valuation safe harbor. 
(a) Overview—(1) Purpose. This sec-

tion sets forth a safe harbor that, 
under certain circumstances, permits 
taxpayers to elect to use the values of 
positions reported on certain financial 
statements as the fair market values of 
those positions for purposes of section 
475. This safe harbor is based on the 
principle that, if a mark-to-market 
method used for financial reporting is 
sufficiently consistent with the re-
quirements of section 475 and if the fi-
nancial statement employing that 
method has certain indicia of reli-
ability, then the values used on that fi-

nancial statement may be used for pur-
poses of section 475. If other provisions 
of the Internal Revenue Code or regula-
tions require adjustments to fair mar-
ket value, use of the safe harbor does 
not eliminate the need for those ad-
justments. See paragraph (e) of this 
section. 

(2) Dealer business model. The safe 
harbor is based on the business model 
for a derivatives dealer. Under this 
model, the dealer seeks to capture and 
profit from bid-ask spreads in the mar-
ketplace by entering into substantially 
offsetting positions with customers 
that will remain on the derivatives 
dealer’s books over their terms. Be-
cause the positions in the aggregate 
tend to offset each other, the dealer 
has achieved a predictable net cash 
flow (for example, a synthetic annuity) 
that reflects the captured bid-ask 
spread. This net cash flow is generally 
impervious to market fluctuations in 
the values on which the component de-
rivatives are based. Section 475 re-
quires current recognition of the 
present value of the net cash flow at-
tributable to the capture of these 
spreads. 

(3) Summary of paragraphs. Paragraph 
(b) of this section sets forth the safe 
harbor. To determine who may use the 
safe harbor, paragraph (c) of this sec-
tion defines the term ‘‘eligible tax-
payer.’’ Paragraph (d) of this section 
sets forth the basic requirements for 
determining whether the method used 
for financial reporting is sufficiently 
consistent with the requirements of 
section 475. Paragraph (e) of this sec-
tion describes adjustments to the fi-
nancial statement values that may be 
required for purposes of applying this 
safe harbor. Paragraph (f) of this sec-
tion describes the procedure for mak-
ing the safe harbor election and the 
conditions under which the election 
may be revoked. Paragraph (g) of this 
section provides that the Commis-
sioner will issue a revenue procedure 
that lists the types of securities and 
commodities that are eligible positions 
for purposes of the safe harbor. Using 
rules for determining priorities among 
financial statements, paragraph (h) of 
this section defines the term ‘‘applica-
ble financial statement’’ and so de-
scribes the financial statement, if any, 
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whose values may be used in the safe 
harbor. In some cases, as required by 
paragraph (j) of this section, the safe 
harbor is available only if the tax-
payer’s operations make significant 
business use of financial statement val-
ues. Paragraph (k) of this section sets 
forth requirements for record retention 
and record production. Paragraph (m) 
of this section provides that the Com-
missioner may use fair market values 
that clearly reflect income, but which 
differ from values used on the applica-
ble financial statement, if an electing 
taxpayer fails to comply with the rec-
ordkeeping and record production re-
quirements of paragraph (k) of this sec-
tion. 

(b) Safe harbor—(1) General rule. Sub-
ject to any adjustment required by 
paragraph (e) of this section, if an eli-
gible taxpayer uses an eligible method 
for the valuation of an eligible position 
on its applicable financial statement 
and the eligible taxpayer is subject to 
the election described in paragraph (f) 
of this section, the value that the eligi-
ble taxpayer assigns to that eligible po-
sition on its applicable financial state-
ment is the fair market value of the el-
igible position for purposes of section 
475 and must be used for purposes of 
section 475, even if that value is not 
the fair market value of the position 
for any other purpose of the internal 
revenue laws. Notwithstanding the rule 
set forth in this paragraph, the Com-
missioner may, in certain cir-
cumstances, use fair market values 
that clearly reflect income but differ 
from the values used on the applicable 
financial statement. See paragraph (m) 
of this section. 

(2) Example. Use of eligible and non-eli-
gible methods. X uses eligible methods 
on its applicable financial statement 
for some, but not all, securities and 
commodities that are eligible posi-
tions. When X elects into the safe har-
bor, the election applies to all eligible 
positions for which X has an eligible 
method. Therefore, once the election is 
in effect, the financial statement val-
ues for eligible positions for which X 
has an eligible method are the fair 
market values of those eligible posi-
tions for purposes of section 475. Since 
X, however, does not have an eligible 
method for all eligible positions, those 

eligible positions for which X does not 
have an eligible method remain subject 
to the fair market value requirements 
of section 475 as set out in case law and 
otherwise. 

(3) Scope of the safe harbor. The safe 
harbor may be used only to determine 
values for eligible positions that are 
properly marked to market under sec-
tion 475. It does not determine whether 
any positions may or may not be sub-
ject to mark-to-market accounting 
under section 475. 

(c) Eligible taxpayer. An eligible tax-
payer is— 

(1) A dealer in securities, as defined 
in section 475(c)(1); or 

(2) A dealer in commodities, as de-
fined in section 475(e), that is subject 
to an election under section 475(e). 

(d) Eligible method—(1) Sufficient con-
sistency. An eligible method is a mark- 
to-market method that is sufficiently 
consistent with the requirements of a 
mark-to-market method under section 
475. To be sufficiently consistent with 
the requirements of a mark-to-market 
method under section 475, the eligible 
method must satisfy all of the require-
ments of paragraph (d)(2) and para-
graph (d)(3) of this section. 

(2) General requirements. The meth-
od— 

(i) Frequency. Must require a valu-
ation of the eligible position no less 
frequently than annually, including a 
valuation as of the last business day of 
the taxable year; 

(ii) Recognition at the mark. Must rec-
ognize into income on the income 
statement for each taxable year mark- 
to-market gain or loss based upon the 
valuation or valuations described in 
paragraph (d)(2)(i) of this section; 

(iii) Recognition on disposition. Must 
require, on disposition of the eligible 
position, recognition into income (on 
the income statement for the taxable 
year of disposition) as if a year-end 
mark occurred immediately before 
such disposition; and 

(iv) Fair value standard. Must require 
use of a valuation standard that ar-
rives at fair value in accordance with 
U.S. Generally Accepted Accounting 
Principles (U.S. GAAP). 

(3) Limitations—(i) Bid-ask method— 
(A) General rule. Except for eligible po-
sitions that are traded on a qualified 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00581 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



572 

26 CFR Ch. I (4–1–13 Edition) § 1.475(a)–4 

board or exchange, as defined in sec-
tion 1256(g)(7), or eligible positions that 
the Commissioner designates in a rev-
enue procedure or other published guid-
ance, the valuation standard used must 
not, other than on a de minimis portion 
of a taxpayer’s positions, permit values 
at or near the bid or ask value. Con-
sequently, the valuation method de-
scribed in § 1.471–4(a)(1) fails to satisfy 
this paragraph (d)(3)(i)(A). 

(B) Safe harbor. The restriction in 
paragraph (d)(3)(i)(A) of this section is 
satisfied if the method consistently 
produces values that are closer to the 
mid-market values than they are to 
the bid or ask values. 

(ii) Valuations based on present values 
of projected cash flows. If the method of 
valuation consists of projecting cash 
flows from an eligible position or posi-
tions and determining the present 
value of those cash flows, the method 
must not take into account any cash 
flows attributable to a period or time 
on or before the valuation date. In ad-
dition, adjustment of the gain or loss 
recognized on the mark may be re-
quired with respect to payments that 
will be made after the valuation date 
to the extent that portions of the pay-
ments have been recognized for tax 
purposes before the valuation and ap-
propriate adjustment has not been 
made for purposes of determining fi-
nancial statement value. 

(iii) Accounting for costs and risks. 
Valuations may account for appro-
priate costs and risks, but no cost or 
risk may be accounted for more than 
once, either directly or indirectly. Fur-
ther, no valuation adjustment for any 
cost or risk may be made for purposes 
of this safe harbor if that valuation ad-
justment is not also permitted by, and 
taken for, U.S. GAAP purposes on the 
taxpayer’s applicable financial state-
ment. If appropriate, the costs and 
risks that may be accounted for in-
clude, but are not limited to, credit 
risk (appropriately adjusted for any 
credit enhancement), future adminis-
trative costs, and model risk. An ad-
justment for credit risk is implicit in 
computing the present value of cash 
flows using a discount rate greater 
than a risk-free rate. Accordingly, a 
determination of whether any further 
downward adjustment to value for 

credit risk is warranted, or whether an 
upward adjustment is required, must 
take that implicit adjustment into 
consideration. 

(4) Examples. The following examples 
illustrate this paragraph (d): 

Example 1. [Reserved] For further guidance, 
see § 1.475(a)–4T(d)(4) Example 1. 

Example 2. [Reserved] For further guidance, 
see § 1.475(a)–4T(d)(4) Example 2. 

Example 3. [Reserved] For further guidance, 
see § 1.475(a)–4T(d)(4) Example 3. 

Example 4. (i) The facts are the same as in 
Example 1, except that X determines the mid- 
market value for each derivative and then 
subtracts the corresponding part of the bid- 
ask spread. 

(ii) X’s methodology violates the rule in 
paragraph (d)(3)(i) of this section that forbids 
valuing positions at or near the bid or ask 
value. 

Example 5. (i) The facts are the same as in 
Example 1, and, in addition, X’s adjustments 
for all risks and costs, including credit risk, 
future administrative costs and model risk, 
may occasionally cause the adjusted value of 
an eligible position to be at or near the bid 
value or ask value. 

(ii) X’s methodology does not violate the 
rule in paragraph (d)(3)(i)(A) of this section 
that forbids valuing eligible positions at or 
near the bid or ask value. 

(e) Compliance with other rules. Not-
withstanding any other provisions of 
this section, the fair market values for 
purposes of the safe harbor must be 
consistent with section 482, or rules 
that adopt section 482 principles, when 
applicable. For example, if a notional 
principal contract is subject to section 
482 or section 482 principles, the values 
of future cash flows taken into account 
in determining the value of the con-
tract for purposes of section 475 must 
be consistent with section 482. 

(f) Election—(1) Making the election. 
Unless the Commissioner prescribes 
otherwise, an eligible taxpayer elects 
under this section by filing with the 
Commissioner a statement declaring 
that the taxpayer makes the safe har-
bor election in this section for all eligi-
ble positions for which it has an eligi-
ble method. In addition to any other 
information that the Commissioner 
may require, the statement must de-
scribe the taxpayer’s applicable finan-
cial statement for the first taxable 
year for which the election is effective 
and must state that the taxpayer 
agrees to provide upon the request of 
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the Commissioner all information, 
records, and schedules in the manner 
required by paragraph (k) of this sec-
tion. The statement must be attached 
to a timely filed Federal income tax re-
turn (including extensions) for the tax-
able year for which the election is first 
effective. 

(2) Duration of the election. Once 
made, the election continues in effect 
for all subsequent taxable years unless 
revoked. 

(3) Revocation—(i) By the taxpayer. An 
eligible taxpayer that is subject to an 
election under this section may revoke 
the election only with the consent of 
the Commissioner. 

(ii) By the Commissioner. The Commis-
sioner, after consideration of the rel-
evant facts and circumstances, may re-
voke an election under this section, ef-
fective beginning with the first open 
year for which the election is effective 
or with any subsequent year, if— 

(A) The taxpayer fails to comply with 
paragraph (k) of this section (con-
cerning record retention and produc-
tion) and the taxpayer does not show 
reasonable cause for this failure; 

(B) The taxpayer ceases to have an 
applicable financial statement or 
ceases to use an eligible method; or 

(C) For any other reason, no more 
than a de minimis number of eligible 
positions, or no more than a de mini-
mis fraction of the taxpayer’s eligible 
positions, are covered by the safe har-
bor in paragraph (b) of this section. 

(4) Re-election. If an election is re-
voked, either by the Commissioner or 
by the taxpayer, the taxpayer (or any 
successor in interest of the taxpayer) 
may not make the election without the 
consent of the Commissioner for any 
taxable year that begins before the 
date that is six years after the first day 
of the earliest taxable year affected by 
the revocation. 

(g) Eligible positions. For any tax-
payer, an eligible position is any secu-
rity or commodity that the Commis-
sioner in a revenue procedure or other 
published guidance designates as an el-
igible position with respect to that tax-
payer for purposes of this safe harbor. 

(h) Applicable financial statement—(1) 
Definition. An eligible taxpayer’s appli-
cable financial statement for a taxable 
year is the taxpayer’s primary finan-

cial statement for that year if that pri-
mary financial statement is described 
in paragraph (h)(2)(i) of this section 
(concerning statements required to be 
filed with the SEC) or if that primary 
financial statement both meets the re-
quirements of paragraph (j) of this sec-
tion (concerning significant business 
use) and is described in either para-
graph (h)(2)(ii) or (iii) of this section. 
Otherwise, or if the taxpayer does not 
have a primary financial statement for 
the taxable year, the taxpayer does not 
have an applicable financial statement 
for the taxable year. 

(2) Primary financial statement. For 
any taxable year, an eligible taxpayer’s 
primary financial statement is the fi-
nancial statement, if any, described in 
one or more of paragraphs (h)(2)(i), (ii), 
and (iii) of this section. If more than 
one financial statement of the tax-
payer for the year is so described, the 
primary financial statement is the one 
first described in paragraphs (h)(2)(i), 
(ii), and (iii) of this section. A taxpayer 
has only one primary financial state-
ment for any taxable year. 

(i) Statement required to be filed with 
the Securities and Exchange Commission 
(SEC). A financial statement that is 
prepared in accordance with U.S. 
GAAP and that is required to be filed 
with the SEC, such as the 10–-K or the 
Annual Statement to Shareholders. 

(ii) Statement filed with a Federal agen-
cy other than the Internal Revenue Serv-
ice. A financial statement that is pre-
pared in accordance with U.S. GAAP 
and that is required to be provided to 
the Federal government or any of its 
agencies other than the Internal Rev-
enue Service (IRS). 

(iii) Certified audited financial state-
ment. A certified audited financial 
statement that is prepared in accord-
ance with U.S. GAAP; that is given to 
creditors for purposes of making lend-
ing decisions, given to equity holders 
for purposes of evaluating their invest-
ment in the eligible taxpayer, or pro-
vided for other substantial non-tax 
purposes; and that the taxpayer rea-
sonably anticipates will be directly re-
lied on for the purposes for which it 
was given or provided. 

(3) Example. Primary financial state-
ment. X prepares financial statement 
FS1, which is required to be filed with 
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a Federal government agency other 
than the SEC or the IRS. FS1 is thus 
described in paragraph (h)(2)(ii) of this 
section. X also prepares financial state-
ment FS2, which is a certified audited 
financial statement that is given to 
creditors and that X reasonably antici-
pates will be relied on for purposes of 
making lending decisions. FS2 is thus 
described in paragraph (h)(2)(iii) of this 
section. Because FS1, which is de-
scribed in paragraph (h)(2)(ii) of this 
section, is described before FS2, which 
is described in paragraph (h)(2)(iii) of 
this section, FS1 is X’s primary finan-
cial statement. 

(4) Financial statements of equal pri-
ority. If the rules of paragraph (h)(2) of 
this section cause two or more finan-
cial statements to be of equal priority, 
then the statement that results in the 
highest aggregate valuation of eligible 
positions being marked to market 
under section 475 is the primary finan-
cial statement. 

(5) Consolidated groups. If the tax-
payer is a member of an affiliated 
group that files a consolidated return, 
the primary financial statement of the 
taxpayer is the primary financial 
statement, if any, of the common par-
ent (within the meaning of section 
1504(a)(1)) of the consolidated group. 

(6) Supplement or amendment to a fi-
nancial statement. A financial state-
ment includes any supplement or 
amendment to the financial statement. 

(7) Certified audited financial state-
ment. For purposes of this paragraph 
(h), a financial statement is a certified 
audited financial statement if it is cer-
tified by an independent certified pub-
lic accountant from a Registered Pub-
lic Accounting firm, as defined in sec-
tion 2(a)(12) of the Sarbanes-Oxley Act 
of 2002, Public Law 107–204, 116 Stat. 746 
(July 30, 2002), 15 U.S.C. § 7201(a)(12), 
and rules promulgated under that Act, 
and is— 

(i) Certified to be fairly presented (a 
‘‘clean’’ opinion); 

(ii) Certified to be fairly presented 
subject to a concern about a contin-
gency, other than a contingency relat-
ing to the value of eligible positions (a 
qualified ‘‘subject to’’ opinion); or 

(iii) Certified to be fairly presented 
except for a method of accounting with 
which the Certified Public Accountant 

disagrees and which is not a method 
used to determine the value of an eligi-
ble position held by the eligible tax-
payer (a qualified ‘‘except for’’ opin-
ion). 

(i) [Reserved] 
(j) Significant business use—(1) In gen-

eral. A financial statement is described 
in this paragraph (j) if— 

(i) The financial statement contains 
values for eligible positions; 

(ii) The eligible taxpayer makes sig-
nificant use of financial statement val-
ues in most of the significant manage-
ment functions of its business; and 

(iii) That use is related to the man-
agement of all or substantially all of 
the eligible taxpayer’s business. 

(2) Financial statement value. For pur-
poses of this paragraph (j), the term fi-
nancial statement value means— 

(i) A value that is taken from the fi-
nancial statement; or 

(ii) A value that is produced by a 
process that is in all respects identical 
to the process that produces the values 
that appear on the financial statement 
but that is not taken from the state-
ment because either— 

(A) The value was determined as of a 
date for which the financial statement 
does not value eligible positions; or 

(B) The value is used in the manage-
ment of the business before the finan-
cial statement has been prepared. 

(3) Management functions of a business. 
For purposes of this paragraph (j), the 
term management functions of a business 
refers to the financial and commercial 
oversight of the business. Oversight in-
cludes, but is not limited to, senior 
management review of business-unit 
profitability, market risk measure-
ment or management, credit risk 
measurement or management, internal 
allocation of capital, and compensation 
of personnel. Management functions of 
a business do not include either tax ac-
counting or reporting the results of op-
erations to persons other than direc-
tors or employees. 

(4) Significant use. If an eligible tax-
payer uses financial statement values 
for some significant management func-
tions and uses values that are not fi-
nancial statement values for other sig-
nificant management functions, then 
the determination of whether the tax-
payer has made significant use of the 
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financial statement values is made on 
the basis of all the facts and cir-
cumstances. This determination must 
particularly take into account whether 
the taxpayer’s reliance on the financial 
statement values exposes the taxpayer 
to material adverse economic con-
sequences if the values are incorrect. 

(k) Retention and production of 
records—(1) In general. In addition to all 
records that section 6001 otherwise re-
quires to be retained, an eligible tax-
payer subject to the election provided 
by this section must keep, and timely 
provide to the Commissioner upon re-
quest, records and books of account 
that are sufficient to establish that the 
financial statement to which the in-
come tax return conforms is the tax-
payer’s applicable financial statement, 
that the method used on that state-
ment is an eligible method, and that 
the values used for eligible positions 
for purposes of section 475 are the val-
ues used in the applicable financial 
statement. This obligation extends to 
all records and books that are required 
to be maintained for any period for fi-
nancial or regulatory reporting pur-
poses, even if these records or books 
may not otherwise be specifically cov-
ered by section 6001. All records and 
books described in this paragraph (k) 
must be maintained for the period de-
scribed in paragraph (k)(4) of this sec-
tion, even if a lesser period of retention 
applies for financial statement or regu-
latory purposes. 

(2) Specific requirements—(i) 
Verification and reconciliation. Unless 
the Commissioner otherwise provides— 

(A) In general. An eligible taxpayer 
must provide books and records to 
verify the appropriate use of the safe 
harbor and reconciliation schedules be-
tween the applicable financial state-
ment for the taxable year and the Fed-
eral income tax return for that year. 
The required verification materials and 
reconciliation schedules include all 
supporting schedules, exhibits, com-
puter programs, and any other infor-
mation used in producing the values 
and schedules, including the docu-
mentation of rules and procedures gov-
erning determination of the values. 
The required reconciliation schedules 
must also include a detailed expla-
nation of any adjustments necessitated 

by the imperfect overlap between the 
eligible positions that the taxpayer 
marks to market under section 475 and 
the eligible positions for which the ap-
plicable financial statement uses an el-
igible method. In the time and manner 
provided by the Commissioner, a cor-
porate taxpayer subject to this para-
graph (k) must reconcile the net in-
come amount reported on its applica-
ble financial statement to the amount 
reported on the applicable forms and 
schedules on its Federal income tax re-
turn (such as the Schedule M–1, ‘‘Net 
Income(Loss) Reconciliation for Cor-
porations With Total Assets of $10 Mil-
lion or More’’; Schedule M–3, ‘‘Net In-
come(Loss) Reconciliation for Corpora-
tions With Total Assets of $10 Million 
or More’’; and Form 1120F, ‘‘U.S. In-
come Tax Return of a Foreign Corpora-
tion’’). Eligible taxpayers that are not 
otherwise required to file a Schedule 
M–1 or Schedule M–3 must reconcile 
net income using substitute schedules 
similar to Schedule M–1 and Schedule 
M–3, and these substitute schedules 
must be attached to the return. 

(B) Values on books and records with 
supporting schedules. The books and 
records must state the value used for 
each eligible position separately from 
the value used for any other eligible 
position. However, an eligible taxpayer 
may make adjustments to values on a 
pooled basis, if the taxpayer dem-
onstrates that it can compute gain or 
loss attributable to the sale or other 
disposition of an individual eligible po-
sition. 

(C) Consolidation schedules. An eligi-
ble taxpayer must provide a schedule 
showing the consolidation and de-con-
solidation that is used in preparing the 
applicable financial statement, along 
with exhibits and subordinate sched-
ules. This schedule must provide infor-
mation that addresses the differences 
for consolidation and de-consolidation 
between the applicable financial state-
ment and the Federal income tax re-
turn. 

(ii) Instructions provided by the Com-
missioner. The Commissioner may pro-
vide an alternative time or manner in 
which an eligible taxpayer subject to 
this paragraph (k) must establish that 
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the same values used for eligible posi-
tions on the applicable financial state-
ment are also the values used for pur-
poses of section 475 on the Federal in-
come tax return. 

(3) Time for producing records. All doc-
uments described in this paragraph (k) 
must be produced within 30 days of a 
request by the Commissioner, unless 
the Commissioner grants a written ex-
tension. Generally, the Commissioner 
will exercise his discretion to excuse a 
minor or inadvertent failure to provide 
requested documents if the taxpayer 
shows reasonable cause for the failure, 
has made a good faith effort to comply 
with the requirement to produce 
records, and promptly remedies the 
failure. For failures to maintain, or 
timely produce, records, see paragraph 
(f)(3)(ii) of this section (allowing the 
Commissioner to revoke the election), 
and see paragraph (m) of this section 
(allowing the Commissioner, but not 
the taxpayer, to use for eligible posi-
tions that otherwise might be subject 
to the safe harbor fair market values 
that clearly reflect income but that are 
different from the values used on the 
applicable financial statement). 

(4) Retention period for records. All 
materials required by this paragraph 
(k) and section 6001 must be retained as 
long as their contents may become ma-
terial in the administration of any in-
ternal revenue law. 

(5) Agreements with the Commissioner. 
The Commissioner and an eligible tax-
payer may enter into a written agree-
ment that establishes, for purposes of 
this paragraph (k), which records must 
be maintained, how they must be main-
tained, and for how long they must be 
maintained. 

(l) [Reserved] 
(m) Use of different values. If, with re-

spect to the records that relate to cer-
tain eligible positions for a taxable 
year, the taxpayer fails to satisfy para-
graph (k) of this section (concerning 
record retention and record produc-
tion), then, for those eligible positions 
for that year, the Commissioner may 
use values that the Commissioner de-
termines to be fair market values that 
are appropriate to clearly reflect in-
come, even if the values so determined 
are different from the values reported 
for those positions on the applicable fi-

nancial statement. See also paragraph 
(f)(3)(ii) of this section (concerning rev-
ocation of the election by the Commis-
sioner when a taxpayer does not 
produce required records and fails to 
demonstrate reasonable cause for the 
failure). 

[T.D. 9328, 72 FR 32177, June 12, 2007, as 
amended by T.D. 9533, 76 FR 39281, July 6, 
2011] 

§ 1.475(a)–4T Valuation safe harbor 
(temporary). 

(a) through (d)(4) introductory text 
[Reserved] For further guidance, see 
§ 1.475(a)–4(a) through (d)(4) introduc-
tory text. 

Example 1. (i) X, a calendar year taxpayer, 
is a dealer in securities within the meaning 
of section 475(c)(1). X generally maintains a 
balanced portfolio of interest rate swaps and 
other interest rate derivatives, capturing 
bid-ask spreads and keeping its market expo-
sure within desired limits (using, if nec-
essary, additional derivatives for this pur-
pose). X uses a mark-to-market method on a 
statement that it is required to file with the 
United States Securities and Exchange Com-
mission and that satisfies § 1.475(a)–4(d)(2) 
with respect to both the contracts with cus-
tomers and the additional derivatives. When 
determining the amount of any gain or loss 
realized on a sale, exchange, or termination 
of a position, X makes a proper adjustment 
for amounts taken into account respecting 
payments or receipts. X and all of its 
counterparties on the derivatives have the 
same general credit quality as each other. 

(ii) Under X’s valuation method, as of each 
valuation date, X determines a mid-market 
probability distribution of future cash flows 
under the derivatives and computes the 
present values of these cash flows. In com-
puting these present values, X uses an indus-
try standard yield curve that is appropriate 
for obligations by persons with this same 
general credit quality. In addition, based on 
information that includes its own knowledge 
about the counterparties, X adjusts some of 
these present values either upward or down-
ward to reflect X’s reasonable judgment 
about the extent to which the true credit 
status of each counterparty’s obligation, 
taking credit enhancements into account, 
differs from the general credit quality used 
in the yield curve to present value the de-
rivatives. 

(iii) X’s methodology does not violate the 
requirement in § 1.475(a)–4(d)(3)(iii) that the 
same cost or risk not be taken into account, 
directly or indirectly, more than once. 

(iv) This Example 1 applies to valuations of 
securities on or after July 6, 2011. 
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Example 2. (i) The facts are the same as in 
Example 1, except that X uses a better credit 
quality in determining the yield curve to dis-
count the payments to be received under the 
derivatives. Based on information that in-
cludes its own knowledge about the counter-
parties, X adjusts these present values to re-
flect X’s reasonable judgment about the ex-
tent to which the true credit status of each 
counterparty’s obligation, taking credit en-
hancements into account, differs from this 
better credit quality obligation. 

(ii) X’s methodology does not violate the 
requirement in § 1.475(a)–4(d)(3)(iii) that the 
same cost or risk not be taken into account, 
directly or indirectly, more than once. 

(iii) This Example 2 applies to valuations of 
securities on or after July 6, 2011. 

Example 3. (i) The facts are the same as in 
Example 1, except that, after computing 
present values using the discount rates that 
are appropriate for obligors with the same 
general credit quality, and based on informa-
tion that includes X’s own knowledge about 
the counterparties, X adjusts some of these 
present values either upward or downward to 
reflect X’s reasonable judgment about the 
extent to which the true credit status of 
each counterparty’s obligation, taking credit 
enhancements into account, differs from a 
better credit quality. 

(ii) X’s methodology violates the require-
ment in § 1.475(a)–4(d)(3)(iii) that the same 
cost or risk not be taken into account, di-
rectly or indirectly, more than once. By 
using the same general credit quality dis-
count rate, X’s method takes into account 
the difference between risk-free obligations 
and obligations with that lower credit qual-
ity. By adjusting values for the difference be-
tween a higher credit quality and that lower 
credit quality, X takes into account risks 
that it had already accounted for through 
the discount rates that it used. The same re-
sult would occur if X judged some of its 
counterparties’ obligations to be of a higher 
credit quality but X failed to adjust the val-
ues of those obligations to reflect the dif-
ference between a higher credit quality and 
the lower credit quality. 

(iii) This Example 3 applies to valuations of 
securities on or after July 6, 2011. 

Example 4 and Example 5 and paragraphs (e) 
through (m). [Reserved] For further guidance, 
see § 1.475(a)–4(d)(4) Example 4 and Example 5 
and paragraphs (e) through (m). 

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

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

§ 1.475(b)–1 Scope of exemptions from 
mark-to-market requirement. 

(a) Securities held for investment or not 
held for sale. Except as otherwise pro-

vided by this section and subject to the 
identification requirements of section 
475(b)(2), a security is held for invest-
ment (within the meaning of section 
475(b)(1)(A)) or not held for sale (within 
the meaning of section 475(b)(1)(B)) if it 
is not held by the taxpayer primarily 
for sale to customers in the ordinary 
course of the taxpayer’s trade or busi-
ness. 

(b) Securities deemed identified as held 
for investment—(1) In general. The fol-
lowing items held by a dealer in securi-
ties are per se held for investment 
within the meaning of section 
475(b)(1)(A) and are deemed to be prop-
erly identified as such for purposes of 
section 475(b)(2)— 

(i) Except as provided in paragraph 
(b)(3) of this section, stock in a cor-
poration, or a partnership or beneficial 
ownership interest in a widely held or 
publicly traded partnership or trust, to 
which the taxpayer has a relationship 
specified in paragraph (b)(2) of this sec-
tion; or 

(ii) A contract that is treated for fed-
eral income tax purposes as an annu-
ity, endowment, or life insurance con-
tract (see sections 72, 817, and 7702). 

(2) Relationships—(i) General rule. The 
relationships specified in this para-
graph (b)(2) are— 

(A) Those described in section 267(b) 
(2), (3), (10), (11), or (12); or 

(B) Those described in section 
707(b)(1)(A) or (B). 

(ii) Attribution. The relationships de-
scribed in paragraph (b)(2)(i) of this 
section are determined taking into ac-
count sections 267(c) and 707(b)(3), as 
appropriate. 

(iii) Trusts treated as partnerships. For 
purposes of this paragraph (b)(2), the 
phrase partnership or trust is sub-
stituted for the word partnership in sec-
tions 707(b) (1) and (3), and a reference 
to beneficial ownership interest is 
added to each reference to capital in-
terest or profits interest in those sec-
tions. 

(3) Securities traded on certain estab-
lished financial markets. Paragraph 
(b)(1)(i) of this section does not apply 
to a security if— 

(i) The security is actively traded 
within the meaning of § 1.1092(d)–1(a) 
taking into account only established fi-
nancial markets identified in 
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§ 1.1092(d)–1(b)(1) (i) or (ii) (describing 
national securities exchanges and 
interdealer quotation systems); 

(ii) Less than 15 percent of all of the 
outstanding shares or interests in the 
same class are held by the taxpayer 
and all persons having a relationship to 
the taxpayer that is specified in para-
graph (b)(2) of this section; and 

(iii) If the security was acquired (e.g., 
on original issue) from a person having 
a relationship to the taxpayer that is 
specified in paragraph (b)(2) of this sec-
tion, then, after the time the security 
was acquired— 

(A) At least one full business day has 
passed; and 

(B) There has been significant trad-
ing involving persons not having a re-
lationship to the taxpayer that is spec-
ified in paragraph (b)(2) of this section. 

(4) Changes in status—(i) Onset of pro-
hibition against marking. (A) Once para-
graph (b)(1) of this section begins to 
apply to the security and for so long as 
it continues to apply, section 475(a) 
does not apply to the security in the 
hands of the taxpayer. 

(B) If a security has not been timely 
identified under section 475(b)(2) and, 
after the last day on which such an 
identification would have been timely, 
paragraph (b)(1) of this section begins 
to apply to the security, then the deal-
er must recognize gain or loss on the 
security as if it were sold for its fair 
market value as of the close of business 
of the last day before paragraph (b)(1) 
of this section begins to apply to the 
security, and gain or loss is taken into 
account at that time. 

(ii) Termination of prohibition against 
marking. If a taxpayer did not timely 
identify a security under section 
475(b)(2), and paragraph (b)(1) of this 
section applies to the security on the 
last day on which such an identifica-
tion would have been timely but there-
after ceases to apply— 

(A) An identification of the security 
under section 475(b)(2) is timely if 
made on or before the close of the day 
paragraph (b)(1) of this section ceases 
to apply; and 

(B) Unless the taxpayer timely iden-
tifies the security under section 
475(b)(2) (taking into account the addi-
tional time for identification that is 
provided by paragraph (b)(4)(ii)(A) of 

this section), section 475(a) applies to 
changes in value of the security after 
the cessation in the same manner as 
under section 475(b)(3). 

(iii) Examples. These examples illus-
trate this paragraph (b)(4): 

Example 1. Onset of prohibition against mark-
ing. (A) Facts. Corporation H owns 75 percent 
of the stock of corporation D, a dealer in se-
curities within the meaning of section 
475(c)(1). On December 1, 1995, D acquired less 
than half of the stock in corporation X. D 
did not identify the stock for purposes of sec-
tion 475(b)(2). On July 17, 1996, H acquired 
from other persons 70 percent of the stock of 
X. As a result, D and X became related with-
in the meaning of paragraph (b)(2)(i) of this 
section. The stock of X is not described in 
paragraph (b)(3) of this section (concerning 
some securities traded on certain established 
financial markets). 

(B) Holding. Under paragraph (b)(4)(i) of 
this section, D recognizes gain or loss on its 
X stock as if the stock were sold for its fair 
market value at the close of business on July 
16, 1996, and the gain or loss is taken into ac-
count at that time. As with any application 
of section 475(a), proper adjustment is made 
in the amount of any gain or loss subse-
quently realized. After July 16, 1996, section 
475(a) does not apply to D’s X stock while 
paragraph (b)(1)(i) of this section (concerning 
the relationship between X and D) continues 
to apply. 

Example 2. Termination of prohibition against 
marking; retained securities identified as held 
for investment. (A) Facts. On July 1, 1996, cor-
poration H owned 60 percent of the stock of 
corporation Y and all of the stock of corpora-
tion D, a dealer in securities within the 
meaning of section 475(c)(1). Thus, D and Y 
are related within the meaning of paragraph 
(b)(2)(i) of this section. Also on July 1, 1996, 
D acquired, as an investment, 10 percent of 
the stock of Y. The stock of Y is not de-
scribed in paragraph (b)(3) of this section 
(concerning some securities traded on cer-
tain established financial markets). When D 
acquired its shares of Y stock, it did not 
identify them for purposes of section 
475(b)(2). On December 24, 1996, D identified 
its shares of Y stock as held for investment 
under section 475(b)(2). On December 30, 1996, 
H sold all of its shares of stock in Y to an un-
related party. As a result, D and Y ceased to 
be related within the meaning of paragraph 
(b)(2)(i) of this section. 

(B) Holding. Under paragraph (b)(4)(ii)(A) of 
this section, identification of the Y shares is 
timely if done on or before the close of De-
cember 30, 1996. Because D timely identified 
its Y shares under section 475(b)(2), it con-
tinues after December 30, 1996, to refrain 
from marking to market its Y stock. 
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Example 3. Termination of prohibition against 
marking; retained securities not identified as 
held for investment. (A) Facts. The facts are 
the same as in Example 2 above, except that 
D did not identify its stock in Y for purposes 
of section 475(b)(2) on or before December 30, 
1996. Thus, D did not timely identify these 
securities under section 475(b)(2) (taking into 
account the additional time for identifica-
tion provided in paragraph (b)(4)(ii)(A) of 
this section). 

(B) Holding. Under paragraph (b)(4)(ii)(B) of 
this section, section 475(a) applies to changes 
in value of D’s Y stock after December 30, 
1996, in the same manner as under section 
475(b)(3). 

Thus, any appreciation or depreciation 
that occurred while the securities were pro-
hibited from being marked to market is sus-
pended. Further, section 475(a) applies only 
to those changes occurring after December 
30, 1996. 

Example 4. Acquisition of actively traded 
stock from related party. (A) Facts. Corpora-
tion P is the parent of a consolidated group 
whose taxable year is the calendar year, and 
corporation M, a member of that group, is a 
dealer in securities within the meaning of 
section 475(c)(1). Corporation M regularly 
acts as a market maker with respect to com-
mon and preferred stock of corporation P. 
Corporation P has outstanding 2,000,000 
shares of series X preferred stock, which are 
traded on a national securities exchange. 
During the business day on December 29, 
1997, corporation P sold 100,000 shares of se-
ries X preferred stock to corporation M for 
$100 per share. Subsequently, also on Decem-
ber 29, 1997, persons not related to corpora-
tion M engaged in significant trading of the 
series X preferred stock. At the close of busi-
ness on December 30, 1997, the fair market 
value of series X stock was $99 per share. At 
the close of business on December 31, 1997, 
the fair market value of series X stock was 
$98.50 per share. Corporation M sold the se-
ries X stock on the exchange on January 2, 
1998. At all relevant times, corporation M 
and all persons related to M owned less than 
15% of the outstanding series X preferred 
stock. 

(B) Holding. The 100,000 shares of series X 
preferred stock held by corporation M are 
not subject to mark-to-market treatment 
under section 475(a) on December 29, 1997, be-
cause at that time the stock was held for 
less than one full business day and is there-
fore treated as properly identified as held for 
investment. At the close of business on De-
cember 30, 1997, that prohibition on marking 
ceases to apply, and section 475(b)(3) begins 
to apply. The built-in loss is suspended, and 
subsequent appreciation and depreciation 
are subject to section 475(a). Accordingly, 
when corporation M marks the series X 
stock to market at the close of business on 
December 31, 1997, under section 475(a) it rec-

ognizes and takes into account a loss of $.50 
per share. Under section 475(b)(3), when cor-
poration M sells the series X stock on Janu-
ary 2, 1998, it takes into account the sus-
pended loss, that is, the difference between 
the $100 per share it paid corporation P for 
that stock and the $99-per-share fair market 
value when section 475(b)(1) ceased to be ap-
plied to the stock. No deduction, however, is 
allowed for that loss. (See § 1.1502–13(f)(6), 
under which no deduction is allowed to a 
member of a consolidated group for a loss 
with respect to a share of stock of the parent 
of that consolidated group, if the member 
does not take the gain or loss into account 
pursuant to section 475(a).) 

(c) Securities deemed not held for in-
vestment; dealers in notional principal 
contracts and derivatives. (1) Except as 
otherwise determined by the Commis-
sioner in a revenue ruling, revenue pro-
cedure, or letter ruling, section 
475(b)(1)(A) (exempting from mark-to- 
market accounting certain securities 
that are held for investment) does not 
apply to a security if— 

(i) The security is described in sec-
tion 475(c)(2) (D) or (E) (describing cer-
tain notional principal contracts and 
derivative securities); and 

(ii) The taxpayer is a dealer in such 
securities. 

(2) See § 1.475(d)–1(b) for a rule con-
cerning the character of gain or loss on 
securities described in this paragraph 
(c). 

(d) Special rule for hedges of another 
member’s risk. A taxpayer may identify 
under section 475(b)(1)(C) (exempting 
certain hedges from mark-to-market 
accounting) a security that hedges a 
position of another member of the tax-
payer’s consolidated group if the secu-
rity meets the following require-
ments— 

(1) The security is a hedging trans-
action within the meaning of § 1.1221– 
2(b); 

(2) The security is timely identified 
as a hedging transaction under § 1.1221– 
2(f) (including identification of the 
hedged item); and 

(3) The security hedges a position 
that is not marked to market under 
section 475(a). 

(e) Transitional rules—(1) Stock, part-
nership, and beneficial ownership inter-
ests in certain controlled corporations, 
partnerships, and trusts before January 
23, 1997—(i) In general. The following 
items held by a dealer in securities are 
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per se held for investment within the 
meaning of section 475(b)(1)(A) and are 
deemed to be properly identified as 
such for purposes of section 475(b)(2)— 

(A) Stock in a corporation that the 
taxpayer controls (within the meaning 
of paragraph (e)(1)(ii) of this section); 
or 

(B) A partnership or beneficial own-
ership interest in a widely held or pub-
licly traded partnership or trust that 
the taxpayer controls (within the 
meaning of paragraph (e)(1)(ii) of this 
section). 

(ii) Control defined. Control means the 
ownership, directly or indirectly 
through persons described in section 
267(b) (taking into account section 
267(c)), of— 

(A) 50 percent or more of the total 
combined voting power of all classes of 
stock entitled to vote; or 

(B) 50 percent or more of the capital 
interest, the profits interest, or the 
beneficial ownership interest in the 
widely held or publicly traded partner-
ship or trust. 

(iii) Applicability. The rules of this 
paragraph (e)(1) apply only before Jan-
uary 23, 1997. 

(2) Dealers in notional principal con-
tracts and derivatives acquired before 
January 23, 1997—(i) General rule. Sec-
tion 475(b)(1)(A) (exempting certain se-
curities from mark-to-market account-
ing) does not apply to a security if— 

(A) The security is described in sec-
tion 475(c)(2) (D) or (E) (describing cer-
tain notional principal contracts and 
derivative securities); and 

(B) The taxpayer is a dealer in such 
securities. 

(ii) Exception for securities not acquired 
in dealer capacity. This paragraph (e)(2) 
does not apply if the taxpayer estab-
lishes unambiguously that the security 
was not acquired in the taxpayer’s ca-
pacity as a dealer in such securities. 

(iii) Applicability. The rules of para-
graph (e)(2) apply only to securities ac-
quired before January 23, 1997. 

[T.D. 8700, 61 FR 67720, Dec. 24, 1996, as 
amended by T.D. 8985, 67 FR 12865, Mar. 20, 
2002] 

§ 1.475(b)–2 Exemptions—identifica-
tion requirements. 

(a) Identification of the basis for exemp-
tion. An identification of a security as 

exempt from mark to market does not 
satisfy section 475(b)(2) if it fails to 
state whether the security is described 
in— 

(1) Either of the first two subpara-
graphs of section 475(b)(1) (identifying 
a security as held for investment or 
not held for sale); or 

(2) The third subparagraph thereof 
(identifying a security as a hedge). 

(b) Time for identifying a security with 
a substituted basis. For purposes of de-
termining the timeliness of an identi-
fication under section 475(b)(2), the 
date that a dealer acquires a security 
is not affected by whether the dealer’s 
basis in the security is determined, in 
whole or in part, either by reference to 
the basis of the security in the hands of 
the person from whom the security was 
acquired or by reference to other prop-
erty held at any time by the dealer. 
See § 1.475(a)–3 for rules governing how 
the dealer accounts for such a security 
if this identification is not made. 

(c) Integrated transactions under 
§ 1.1275–6—(1) Definitions. The following 
terms are used in this paragraph (c) 
with the meanings that are given to 
them by § 1.1275–6: integrated trans-
action, legging into, legging out, quali-
fying debt instrument, § 1.1275–6 hedge, 
and synthetic debt instrument. 

(2) Synthetic debt held by a taxpayer as 
a result of legging in. If a taxpayer is 
treated as the holder of a synthetic 
debt instrument as the result of leg-
ging into an integrated transaction, 
then, for purposes of the timeliness of 
an identification under section 
475(b)(2), the synthetic debt instrument 
is treated as having the same acquisi-
tion date as the qualifying debt instru-
ment. A pre-leg-in identification of the 
qualifying debt instrument under sec-
tion 475(b)(2) applies to the integrated 
transaction as well. 

(3) Securities held after legging out. If a 
taxpayer legs out of an integrated 
transaction, then, for purposes of the 
timeliness of an identification under 
section 475(b)(2), the qualifying debt in-
strument, or the § 1.1275–6 hedge, that 
remains in the taxpayer’s hands is gen-
erally treated as having been acquired, 
originated, or entered into, as the case 
may be, immediately after the leg-out. 
If any loss or deduction determined 
under § 1.1275–6(d)(2)(ii)(B) is disallowed 
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by § 1.1275–6(d)(2)(ii)(D) (which dis-
allows deductions when a taxpayer legs 
out of an integrated transaction within 
30 days of legging in), then, for pur-
poses of this section and section 
475(b)(2), the qualifying debt instru-
ment that remains in the taxpayer’s 
hands is treated as having been ac-
quired on the same date that the syn-
thetic debt instrument was treated as 
having been acquired. 

[T.D. 8700, 61 FR 67722, Dec. 24, 1996] 

§ 1.475(b)–3 [Reserved] 

§ 1.475(b)–4 Exemptions—transitional 
issues. 

(a) Transitional identification—(1) Cer-
tain securities previously identified under 
section 1236. If, as of the close of the 
last taxable year ending before Decem-
ber 31, 1993, a security was identified 
under section 1236 as a security held for 
investment, the security is treated as 
being identified as held for investment 
for purposes of section 475(b). 

(2) Consistency requirement for other se-
curities. In the case of a security (in-
cluding a security described in section 
475(c)(2)(F)) that is not described in 
paragraph (a)(1) of this section and 
that was held by the taxpayer as of the 
close of the last taxable year ending 
before December 31, 1993, the security 
is treated as having been properly iden-
tified under section 475(b)(2) or 
475(c)(2)(F)(iii) if the information con-
tained in the dealer’s books and 
records as of the close of that year sup-
ports the identification. If there is any 
ambiguity in those records, the tax-
payer must, no later than January 31, 
1994, place in its records a statement 
resolving this ambiguity and indi-
cating unambiguously which securities 
are to be treated as properly identified. 
Any information that supports treat-
ing a security as having been properly 
identified under section 475(b)(2) or 
(c)(2)(F)(iii) must be applied consist-
ently from one security to another. 

(b) Corrections on or before January 31, 
1994—(1) Purpose. This paragraph (b) al-
lows a taxpayer to add or remove cer-
tain identifications covered by 
§ 1.475(b)–1. 

(2) To conform to § 1.475(b)–1(a)—(i) 
Added identifications. To the extent per-
mitted by paragraph (b)(2)(ii) of this 

section, a taxpayer may identify as 
being described in section 475(b)(1) (A) 
or (B)— 

(A) A security that was held for im-
mediate sale but was not held pri-
marily for sale to customers in the or-
dinary course of the taxpayer’s trade 
or business (for example, a trading se-
curity); or 

(B) An evidence of indebtedness that 
was not held for sale to customers in 
the ordinary course of the taxpayer’s 
trade or business and that the taxpayer 
intended to hold for less than one year. 

(ii) Limitations. An identification de-
scribed in paragraph (b)(2)(i) of this 
section is permitted only if— 

(A) Prior to December 28, 1993, the 
taxpayer did not identify as being de-
scribed in section 475(b)(1) (A) or (B) 
any of the securities described in para-
graph (b)(2)(i) of this section; 

(B) The taxpayer identifies every se-
curity described in paragraph (b)(2)(i) 
of this section for which a timely iden-
tification of the security under section 
475(b)(2) cannot be made after the date 
on which the taxpayer makes these 
added identifications; and 

(C) The identification is made on or 
before January 31, 1994. 

(3) To conform to § 1.475(b)–1(c). On or 
before January 31, 1994, a taxpayer de-
scribed in § 1.475(b)–1(e)(2)(i)(B) may re-
move an identification under section 
475(b)(1)(A) of a security described in 
§ 1.475(b)–1(e)(2)(i)(A). 

(c) Effect of corrections. An identifica-
tion added under paragraph (a)(2) or 
(b)(2) of this section is timely for pur-
poses of section 475(b)(2) or 
(c)(2)(F)(iii). An identification removed 
under paragraph (a)(2) or (b)(3) of this 
section does not subject the taxpayer 
to the provisions of section 475(d)(2). 

[T.D. 8700, 61 FR 67722, Dec. 24, 1996] 

§ 1.475(c)–1 Definitions—dealer in se-
curities. 

(a) Dealer-customer relationship. 
Whether a taxpayer is transacting 
business with customers is determined 
on the basis of all of the facts and cir-
cumstances. 

(1) [Reserved] 
(2) Transactions described in section 

475(c)(1)(B)—(i) In general. For purposes 
of section 475(c)(1)(B), the term dealer 
in securities includes, but is not limited 
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to, a taxpayer that, in the ordinary 
course of the taxpayer’s trade or busi-
ness, regularly holds itself out as being 
willing and able to enter into either 
side of a transaction enumerated in 
section 475(c)(1)(B). 

(ii) Examples. The following examples 
illustrate the rules of this paragraph 
(a)(2). In the following examples, B is a 
bank and is not a member of a consoli-
dated group: 

Example 1. B regularly offers to enter into 
interest rate swaps with other persons in the 
ordinary course of its trade or business. B is 
willing to enter into interest rate swaps 
under which it either pays a fixed interest 
rate and receives a floating rate or pays a 
floating rate and receives a fixed rate. B is a 
dealer in securities under section 475(c)(1)(B), 
and the counterparties are its customers. 

Example 2. B, in the ordinary course of its 
trade or business, regularly holds itself out 
as being willing and able to enter into either 
side of positions in a foreign currency with 
other banks in the interbank market. B’s ac-
tivities in the foreign currency make it a 
dealer in securities under section 475(c)(1)(B), 
and the other banks in the interbank market 
are its customers. 

Example 3. B engages in frequent trans-
actions in a foreign currency in the inter-
bank market. Unlike the facts in Example 2, 
however, B does not regularly hold itself out 
as being willing and able to enter into either 
side of positions in the foreign currency, and 
all of B’s transactions are driven by its in-
ternal need to adjust its position in the cur-
rency. No other circumstances are present to 
suggest that B is a dealer in securities for 
purposes of section 475(c)(1)(B). B’s activity 
in the foreign currency does not qualify it as 
a dealer in securities for purposes of section 
475(c)(1)(B), and its transactions in the inter-
bank market are not transactions with cus-
tomers. 

(3) Related parties—(i) General rule. 
Except as provided in paragraph 
(a)(3)(ii) of this section (concerning 
transactions between members of a 
consolidated group, as defined in 
§ 1.1502–1(h)), a taxpayer’s transactions 
with related persons may be trans-
actions with customers for purposes of 
section 475. For example, if a taxpayer, 
in the ordinary course of the tax-
payer’s trade or business, regularly 
holds itself out to its foreign subsidi-
aries or other related persons as being 
willing and able to enter into either 
side of transactions enumerated in sec-
tion 475(c)(1)(B), the taxpayer is a deal-
er in securities within the meaning of 

section 475(c)(1), even if it engages in 
no other transactions with customers. 

(ii) Special rule for members of a con-
solidated group. Solely for purposes of 
paragraph (c)(1) of section 475 (con-
cerning the definition of dealer in secu-
rities) and except as provided in para-
graph (a)(3)(iii) of this section, a tax-
payer’s transactions with other mem-
bers of its consolidated group are not 
with customers. Accordingly, notwith-
standing paragraph (a)(2) of this sec-
tion, the fact that a taxpayer regularly 
holds itself out to other members of its 
consolidated group as being willing and 
able to enter into either side of a trans-
action enumerated in section 
475(c)(1)(B) does not cause the taxpayer 
to be a dealer in securities within the 
meaning of section 475(c)(1)(B). 

(iii) The intragroup-customer election— 
(A) Effect of election. If a consolidated 
group makes the intragroup-customer 
election, paragraph (a)(3)(ii) of this sec-
tion (special rule for members of a con-
solidated group) does not apply to the 
members of the group. Thus, a member 
of a group that has made this election 
may be a dealer in securities within 
the meaning of section 475(c)(1) even if 
its only customer transactions are 
with other members of its consolidated 
group. 

(B) Making and revoking the election. 
Unless the Commissioner otherwise 
prescribes, the intragroup-customer 
election is made by filing a statement 
that says, ‘‘[Insert name and employer 
identification number of common par-
ent] hereby makes the Intragroup-Cus-
tomer Election (as described in 
§ 1.475(c)–1(a)(3)(iii) of the income tax 
regulations) for the taxable year end-
ing [describe the last day of the year] 
and for subsequent taxable years.’’ The 
statement must be signed by the com-
mon parent and attached to the timely 
filed federal income tax return for the 
consolidated group for that taxable 
year. The election applies for that year 
and continues in effect for subsequent 
years until revoked. The election may 
be revoked only with the consent of the 
Commissioner. 

(iv) Examples. The following examples 
illustrate this paragraph (a)(3): 
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General Facts. HC, a hedging center, pro-
vides interest rate hedges to all of the mem-
bers of its affiliated group (as defined in sec-
tion 1504(a)(1)). Because of the efficiencies 
created by having a centralized risk man-
ager, group policy prohibits members other 
than HC from entering into derivative inter-
est rate positions with outside parties. HC 
regularly holds itself out as being willing 
and able to, and in fact does, enter into ei-
ther side of interest rate swaps with its fel-
low members. HC periodically computes its 
aggregate position and hedges the net risk 
with an unrelated party. HC does not other-
wise enter into interest rate positions with 
persons that are not members of the affili-
ated group. HC attempts to operate at cost, 
and the terms of its swaps do not factor in 
any risk of default by the affiliate. Thus, 
HC’s affiliates receive somewhat more favor-
able terms then they would receive from an 
unrelated swaps dealer (a fact that may sub-
ject HC and its fellow members to realloca-
tion of income under section 482). No other 
circumstances are present to suggest that 
HC is a dealer in securities for purposes of 
section 475(c)(1)(B). 

Example 1. General rule for related persons. 
In addition to the General Facts stated above, 
assume that HC’s affiliated group has not 
elected under section 1501 to file a consoli-
dated return. Under paragraph (a)(3)(i) of 
this section, HC’s transactions with its affili-
ates can be transactions with customers for 
purposes of section 475(c)(1). Thus, under 
paragraph (a)(2)(i) of this section, HC is a 
dealer in securities within the meaning of 
section 475(c)(1)(B), and the members of the 
group with which it does business are its cus-
tomers. 

Example 2. Special rule for members of a con-
solidated group. In addition to the General 
Facts stated above, assume that HC’s affili-
ated group has elected to file consolidated 
returns and has not made the intragroup- 
customer election. Under paragraph (a)(3)(ii) 
of this section, HC’s interest rate swap 
transactions with the members of its con-
solidated group are not transactions with 
customers for purposes of determining 
whether HC is a dealer in securities within 
the meaning of section 475(c)(1). Further, the 
fact that HC regularly holds itself out to 
members of its consolidated group as being 
willing and able to enter into either side of 
a transaction enumerated in section 
475(c)(1)(B) does not cause HC to be a dealer 
in securities within the meaning of section 
475(c)(1)(B). Because no other circumstances 
are present to suggest that HC is a dealer in 
securities for purposes of section 475(c)(1)(B), 
HC is not a dealer in securities. 

Example 3. Intragroup-customer election. In 
addition to the General Facts stated above, 
assume that HC’s affiliated group has elected 
to file a consolidated return but has also 

made the intragroup-customer election 
under paragraph (a)(3)(iii) of this section. 
Thus, the analysis and result are the same as 
in Example 1. 

(b) Sellers of nonfinancial goods and 
services—(1) Purchases and sales of cus-
tomer paper. Except as provided in para-
graph (b)(3) of this section, if a tax-
payer would not be a dealer in securi-
ties within the meaning of section 
475(c)(1) but for its purchases and sales 
of debt instruments that, at the time 
of purchase or sale, are customer paper 
with respect to either the taxpayer or 
a corporation that is a member of the 
same consolidated group (as defined in 
§ 1.1502–1(h)) as the taxpayer, then for 
purposes of section 475 the taxpayer is 
not a dealer in securities. 

(2) Definition of customer paper. A debt 
instrument is customer paper with re-
spect to a person at a point in time if— 

(i) The person’s principal activity is 
selling nonfinancial goods or providing 
nonfinancial services; 

(ii) The debt instrument was issued 
by a purchaser of the goods or services 
at the time of the purchase of those 
goods or services in order to finance 
the purchase; and 

(iii) At all times since the debt in-
strument was issued, it has been held 
either by the person selling those goods 
or services or by a corporation that is 
a member of the same consolidated 
group as that person. 

(3) Exceptions. Paragraph (b)(1) of this 
section does not apply if— 

(i) For purposes of section 471, the 
taxpayer accounts for any security (as 
defined in section 475(c)(2)) as inven-
tory; 

(ii) The taxpayer is subject to an 
election under paragraph (b)(4) of this 
section; or 

(iii) The taxpayer is not described in 
paragraph (b)(2)(i) of this section and 
one or more debt instruments that are 
customer paper with respect to a cor-
poration that is a member of the same 
consolidated group as the taxpayer are 
accounted for by the taxpayer, or by a 
corporation that is a member of the 
same consolidated group as the tax-
payer, in a manner that allows recogni-
tion of unrealized gains or losses or de-
ductions for additions to a reserve for 
bad debts. 
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(4) Election not to be governed by the 
exception for sellers of nonfinancial goods 
or services—(i) Method of making the 
election. Unless the Commissioner oth-
erwise prescribes, an election under 
this paragraph (b)(4) must be made in 
the manner, and at the time, pre-
scribed in this paragraph (b)(4)(i). The 
taxpayer must file with the Internal 
Revenue Service a statement that says, 
‘‘[Insert name and taxpayer identifica-
tion number of the taxpayer] hereby 
elects not to be governed by § 1.475(c)– 
1(b)(1) of the income tax regulations 
for the taxable year ending [describe 
the last day of the year] and for subse-
quent taxable years.’’ 

(A) Taxable years ending after Decem-
ber 24, 1996. If the first taxable year 
subject to an election under this para-
graph (b)(4) ends after December 24, 
1996, the statement must be attached 
to a timely filed federal income tax re-
turn for that taxable year. 

(B) Taxable years ending on or before 
December 24, 1996. If the first taxable 
year subject to an election under this 
paragraph (b)(4) ends on or before De-
cember 24, 1996 and the election 
changes the taxpayer’s taxable income 
for any taxable year the federal income 
tax return for which was filed before 
February 24, 1997, the statement must 
be attached to an amended return for 
the earliest such year that is so af-
fected, and that amended return (and 
an amended return for any other such 
year that is so affected) must be filed 
not later than June 23, 1997. If the first 
taxable year subject to an election 
under this paragraph (b)(4) ends on or 
before December 24, 1996 but the tax-
payer is not described in the preceding 
sentence, the statement must be at-
tached to the first federal income tax 
return that is for a taxable year sub-
ject to the election and that is filed on 
or after February 24, 1997. 

(ii) Continued applicability of an elec-
tion. An election under this paragraph 
(b)(4) continues in effect for subsequent 
taxable years until revoked. The elec-
tion may be revoked only with the con-
sent of the Commissioner. 

(c) Taxpayers that purchase securities 
from customers but engage in no more 
than negligible sales of the securities—(1) 
Exemption from dealer status—(i) General 
rule. A taxpayer that regularly pur-

chases securities from customers in the 
ordinary course of a trade or business 
(including regularly making loans to 
customers in the ordinary course of a 
trade or business of making loans) but 
engages in no more than negligible 
sales of the securities so acquired is 
not a dealer in securities within the 
meaning of section 475(c)(1) unless the 
taxpayer elects to be so treated or, for 
purposes of section 471, the taxpayer 
accounts for any security (as defined in 
section 475(c)(2)) as inventory. 

(ii) Election to be treated as a dealer. A 
taxpayer described in paragraph 
(c)(1)(i) of this section elects to be 
treated as a dealer in securities by fil-
ing a federal income tax return reflect-
ing the application of section 475(a) in 
computing its taxable income. 

(2) Negligible sales. Solely for purposes 
of paragraph (c)(1) of this section, a 
taxpayer engages in negligible sales of 
debt instruments that it regularly pur-
chases from customers in the ordinary 
course of its business if, and only if, 
during the taxable year, either— 

(i) The taxpayer sells all or part of 
fewer than 60 debt instruments, regard-
less how acquired; or 

(ii) The total adjusted basis of the 
debt instruments (or parts of debt in-
struments), regardless how acquired, 
that the taxpayer sells is less than 5 
percent of the total basis, immediately 
after acquisition, of the debt instru-
ments that it acquires in that year. 

(3) Special rules for members of a con-
solidated group—(i) Intragroup-customer 
election in effect. If a taxpayer is a 
member of a consolidated group that 
has made the intragroup-customer 
election (described in paragraph 
(a)(3)(iii) of this section), the negligible 
sales test in paragraph (c)(2) of this 
section takes into account all of the 
taxpayer’s sales of debt instruments to 
other group members. 

(ii) Intragroup-customer election not in 
effect. If a taxpayer is a member of a 
consolidated group that has not made 
the intragroup-customer election (de-
scribed in paragraph (a)(3)(iii) of this 
section), the taxpayer satisfies the neg-
ligible sales test in paragraph (c)(2) of 
this section if either— 

(A) The test is satisfied by the tax-
payer, taking into account sales of 
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debt instruments to other group mem-
bers (as in paragraph (c)(3)(i) of this 
section); or 

(B) The test is satisfied by the group, 
treating the members of the group as if 
they were divisions of a single corpora-
tion. 

(4) Special rules. Whether sales of se-
curities are negligible is determined 
without regard to— 

(i) Sales of securities that are neces-
sitated by exceptional circumstances 
and that are not undertaken as recur-
ring business activities; 

(ii) Sales of debt instruments that de-
cline in quality while in the taxpayer’s 
hands and that are sold pursuant to an 
established policy of the taxpayer to 
dispose of debt instruments below a 
certain quality; or 

(iii) Acquisitions and sales of debt in-
struments that are qualitatively dif-
ferent from all debt instruments that 
the taxpayer purchases from customers 
in the ordinary course of its business. 

(5) Example. The following example il-
lustrates paragraph (c)(4)(iii) of this 
section: 

Example. I, an insurance company, regu-
larly makes policy loans to its customers 
but does not sell them. I, however, actively 
trades Treasury securities. No other cir-
cumstances are present to suggest that I is a 
dealer in securities for purposes of section 
475(c)(1). Since the Treasuries are quali-
tatively different from the policy loans that 
I originates, under paragraph (c)(4)(iii) of 
this section, I disregards the purchases and 
sales of Treasuries in applying the negligible 
sales test in paragraph (c)(2) of this section. 

(d) Issuance of life insurance products. 
A life insurance company that is not 
otherwise a dealer in securities within 
the meaning of section 475(c)(1) does 
not become a dealer in securities solely 
because it regularly issues life insur-
ance products to its customers in the 
ordinary course of a trade or business. 
For purposes of the preceding sentence, 
the term life insurance product means a 
contract that is treated for federal in-
come tax purposes as an annuity, en-
dowment, or life insurance contract. 
See sections 72, 817, and 7702. 

[T.D. 8700, 61 FR 67723, Dec. 24, 1996] 

§ 1.475(c)–2 Definitions—security. 
(a) Items that are not securities. The 

following items are not securities with-

in the meaning of section 475(c)(2) with 
respect to a taxpayer and, therefore, 
are not subject to section 475— 

(1) A security (determined without 
regard to this paragraph (a)) if section 
1032 prevents the taxpayer from recog-
nizing gain or loss with respect to that 
security; 

(2) A debt instrument issued by the 
taxpayer (including a synthetic debt 
instrument, within the meaning of 
§ 1.1275–6(b)(4), that § 1.1275–6(b) treats 
the taxpayer as having issued); or 

(3) A REMIC residual interest, or an 
interest or arrangement that is deter-
mined by the Commissioner to have 
substantially the same economic ef-
fect, if the residual interest or the in-
terest or arrangement is acquired on or 
after January 4, 1995. 

(b) Synthetic debt that § 1.1275–6(b) 
treats the taxpayer as holding. If § 1.1275– 
6 treats a taxpayer as the holder of a 
synthetic debt instrument (within the 
meaning of § 1.1275–6(b)(4)), the syn-
thetic debt instrument is a security 
held by the taxpayer within the mean-
ing of section 475(c)(2)(C). 

(c) Negative value REMIC residuals ac-
quired before January 4, 1995. A REMIC 
residual interest that is described in 
paragraph (c)(1) of this section or an 
interest or arrangement that is deter-
mined by the Commissioner to have 
substantially the same economic effect 
is not a security within the meaning of 
section 475(c)(2). 

(1) Description. A residual interest in 
a REMIC is described in this paragraph 
(c)(1) if, on the date the taxpayer ac-
quires the residual interest, the 
present value of the anticipated tax li-
abilities associated with holding the 
interest exceeds the sum of— 

(i) The present value of the expected 
future distributions on the interest; 
and 

(ii) The present value of the antici-
pated tax savings associated with hold-
ing the interest as the REMIC gen-
erates losses. 

(2) Special rules applicable to negative 
value REMIC residuals acquired before 
January 4, 1995. Solely for purposes of 
this paragraph (c)— 

(i) If a transferee taxpayer acquires a 
residual interest with a basis deter-
mined by reference to the transferor’s 
basis, then the transferee is deemed to 
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acquire the interest on the date the 
transferor acquired it (or is deemed to 
acquire it under this paragraph 
(c)(2)(i)). 

(ii) Anticipated tax liabilities, ex-
pected future distributions, and antici-
pated tax savings are determined under 
the rules in § 1.860E–2(a)(3) and without 
regard to the operation of section 475. 

(iii) Present values are determined 
under the rules in § 1.860E–2(a)(4). 

[T.D. 8700, 61 FR 67725, Dec. 24, 1996] 

§ 1.475(d)–1 Character of gain or loss. 

(a) Securities never held in connection 
with the taxpayer’s activities as a dealer 
in securities. If a security is never held 
in connection with the taxpayer’s ac-
tivities as a dealer in securities, sec-
tion 475(d)(3)(A) does not affect the 
character of gain or loss from the secu-
rity, even if the taxpayer fails to iden-
tify the security under section 
475(b)(2). 

(b) Ordinary treatment for notional 
principal contracts and derivatives held 
by dealers in notional principal contracts 
and derivatives. Section 475(d)(3)(B)(ii) 
(concerning the character of gain or 
loss with respect to a security held by 
a person other than in connection with 
its activities as a dealer in securities) 
does not apply to a security if 
§ 1.475(b)–1(c) and the absence of a de-
termination by the Commissioner pre-
vent section 475(b)(1)(A) from applying 
to the security. 

[T.D. 8700, 61 FR 67725, Dec. 24, 1996] 

§ 1.475(g)–1 Effective dates. 

(a)–(b) [Reserved] 
(c) Section 1.475(a)–3 (concerning ac-

quisition by a dealer of a security with 
a substituted basis) applies to securi-
ties acquired, originated, or entered 
into on or after January 4, 1995. 

(d) Section 1.475(a)–4 (concerning a 
safe harbor to use applicable financial 
statement values for purposes of sec-
tion 475) applies to taxable years end-
ing on or after June 12, 2007. 

(e) Except as provided elsewhere in 
this paragraph (d), § 1.475(b)–1 (con-
cerning the scope of exemptions from 
the mark-to-market requirement) ap-
plies to taxable years ending on or 
after December 31, 1993. 

(1) Section 1.475(b)–1(b) applies as fol-
lows: 

(i) Section 1.475(b)–1(b)(1)(i) (con-
cerning equity interests issued by a re-
lated person) applies beginning June 19, 
1996. If, on June 18, 1996, a security is 
subject to mark-to-market accounting 
and, on June 19, 1996, § 1.475(b)–1(b)(1) 
begins to apply to the security solely 
because of the effective dates in this 
paragraph (d) (rather than because of a 
change in facts), then the rules of 
§ 1.475(b)–1(b)(4)(i)(A) (concerning the 
prohibition against marking) apply, 
but § 1.475(b)–1(b)(4)(i)(B) (imposing a 
mark-to-market on the day before the 
onset of the prohibition) does not 
apply. 

(ii) Section 1.475(b)–1(b)(2) (con-
cerning relevant relationships for pur-
poses of determining whether equity 
interests in related persons are prohib-
ited from being marked to market) ap-
plies beginning June 19, 1996. 

(iii) Section 1.475(b)–1(b)(3) (con-
cerning certain actively traded securi-
ties) applies beginning June 19, 1996, to 
securities held on or after that date, 
except for securities described in 
§ 1.475(b)–1(e)(1)(i) (concerning equity 
interests issued by controlled entities). 
If a security is described in § 1.475(b)– 
1(e)(1)(i), § 1.475(b)–1(b)(3) applies only 
on or after January 23, 1997 if the secu-
rity is held on or after that date. If 
§ 1.475(b)–1(b)(1) ceases to apply to a se-
curity by virtue of the operation of 
this paragraph (d)(1)(iii), the rules of 
§ 1.475(b)–1(b)(4)(ii) apply to the ces-
sation. 

(iv) Except to the extent provided in 
paragraph (d)(1) of this section, 
§ 1.475(b)–1(b)(4) (concerning changes in 
status) applies beginning June 19, 1996. 

(2) Section 1.475(b)–1(c) (concerning 
securities deemed not held for invest-
ment by dealers in notional principal 
contracts and derivatives) applies to 
securities acquired on or after January 
23, 1997. 

(3) Section 1.475(b)–1(d) (concerning 
the special rule for hedges of another 
member’s risk) is effective for securi-
ties acquired, originated, or entered 
into on or after January 23, 1997. 

(f) Section 1.475(b)–2 (concerning 
identification of securities that are ex-
empt from mark-to-market treatment) 
applies as follows: 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00596 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



587 

Internal Revenue Service, Treasury § 1.481–1 

(1) Section 1.475(b)–2(a) (concerning 
the general rules for identification of 
basis for exemption from mark to mar-
ket treatment) applies to identifica-
tions made on or after July 1, 1997. 

(2) Section 1.475(b)–2(b) (concerning 
time for identifying a security with a 
substituted basis) applies to securities 
acquired, originated, or entered into on 
or after January 4, 1995. 

(3) Section 1.475(b)–2(c) (concerning 
identification in the context of inte-
grated transactions under § 1.1275–6) ap-
plies on and after August 13, 1996 (the 
effective date of § 1.1275–6). 

(g) [Reserved] 
(h) Section 1.475(b)–4 (concerning 

transitional issues relating to exemp-
tions) applies to taxable years ending 
on or after December 31, 1993. 

(i) Section 1.475(c)–1 applies as fol-
lows: 

(1) Except as otherwise provided in 
this paragraph (h)(1), § 1.475(c)–1(a) 
(concerning the dealer-customer rela-
tionship) applies to taxable years be-
ginning on or after January 1, 1995. 

(i) [Reserved] 
(ii) Section 1.475(c)–1(a)(2)(ii) (illus-

trating rules concerning the dealer- 
customer relationship) applies to tax-
able years beginning on or after June 
20, 1996. 

(iii)(A) Section 1.475(c)–1(a)(3) applies 
to taxable years beginning on or after 
June 20, 1996, except for transactions 
between members of the same consoli-
dated group. 

(B) For transactions between mem-
bers of the same consolidated group, 
paragraph § 1.475(c)–1(a)(3) applies to 
taxable years beginning on or after De-
cember 24, 1996. 

(2) Section 1.475(c)–1(b) (concerning 
sellers of nonfinancial goods and serv-
ices) applies to taxable years ending on 
or after December 31, 1993. 

(3) Except as otherwise provided in 
this paragraph (h)(3), section 1.475(c)– 
1(c) (concerning taxpayers that pur-
chase securities but engage in no more 
than negligible sales of the securities) 
applies to taxable years ending on or 
after December 31, 1993. 

(i) Section 1.475(c)–1(c)(3) (special 
rules for members of a consolidated 
group) is effective for taxable years be-
ginning on or after December 24, 1996. 

(ii) A taxpayer may rely on the rules 
set out in § 1.475(c)–1T(b) (as contained 
in 26 CFR part 1 revised April 1, 1996) 
for taxable years beginning before Jan-
uary 23, 1997, provided the taxpayer ap-
plies that paragraph reasonably and 
consistently. 

(4) Section 1.475(c)–1(d) (concerning 
the issuance of life insurance products) 
applies to taxable years beginning on 
or after January 1, 1995. 

(j) Section 1.475(c)–2 (concerning the 
definition of security) applies to tax-
able years ending on or after December 
31, 1993. By its terms, however, 
§ 1.475(c)–2(a)(3) applies only to residual 
interests or to interests or arrange-
ments that are acquired on or after 
January 4, 1995; and the integrated 
transactions that are referred to in 
§§ 1.475(c)–2(a)(2) and 1.475(c)–2(b) exist 
only after August 13, 1996 (the effective 
date of § 1.1275–6). 

(k) Section 1.475(d)–1 (concerning the 
character of gain or loss) applies to 
taxable years ending on or after De-
cember 31, 1993. 

[T.D. 8700, 61 FR 67725, Dec. 24, 1996. Redesig-
nated and amended by T.D. 9328, 72 FR 32181, 
June 12, 2007] 

ADJUSTMENTS 

§ 1.481–1 Adjustments in general. 
(a)(1) Section 481 prescribes the rules 

to be followed in computing taxable in-
come in cases where the taxable in-
come of the taxpayer is computed 
under a method of accounting different 
from that under which the taxable in-
come was previously computed. A 
change in method of accounting to 
which section 481 applies includes a 
change in the over-all method of ac-
counting for gross income or deduc-
tions, or a change in the treatment of 
a material item. For rules relating to 
changes in methods of accounting, see 
section 446(e) and paragraph (e) of 
§ 1.446–1. In computing taxable income 
for the taxable year of the change, 
there shall be taken into account those 
adjustments which are determined to 
be necessary solely by reason of such 
change in order to prevent amounts 
from being duplicated or omitted. The 
‘‘year of the change’’ is the taxable 
year for which the taxable income of 
the taxpayer is computed under a 
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method of accounting different from 
that used for the preceding taxable 
year. 

(2) Unless the adjustments are attrib-
utable to a change in method of ac-
counting initiated by the taxpayer, no 
part of the adjustments required by 
subparagraph (1) of this paragraph 
shall be based on amounts which were 
taken into account in computing in-
come (or which should have been taken 
into account had the new method of ac-
counting been used) for taxable years 
beginning before January 1, 1954, or 
ending before August 17, 1954 (herein-
after referred to as pre-1954 years). 

(b) The adjustments specified in sec-
tion 481(a) and this section shall take 
into account inventories, accounts re-
ceivable, accounts payable, and any 
other item determined to be necessary 
in order to prevent amounts from being 
duplicated or omitted. 

(c)(1) The term ‘‘adjustments’’, as 
used in section 481, has reference to the 
net amount of the adjustments re-
quired by section 481(a) and paragraph 
(b) of this section. In the case of a 
change in the over-all method of ac-
counting, such as from the cash re-
ceipts and disbursements method to an 
accrual method, the term ‘‘net amount 
of the adjustments’’ means the consoli-
dation of adjustments (whether the 
amounts thereof represent increases or 
decreases in items of income or deduc-
tions) arising with respect to balances 
in various accounts, such as inventory, 
accounts receivable, and accounts pay-
able, at the beginning of the taxable 
year of the change in method of ac-
counting. With respect to the portion 
of the adjustments attributable to pre- 
1954 years, it is immaterial that the 
same items or class of items with re-
spect to which adjustments would have 
to be made (for the first taxable year 
to which section 481 applies) do not 
exist at the time the actual change in 
method of accounting occurs. For pur-
poses of section 481, only the net dollar 
balance is to be taken into account. In 
the case of a change in the treatment 
of a single material item, the amount 
of the adjustment shall be determined 
with reference only to the net dollar 
balances in that particular account. 

(2) If a change in method of account-
ing is voluntary (i.e., initiated by the 

taxpayer), the entire amount of the ad-
justments required by section 481(a) is 
generally taken into account in com-
puting taxable income in the taxable 
year of the change, regardless of 
whether the adjustments increase or 
decrease taxable income. See, however, 
§§ 1.446–1(e)(3) and 1.481–4 which provide 
that the Commissioner may prescribe 
the taxable year or years in which the 
adjustments are taken into account. 

(3) If the change in method of ac-
counting is involuntary (i.e., not initi-
ated by the taxpayer), then only the 
amount of the adjustments required by 
section 481(a) that is attributable to 
taxable years beginning after Decem-
ber 31, 1953, and ending after August 16, 
1954, (hereinafter referred to as post- 
1953 years) is taken into account. This 
amount is generally taken into ac-
count in computing taxable income in 
the taxable year of the change, regard-
less of whether the adjustments in-
crease or decrease taxable income. See, 
however, §§ 1.446–1(e)(3) and 1.481–4 
which provide that the Commissioner 
may prescribe the taxable year or 
years in which the adjustments are 
taken into account. See also § 1.481–3 
for rules relating to adjustments at-
tributable to pre-1954 years. 

(4) For any adjustments attributable 
to post-1953 years that are taken into 
account entirely in the year of change 
and that increase taxable income by 
more than $3,000, the limitations on 
tax provided in section 481(b) (1) or (2) 
apply. See § 1.481–2 for rules relating to 
the limitations on tax provided by sec-
tions 481(b) (1) and (2). 

(5) A change in the method of ac-
counting initiated by the taxpayer in-
cludes not only a change which he 
originates by securing the consent of 
the Commissioner, but also a change 
from one method of accounting to an-
other made without the advance ap-
proval of the Commissioner. A change 
in the taxpayer’s method of accounting 
required as a result of an examination 
of the taxpayer’s income tax return 
will not be considered as initiated by 
the taxpayer. On the other hand, a tax-
payer who, on his own initiative, 
changes his method of accounting in 
order to conform to the requirements 
of any Federal income tax regulation 
or ruling shall not, merely because of 
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such fact, be considered to have made 
an involuntary change. 

(d) Any adjustments required under 
section 481(a) that are taken into ac-
count during a taxable year must be 
properly taken into account for pur-
poses of computing gross income, ad-
justed gross income, or taxable income 
in determining the amount of any item 
of gain, loss, deduction, or credit that 
depends on gross income, adjusted 
gross income, or taxable income. 

[T.D. 6500, 25 FR 11731, Nov. 26, 1960, as 
amended by T.D. 8608, 60 FR 40078, Aug. 7, 
1995] 

§ 1.481–2 Limitation on tax. 
(a) Three-year allocation. Section 

481(b)(1) provides a limitation on the 
tax under chapter 1 of the Internal 
Revenue Code for the taxable year of 
change that is attributable to the ad-
justments required under section 481(a) 
and § 1.481–1 if the entire amount of the 
adjustments is taken into account in 
the year of change. If such adjustments 
increase the taxpayer’s taxable income 
for the taxable year of the change by 
more than $3,000, then the tax for such 
taxable year that is attributable to the 
adjustments shall not exceed the lesser 
of the tax attributable to taking such 
adjustments into account in computing 
taxable income for the taxable year of 
the change under section 481(a) and 
§ 1.481–1, or the aggregate of the in-
creases in tax that would result if the 
adjustments were included ratably in 
the taxable year of the change and the 
two preceding taxable years. For the 
purpose of computing the limitation on 
tax under section 481(b)(1), the adjust-
ments shall be allocated ratably to the 
taxable year of the change and the two 
preceding taxable years, whether or 
not the adjustments are in fact attrib-
utable in whole or in part to such 
years. The limitation on the tax pro-
vided in this paragraph shall be appli-
cable only if the taxpayer used the 
method of accounting from which the 
change was made in computing taxable 
income for the two taxable years pre-
ceding the taxable year of the change. 

(b) Allocation under new method of ac-
counting. Section 481(b)(2) provides a 
second alternative limitation on the 
tax for the taxable year of change 
under chapter 1 of the Internal Rev-

enue Code that is attributable to the 
adjustments required under section 
481(a) and § 1.481–1 where such adjust-
ments increase taxable income for the 
taxable year of change by more than 
$3,000. If the taxpayer establishes from 
his books of account and other records 
what his taxable income would have 
been under the new method of account-
ing for one or more consecutive taxable 
years immediately preceding the tax-
able year of the change, and if the tax-
payer in computing taxable income for 
such years used the method of account-
ing from which the change was made, 
then the tax attributable to the adjust-
ments shall not exceed the smallest of 
the following amounts: 

(1) The tax attributable to taking the 
adjustments into account in computing 
taxable income for the taxable year of 
the change under section 481(a) and 
§ 1.481–1; 

(2) The tax attributable to such ad-
justments computed under the 3-year 
allocation provided in section 481(b)(1), 
if applicable; or 

(3) The net increase in the taxes 
under chapter 1 (or under cor-
responding provisions of prior revenue 
laws) which would result from allo-
cating that portion of the adjustments 
to the one or more consecutive pre-
ceding taxable years to which properly 
allocable under the new method of ac-
counting and from allocating the bal-
ance thereof to the taxable year of the 
change. 

(c) Rules for computation of tax. (1) 
The first step in determining whether 
either of the limitations described in 
section 481(b) (1) or (2) applies is to 
compute the increase in tax for the 
taxable year of the change that is at-
tributable to the increase in taxable in-
come for such year resulting solely 
from the adjustments required under 
section 481(a) and § 1.481–1. This in-
crease in tax is the excess of the tax for 
the taxable year computed by taking 
into account such adjustments under 
section 481(a) over the tax computed 
for such year without taking the ad-
justments into account. 

(2) The next step is to compute under 
section 481(b)(1) the tax attributable to 
the adjustments referred to in para-
graph (c)(1) of this section for the tax-
able year of the change and the two 
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preceding taxable years as if an 
amount equal to one-third of the net 
amount of such adjustments had been 
received or accrued in each of such tax-
able years. The increase in tax attrib-
utable to the adjustments for each 
such taxable year is the excess of the 
tax for such year computed with the al-
location of one-third of the net adjust-
ments to such taxable year over the 
tax computed without the allocation of 
any part of the adjustments to such 
year. For the purpose of computing the 
aggregate increase in taxes for such 
taxable years, there shall be taken into 
account the increase or decrease in tax 
for any taxable year preceding the tax-
able year of the change to which no ad-
justment is allocated under section 
481(b)(1) but which is affected by a net 
operating loss under section 172 or by a 
capital loss carryback or carryover 
under section 1212, determined with 
reference to taxable years with respect 
to which adjustments under section 
481(b)(1) are allocated. 

(3) In the event that the taxpayer 
satisfies the conditions set forth in sec-
tion 481(b)(2), the next step is to deter-
mine the amount of the net increase in 
tax attributable to the adjustments re-
ferred to in paragraph (c)(1) of this sec-
tion for: 

(i) The taxable year of the change, 
(ii) The consecutive taxable year or 

years immediately preceding the tax-
able year of the change for which the 
taxpayer can establish his taxable in-
come under the new method of ac-
counting, and 

(iii) Any taxable year preceding the 
taxable year of the change to which no 
adjustment is allocated under section 
481(b)(2), but which is affected by a net 
operating loss or by a capital loss 
carryback or carryover determined 
with reference to taxable years with re-
spect to which such adjustments are al-
located. 
The net increase in tax for the taxable 
years specified in subdivisions (i), (ii), 
and (iii) of this subparagraph shall be 
computed as if the amount of the ad-
justments for the prior taxable years 
to which properly allocable in accord-
ance with section 481(b)(2) had been re-
ceived or accrued, or paid or incurred, 
as the case may be, in such prior years 
and the balance of the adjustments in 

the taxable year of the change. The 
amount of tax attributable to such ad-
justments for the taxable years speci-
fied in subdivisions (i), (ii), and (iii) of 
this subparagraph is the aggregate of 
the differences (increases and de-
creases) between the tax for each such 
year computed by taking into account 
the allocable portion of the adjust-
ments in computing taxable income 
and the tax computed without taking 
into account any portion of the adjust-
ments in computing taxable income. 
Generally, where there is an increase 
in taxable income for a preceding con-
secutive taxable year established under 
the new method of accounting, com-
puted without regard to adjustments 
attributable to any preceding taxable 
year, the amount of the adjustments to 
be allocated to each such year shall be 
an amount equal to such increase. 
However, where the amount of the ad-
justments to be allocated to a prior 
taxable year is less than the increase 
in taxable income for such year estab-
lished under the new method of ac-
counting, the amount of the increase in 
such taxable income for purposes of de-
termining the increase in tax under 
section 481(b)(2) for such year shall be 
considered to be the amount so allo-
cated. For example, if the amount of 
the adjustments required by section 
481(a) for 1958 (the taxable year of the 
change) is $60,000, and the increase in 
taxable income is determined by the 
taxpayer to be $40,000, $5,000, and 
$35,000, computed under the new meth-
od of accounting, for the taxable years 
1957, 1956, and 1955, respectively, then 
the amount of the adjustments to be 
allocated to 1955 will be the balance of 
the adjustments, or $15,000. 

(4) The tax for the taxable year of the 
change shall be the tax for such year, 
computed without taking any of the 
adjustments referred to in paragraph 
(c)(1) of this section into account, in-
creased by the smallest of the fol-
lowing amounts— 

(i) The amount of tax for the taxable 
year of the change attributable solely 
to taking into account the entire 
amount of the adjustments required by 
section 481(a) and § 1.481–1; 

(ii) The sum of the increases in tax li-
ability for the taxable year of the 
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change and the two immediately pre-
ceding taxable years that would have 
resulted solely from taking into ac-
count one-third of the amount of such 
adjustments required for each of such 
years as though such amounts had been 
properly attributable to such years 
(computed in accordance with para-
graph (c)(2) of this section); or 

(iii) The net increase in tax attrib-
utable to allocating such adjustments 
under the new method of accounting 
(computed in accordance with para-
graph (c)(3) of this section). 

(5)(i) In the case of a change in meth-
od of accounting by a partnership, the 
adjustments required by section 481 
shall be made with respect to the tax-
able income of the partnership but the 
limitations on tax under section 481(b) 
shall apply to the individual partners. 
Each partner shall take into account 
his distributive share of the partner-
ship items, as so adjusted, for the tax-
able year of the change. Section 481(b) 
applies to a partner whose taxable in-
come is so increased by more than 
$3,000 as a result of such adjustments 
to the partnership taxable income. It is 
not necessary for the partner to have 
been a member of the partnership for 
the two taxable years immediately pre-
ceding the taxable year of the change 
of the partnership’s accounting method 
in order to have the limitation pro-
vided by section 481(b)(1) apply. Fur-
ther, a partner may apply section 
481(b)(2) even though he was not a 
member of the partnership for all the 
taxable years affected by the computa-
tion thereunder. 

(ii) In the case of a change in method 
of accounting by an electing small 
business corporation under subchapter 
S, chapter 1 of the Code, the adjust-
ments required by section 481 shall be 
made with respect to the taxable in-
come of such electing corporation in 
the year of the change, but the limita-
tions on tax under section 481(b) shall 
apply to the individual shareholders. 
Section 481(b) applies to a shareholder 
of an electing small business corpora-
tion whose taxable income is so in-
creased by more than $3,000 as a result 
of such adjustments to such corpora-
tion’s taxable income. It is not nec-
essary for the shareholder to have been 
a member of the electing small busi-

ness corporation, or for such corpora-
tion to have been an electing small 
business corporation, for the two tax-
able years immediately preceding the 
taxable year of the change of the cor-
poration’s accounting method in order 
to have the limitation provided by sec-
tion 481(b)(1) apply. Further, a share-
holder may apply section 481(b)(2), even 
though he was not a shareholder, or the 
corporation was not an electing small 
business corporation, for all the tax-
able years affected by the computation 
thereunder. 

(6) For the purpose of the successive 
computations of the limitations on tax 
under section 481(b) (1) or (2), if the 
treatment of any item under the provi-
sions of the Internal Revenue Code of 
1986 (or corresponding provisions of 
prior internal revenue laws) depends 
upon the amount of gross income, ad-
justed gross income, or taxable income 
(for example, medical expenses, chari-
table contributions, or credits against 
the tax), such item shall be determined 
for the purpose of each such computa-
tion by taking into account the proper 
portion of the amount of any adjust-
ments required to be taken into ac-
count under section 481 in each such 
computation. 

(7) The increase or decrease in the 
tax for any taxable year for which an 
assessment of any deficiency, or a cred-
it or refund of any overpayment, is pre-
vented by any law or rule of law, shall 
be determined by reference to the tax 
previously determined (within the 
meaning section 1314(a) for such year. 

(8) In applying section 7807(b)(1), the 
provisions of chapter 1 (other than sub-
chapter E, relating to tax on self-em-
ployment income) and chapter 2 of the 
Internal Revenue Code of 1939 shall be 
treated as the corresponding provisions 
of the Internal Revenue Code of 1939. 

(d) Examples. The application of sec-
tion 481(b) (1) and (2) may be illustrated 
by the following examples. Although 
the examples in this paragraph are 
based upon adjustments required in the 
case of a change in the over-all method 
of accounting, the principles illus-
trated would be equally applicable to 
adjustments required in the case of a 
change in method of accounting for a 
particular material item, provided the 
treatment of such adjustments is not 
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specifically subject to some other pro-
vision of the Internal Revenue Code of 
1986. 

Example 1. An unmarried individual tax-
payer using the cash receipts and disburse-
ments method of accounting for the calendar 
year is required by the Commissioner to 
change to an accrual method effective with 
the year 1958. As of January 1, 1958, he had an 
opening inventory of $11,000. On December 31, 
1958, he had a closing inventory of $12,500. 
Merchandise purchases during the year 
amounted to $22,500, and net sales were 
$32,000. Total deductible business expenses 
were $5,000. There were no receivables or 
payables at January 1, 1958. The computa-
tion of taxable income for 1958, assuming no 
other adjustments, using the new method of 
accounting follows: 
Net sales ................................................ .............. $32,000 
Opening inventory .................................. $11,000 
Purchases .............................................. 22,500 

Total ............................................ 33,500 
Less closing inventory ........................... 12,500 

Cost of goods sold ................................. .............. 21,000 

Gross profit ................................. .............. 11,000 
Business expenses ................................ .............. 5,000 

Business income ............................ .............. 6,000 
Personal exemption and itemized de-

ductions .............................................. .............. 1,600 

Taxable income ........................... .............. 4,400 

Under the cash receipts and disbursements 
method of accounting, only $9,000 of the 
$11,000 opening inventory had been included 

in the cost of goods sold and claimed as a de-
duction for the taxable years 1954 through 
1957; the remaining $2,000 had been so ac-
counted for in pre-1954 years. In order to pre-
vent the same item from reducing taxable 
income twice, an adjustment of $9,000 must 
be made to the taxable income of 1958 under 
the provisions of section 481(a) and § 1.481–1. 
Since the change in method of accounting 
was not initiated by the taxpayer, the $2,000 
of opening inventory which had been in-
cluded in cost of goods sold in pre-1954 years 
is not taken into account. Taxable income 
for 1958 is accordingly increased by $9,000 
under section 481(a) to $13,400. Assuming that 
the tax on $13,400 is $4,002 and that the tax on 
$4,400 (income without the adjustment) is 
$944, the increase in tax attributable to the 
adjustment, if taken into account for the 
taxable year of the change, would be the dif-
ference between the two, or $3,058. Since the 
adjustment required by section 481(a) and 
§ 1.481–1 ($9,000) increases taxable income by 
more than $3,000, the increase in tax for the 
taxable year 1958 attributable to the adjust-
ment of $9,000 (i.e., $3,058) may be limited 
under the provisions of section 481(b) (1) or 
(2). See examples (2) and (3). 

Example 2. Assume that the taxpayer in Ex-
ample 1 used the cash receipts and disburse-
ments method of accounting in computing 
taxable income for the years 1956 and 1957 
and that the taxable income for these years 
determined under such method was $4,000 
and $6,000, respectively. The section 481(b)(1) 
limitation on tax with a pro rata three-year 
allocation of the $9,000 adjustment is com-
puted as follows: 

Taxable year 
Taxable in-

come before 
adjustment 

Taxable in-
come with 
adjustment 

Assume 
total tax 

Assumed 
tax before 
adjustment 

Increase in 
tax attrib-
utable to 

adjustment 

1956 ................................................................................ $4,000 $7,000 $1,660 $840 $820 
1957 ................................................................................ 6,000 9,000 2,300 1,360 940 
1958 ................................................................................ 4,400 7,400 1,780 944 836 

Total ...................................................................... .................... .................... .................. .................... 2,596 

Since this increase in tax of $2,596 is less 
than the increase in tax attributable to the 
inclusion of the entire adjustment in the in-
come for the taxable year of the change 
($3,058), the limitation provided by section 
481(b)(1) applies, and the total tax for 1958, 
the taxable year of the change, if section 
481(b)(2) does not apply, is determined as fol-
lows: 
Tax without any portion of adjustment ...................... $944 
Increase in tax attributable to adjustment computed 

under section 481(b)(1) .......................................... 2,596 

Total tax for taxable year of the change ........ 3,540 

Example 3. (i) Assume the same facts as in 
Example 1 and, in addition, assume that the 

taxpayer used the cash receipts and disburse-
ments method of accounting in computing 
taxable income for the years 1953 through 
1957; that he established his taxable income 
under the new method for the taxable years 
1953, 1954, and 1957, but did not have suffi-
cient records to establish his taxable income 
under such method for the taxable years 1955 
and 1956. The original taxable income and 
taxable income as redetermined are as fol-
lows: 
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Taxable year 

Taxable income 

Increase or 
(decrease) 
in taxable 

income 

Deter-
mined 

under cash 
receipts 
and dis-
burse-
ments 

method 

Estab-
lished 
under 
new 

method 

1953 ........................... $5,000 $7,000 $2,000 
1954 ........................... 6,000 7,000 1,000 
1955 ........................... 5,500 (1) ..................
1956 ........................... 4,000 (1) ..................
1957 ........................... 6,000 10,000 4,000 

1 Undetermined. 

As in examples (1) and (2), the total adjust-
ment under section 481(a) is $9,000. Of the 
$9,000 adjustment, $4,000 may be allocated to 
1957, which is the only year consecutively 
preceding the taxable year of the change for 
which the taxpayer was able to establish his 
income under the new method. Since the in-
come cannot be established under the new 
method for 1956 and 1955, no allocation may 
be made to 1954 or 1953, even though the tax-
payer has established his income for those 
years under the new method of accounting. 
The balance of $5,000 ($9,000 minus $4,000) 
must be allocated to 1958. 

(ii) The limitation provided by section 
481(b)(2) is computed as follows: The tax for 
1957, based on taxable income of $6,000, is as-
sumed to be $1,360. Under the new method, 
based on taxable income of $10,000, the tax 
for 1957 is assumed to be $2,640, the increase 
attributable to $4,000 of the $9,000 section 
481(a) adjustment being $1,280, ($2,640 minus 
$1,360). The tax for 1958, computed on the 
basis of taxable income of $4,400 (determined 

under the new method), is assumed to be 
$944. The tax computed for 1958 on taxable 
income of $9,400 ($4,400 plus the $5,000 adjust-
ment allocated to 1958) is assumed to be 
$2,436, leaving a difference of $1,492 ($2,436 
minus $944) attributable to the inclusion in 
1958 of the portion of the total adjustment to 
be taken into account which could not be 
properly allocated to the taxable year or 
years consecutively preceding 1958. 

(iii) The tax attributable to the adjust-
ment is determined by selecting the smallest 
of the three following amounts: 
Increase in tax attributable to adjustment computed 

under section 481(b)(2) ($1,280+$1,492) .............. $2,772 
Increase in tax attributable to adjustment computed 

under section 481(b)(1) (Example 2) ..................... 2,596 
Increase in tax if the entire adjustment is taken into 

account in the taxable year of the change (Exam-
ple 1) ...................................................................... 3,058 

The final tax for 1958 is then $3,540 com-
puted as follows: 
Tax before inclusion of any adjustment .................... $944 
Increase in tax attributable to adjustments (smallest 

of $2,772, $2,596 or $3,058) ................................. 2,596 

Total tax for 1958 (limited in accordance with 
section 481(b)(1)) ............................................ 3,540 

Example 4. Assume that X Corporation has 
maintained its books of account and filed its 
income tax returns using the cash receipts 
and disbursements method of accounting for 
the years 1953 through 1957. The corporation 
secures permission to change to an accrual 
method of accounting for the calendar year 
1958. The following tabulation presents the 
data with respect to the taxpayer’s income 
for the years involved: 

Year 

Taxable income under 
the cash receipts and 
disbursements method Taxable in-

come es-
tablished 
under ac-

crual meth-
od 

Increase or 
(decrease) 
attributable 
to change 

Changes 
in taxable 

income 
due to 

changes in 
net loss 

carryback 

Before ap-
plication of 
net oper-
ating loss 
carryback 

After appli-
cation of 
net oper-
ating loss 
carryback 

1953 ........................................................................................ $2,000 0 (1) .................. $2,000 
1954 ........................................................................................ 4,000 $1,000 (1) .................. 3,000 
1955 ........................................................................................ (5,000) .................. $1,000 $6,000 ..................
1956 ........................................................................................ 80,000 80,000 77,000 (3,000) ..................
1957 ........................................................................................ 90,000 90,000 96,000 6,000 ..................
1958 ........................................................................................ .................. .................. 100,000 .................. ..................

1 Not established. 

As indicated above, taxable income for 1953 
and 1954, as determined under the cash re-
ceipts and disbursements method of account-
ing, was $2,000 and $4,000, respectively, and 
after application of the net operating loss 
carryback from 1955, the taxable income was 
reduced to zero in 1953 and to $1,000 in 1954. 
The taxpayer was unable to establish taxable 
income for these years under an accrual 
method of accounting; however, under sec-

tion 481(b)(3)(A), increases or decreases in 
the tax for taxable years to which no adjust-
ment is allocated must, nevertheless, be 
taken into account to the extent the tax for 
such years would be affected by a net oper-
ating loss determined with reference to tax-
able years to which adjustments are allo-
cated. The total amount of the adjustments 
required under section 481(a) and attrib-
utable to the taxable years 1953 through 1957 
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in this example is assumed to be $10,000. The 
redetermination of taxable income estab-
lished by the taxpayer for the taxable years 
1955, 1956, and 1957 appears under the heading 
‘‘Taxable income established under accrual 
method’’ in the above tabulation. The tab-
ulation assumes that the taxpayer has been 
able to recompute the income for those years 
so as to establish a net adjustment of $9,000, 
which leaves a balance of $1,000 unaccounted 
for. In accordance with the requirements of 
section 481(b)(2), the $1,000 amount is allo-
cated to 1958, the taxable year of the change. 

The following computations are necessary in 
order to determine the tax attributable to 
the adjustments under section 481(a): 

INCREASE IN TAX ATTRIBUTABLE TO INCLUSION IN 
1958 OF THE ENTIRE $10,000 ADJUSTMENT 

Tax on income of 1958 increased by entire amount 
of adjustment ($100,000+$10,000) ...................... $51,700 

Tax on income of 1958 without adjustment 
($100,000) ............................................................ 46,500 

Increase in tax attributable to inclusion of entire 
adjustment in year of the change ........................ 5,200 

Increase in tax attributed to adjustment computed under section 481(b)(1) 

Year Amount of 
adjustment 

Tax before 
adjustment 

Tax after 
adjustment 

Increase in 
tax liability 
attributable 
to adjust-

ment 

1958 .............................................................................................................. $3,334 $46,500 $48,234 $1,734 
1957 .............................................................................................................. 3,333 41,300 43,033 1,733 
1956 .............................................................................................................. 3,333 36,100 37,833 1,733 

Increase in tax attributable to adjustment computed under section 
481(b)(1) ............................................................................................. .................. .................. .................. 5,200 

Increase in tax attributed to adjustment computed under section 481(b)(2) 

1953 .............................................................................................................. 1 $2,000 0 1 $600 $600 
1954 .............................................................................................................. 1 3,000 $300 11,200 900 
1955 .............................................................................................................. 6,000 0 300 300 
1956 .............................................................................................................. (3,000) 36,100 34,540 (1,560) 
1957 .............................................................................................................. 96,000 41,300 44,420 3,120 
1958 .............................................................................................................. 2 1,000 46,500 2 47,020 520 

Increase in tax attributable to the adjustment computed under section 
481(b)(2) ............................................................................................. .................. .................. .................. 3,880 

1 Attributable to recomputations of net operating loss carrybacks determined with reference to net operating loss in 1955. 
2 Attributable to the inclusion of $1,000 in the year of the change which represents the portion of the $10,000 adjustment not 

allocated to taxable years prior to the year of the change for which taxable income is established under the new method. 

Since the limitation under section 481(b)(2) 
($3,880) on the amount of tax attributable to 
the adjustments is applicable, the final tax 
for the taxable year of the change is com-
puted by adding such amount to the tax for 
that year computed without the inclusion of 
any amount attributable to the adjustments, 
that is, $46,500 plus $3,880, or $50,380. 

[T.D. 6500, 25 FR 11732, Nov. 26, 1960, as 
amended by T.D. 6490, 25 FR 8374, Sept. 1, 
1960; T.D. 7301, 39 FR 963, Jan. 4, 1974; T.D. 
8608, 60 FR 40078, Aug. 7, 1995] 

§ 1.481–3 Adjustments attributable to 
pre-1954 years where change was 
not initiated by taxpayer. 

If the adjustments required by sec-
tion 481(a) and § 1.481–1 are attributable 
to a change in method of accounting 
which was not initiated by the tax-
payer, no portion of any adjustments 
which is attributable to pre-1954 years 
shall be taken into account in com-
puting taxable income. For example, if 

the total adjustments in the case of a 
change in method of accounting which 
is not initiated by the taxpayer 
amount to $10,000, of which $4,000 is at-
tributable to pre-1954 years, only $6,000 
of the $10,000 total adjustments is re-
quired to be taken into account under 
section 481 in computing taxable in-
come. The portion of the adjustments 
which is attributable to pre-1954 years 
is the net amount of the adjustments 
which would have been required if the 
taxpayer had changed his method of ac-
counting in his first taxable year which 
began after December 31, 1953, and 
ended after August 16, 1954. 

[T.D. 6500, 25 FR 11735, Nov. 26, 1960, as 
amended by T.D. 8608, 60 FR 40079, Aug. 7, 
1995] 
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§ 1.481–4 Adjustments taken into ac-
count with consent. 

(a) In addition to the terms and con-
ditions prescribed by the Commissioner 
under § 1.446–1(e)(3) for effecting a 
change in method of accounting, in-
cluding the taxable year or years in 
which the amount of the adjustments 
required by section 481(a) is to be taken 
into account, or the methods of alloca-
tion described in section 481(b), a tax-
payer may request approval of an alter-
native method of allocating the 
amount of the adjustments under sec-
tion 481. See section 481(c). Requests 
for approval of an alternative method 
of allocation shall set forth in detail 
the facts and circumstances upon 
which the taxpayer bases its request. 
Permission will be granted only if the 
taxpayer and the Commissioner agree 
to the terms and conditions under 
which the allocation is to be effected. 
See § 1.446–1(e) for the rules regarding 
how to secure the Commissioner’s con-
sent to a change in method of account-
ing. 

(b) An agreement to the terms and 
conditions of a change in method of ac-
counting under § 1.446–1(e)(3), including 
the taxable year or years prescribed by 
the Commissioner under that section 
(or an alternative method described in 
paragraph (a) of this section) for tak-
ing the amount of the adjustments 
under section 481(a) into account, shall 
be in writing and shall be signed by the 
Commissioner and the taxpayer. It 
shall set forth the items to be adjusted, 
the amount of the adjustments, the 
taxable year or years for which the ad-
justments are to be taken into ac-
count, and the amount of the adjust-
ments allocable to each year. The 
agreement shall be binding on the par-
ties except upon a showing of fraud, 
malfeasance, or misrepresentation of 
material fact. 

[T.D. 8608, 60 FR 40079, Aug. 7, 1995] 

§ 1.481–5 Effective dates. 

Sections 1.481–1, 1.481–2, 1.481–3, and 
1.481–4 are effective for Consent Agree-
ments signed on or after December 27, 
1994. For Consent Agreements signed 
before December 27, 1994, see §§ 1.481–1, 
1.481–2, 1.481–3, 1.481–4, and 1.481–5 (as 

contained in the 26 CFR part 1 edition 
revised as of April 1, 1995). 

[T.D. 8608, 60 FR 40079, Aug. 7, 1995] 

§ 1.482–0 Outline of regulations under 
section 482. 

This section contains major captions 
for §§ 1.482–1 through 1.482–9. 

§ 1.482–1 Allocation of income and deductions 
among taxpayers. 

(a) In general. 
(1) Purpose and scope. 
(2) Authority to make allocations. 
(3) Taxpayer’s use of section 482. 
(b) Arm’s length standard. 
(1) In general. 
(2) Arm’s length methods. 
(i) Methods. 
(ii) Selection of category of method appli-

cable to transaction. 
(iii) Coordination of methods applicable to 

certain intangible development arrange-
ments. 

(c) Best method rule. 
(1) In general. 
(2) Determining the best method. 
(i) Comparability. 
(ii) Data and assumptions. 
(A) Completeness and accuracy of data. 
(B) Reliability of assumptions. 
(C) Sensitivity of results to deficiencies in 

data and assumptions. 
(iii) Confirmation of results by another 

method. 
(d) Comparability. 
(1) In general. 
(2) Standard of comparability. 
(3) Factors for determining comparability. 
(i) Functional analysis. 
(ii) Contractual terms. 
(A) In general. 
(B) Identifying contractual terms. 
(1) Written agreement. 
(2) No written agreement. 
(C) Examples. 
(iii) Risk. 
(A) In general. 
(B) Identification of party that bears risk. 
(C) Examples. 
(iv) Economic conditions. 
(v) Property or services. 
(4) Special circumstances. 
(i) Market share strategy. 
(ii) Different geographic markets. 
(A) In general. 
(B) Example. 
(C) Location savings. 
(D) Example. 
(iii) Transactions ordinarily not accepted 

as comparables. 
(A) In general. 
(B) Examples. 
(e) Arm’s length range. 
(1) In general. 
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(2) Determination of arm’s length range. 
(i) Single method. 
(ii) Selection of comparables. 
(iii) Comparables included in arm’s length 

range. 
(A) In general. 
(B) Adjustment of range to increase reli-

ability. 
(C) Interquartile range. 
(3) Adjustment if taxpayer’s results are 

outside arm’s length range. 
(4) Arm’s length range not prerequisite to 

allocation. 
(5) Examples. 
(f) Scope of review. 
(1) In general. 
(i) Intent to evade or avoid tax not a pre-

requisite. 
(ii) Realization of income not a pre-

requisite. 
(A) In general. 
(B) Example. 
(iii) Nonrecognition provisions may not 

bar allocation. 
(A) In general. 
(B) Example. 
(iv) Consolidated returns. 
(2) Rules relating to determination of true 

taxable income. 
(i) Aggregation of transactions. 
(A) In general. 
(B) Examples. 
(ii) Allocation based on taxpayer’s actual 

transactions. 
(A) In general. 
(B) Example. 
(iii) Multiple year data. 
(A) In general. 
(B) Circumstances warranting consider-

ation of multiple year data. 
(C) Comparable effect over comparable pe-

riod. 
(D) Applications of methods using multiple 

year averages. 
(E) Examples. 
(iv) Product lines and statistical tech-

niques. 
(v) Allocations apply to results, not meth-

ods. 
(A) In general. 
(B) Example. 
(g) Collateral adjustments with respect to 

allocations under section 482. 
(1) In general. 
(2) Correlative allocations. 
(i) In general. 
(ii) Manner of carrying out correlative al-

location. 
(iii) Events triggering correlative alloca-

tion. 
(iv) Examples. 
(3) Adjustments to conform accounts to re-

flect section 482 allocations. 
(i) In general. 
(ii) Example. 
(4) Setoffs. 
(i) In general. 

(ii) Requirements. 
(iii) Examples. 
(h) Special rules. 
(1) Small taxpayer safe harbor. [Reserved] 
(2) Effect of foreign legal restrictions. 
(i) In general. 
(ii) Applicable legal restrictions. 
(iii) Requirement for electing the deferred 

income method of accounting. 
(iv) Deferred income method of accounting. 
(v) Examples. 
(3) Coordination with section 936. 
(i) Cost sharing under section 936. 
(ii) Use of terms. 
(i) Definitions. 
(j) Effective/applicability date. 

§ 1.482–2 Determination of taxable income in 
specific situations. 

(a) Loans or advances. 
(1) Interest on bona fide indebtedness. 
(i) In general. 
(ii) Application of paragraph (a) of this sec-

tion. 
(A) Interest on bona fide indebtedness. 
(B) Alleged indebtedness. 
(iii) Period for which interest shall be 

charged. 
(A) General rule. 
(B) Exception for certain intercompany 

transactions in the ordinary course of busi-
ness. 

(C) Exception for trade or business of debt-
or member located outside the United 
States. 

(D) Exception for regular trade practice of 
creditor member or others in creditor’s in-
dustry. 

(E) Exception for property purchased for 
resale in a foreign country. 

(1) General rule. 
(2) Interest-free period. 
(3) Average collection period. 
(4) Illustration. 
(iv) Payment; book entries. 
(2) Arm’s length interest rate. 
(i) In general. 
(ii) Funds obtained at situs of borrower. 
(iii) Safe haven interest rates for certain 

loans and advances made after May 8, 1986. 
(A) Applicability. 
(1) General rule. 
(2) Grandfather rule for existing loans. 
(B) Safe haven interest rate based on appli-

cable Federal rate. 
(C) Applicable Federal rate. 
(D) Lender in business of making loans. 
(E) Foreign currency loans. 
(3) Coordination with interest adjustments 

required under certain other Internal Rev-
enue Code sections. 

(4) Examples. 
(b) Rendering of services. 
(c) Use of tangible property. 
(1) General rule. 
(2) Arm’s length charge. 
(i) In general. 
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(ii) Safe haven rental charge. 
(iii) Subleases. 
(d) Transfer of property. 
(e) Cost sharing arrangement. 
(f) Effective/applicability Date. 
(1) In general. 
(2) Election to apply paragraph (b) to ear-

lier taxable years. 

§ 1.482–3 Methods to determine taxable income 
in connection with a transfer of tangible prop-
erty. 

(a) In general. 
(b) Comparable uncontrolled price method. 
(1) In general. 
(2) Comparability and reliability consider-

ations. 
(i) In general. 
(ii) Comparability. 
(A) In general. 
(B) Adjustments for differences between 

controlled and uncontrolled transactions. 
(iii) Data and assumptions. 
(3) Arm’s length range. 
(4) Examples. 
(5) Indirect evidence of comparable uncon-

trolled transactions. 
(i) In general. 
(ii) Limitations. 
(iii) Examples. 
(c) Resale price method. 
(1) In general. 
(2) Determination of arm’s length price. 
(i) In general. 
(ii) Applicable resale price. 
(iii) Appropriate gross profit. 
(iv) Arm’s length range. 
(3) Comparability and reliability consider-

ations. 
(i) In general. 
(ii) Comparability. 
(A) Functional comparability. 
(B) Other comparability factors. 
(C) Adjustments for differences between 

controlled and uncontrolled transactions. 
(D) Sales agent. 
(iii) Data and assumptions. 
(A) In general. 
(B) Consistency in accounting. 
(4) Examples. 
(d) Cost plus method. 
(1) In general. 
(2) Determination of arm’s length price. 
(i) In general. 
(ii) Appropriate gross profit. 
(iii) Arm’s length range. 
(3) Comparability and reliability consider-

ations. 
(i) In general. 
(ii) Comparability. 
(A) Functional comparability. 
(B) Other comparability factors. 
(C) Adjustments for differences between 

controlled and uncontrolled transactions. 
(D) Purchasing agent. 
(iii) Data and assumptions. 
(A) In general. 

(B) Consistency in accounting. 
(4) Examples. 
(e) Unspecified methods. 
(1) In general. 
(2) Example. 
(f) Coordination with intangible property 

rules. 

§ 1.482–4 Methods to determine taxable income 
in connection with a transfer of intangible 
property. 

(a) In general. 
(b) Definition of intangible. 
(c) Comparable uncontrolled transaction 

method. 
(1) In general. 
(2) Comparability and reliability consider-

ations. 
(i) In general. 
(ii) Reliability. 
(iii) Comparability. 
(A) In general. 
(B) Factors to be considered in deter-

mining comparability. 
(1) Comparable intangible property. 
(2) Comparable circumstances. 
(iv) Data and assumptions. 
(3) Arm’s length range. 
(4) Examples. 
(d) Unspecified methods. 
(1) In general. 
(2) Example. 
(e) Coordination with tangible property 

rules. 
(f) Special rules for transfers of intangible 

property. 
(1) Form of consideration. 
(2) Periodic adjustments. 
(i) General rule. 
(ii) Exceptions. 
(A) Transactions involving the same intan-

gible. 
(B) Transactions involving comparable in-

tangible. 
(C) Methods other than comparable uncon-

trolled transaction. 
(D) Extraordinary events. 
(E) Five-year period. 
(iii) Examples. 
(3) Ownership of intangible property. 
(i) Identification of owner. 
(A) In general. 
(B) Cost sharing arrangements. 
(ii) Examples. 
(4) Contribution to the value of intangible 

property owned by another. 
(i) In general. 
(ii) Examples. 
(5) Consideration not artificially limited. 
(6) Lump sum payments 
(i) In general. 
(ii) Exceptions. 
(iii) Example. 
(g) Coordination with rules governing cost 

sharing arrangements. 
(h) Effective/applicability date. 
(1) In general. 
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(2) Election to apply regulation to earlier 
taxable years. 

§ 1.482–5 Comparable profits method. 

(a) In general. 
(b) Determination of arm’s length result. 
(1) In general. 
(2) Tested party. 
(i) In general. 
(ii) Adjustments for tested party. 
(3) Arm’s length range. 
(4) Profit level indicators. 
(i) Rate of return on capital employed. 
(ii) Financial ratios. 
(iii) Other profit level indicators. 
(c) Comparability and reliability consider-

ations. 
(1) In general. 
(2) Comparability. 
(i) In general. 
(ii) Functional, risk and resource com-

parability. 
(iii) Other comparability factors. 
(iv) Adjustments for differences between 

tested party and the uncontrolled taxpayers. 
(3) Data and assumptions. 
(i) In general. 
(ii) Consistency in accounting. 
(iii) Allocations between the relevant busi-

ness activity and other activities. 
(d) Definitions. 
(e) Examples. 

§ 1.482–6 Profit split method. 

(a) In general. 
(b) Appropriate share of profits and losses. 
(c) Application. 
(1) In general. 
(2) Comparable profit split. 
(i) In general. 
(ii) Comparability and reliability consider-

ations. 
(A) In general. 
(B) Comparability. 
(1) In general. 
(2) Adjustments for differences between the 

controlled and uncontrolled taxpayers. 
(C) Data and assumptions. 
(D) Other factors affecting reliability. 
(3) Residual profit split. 
(i) In general. 
(A) Allocate income to routine contribu-

tions. 
(B) Allocate residual profit. 
(1) Nonroutine contributions generally. 
(2) Nonroutine contributions of intangible 

property. 
(ii) Comparability and reliability consider-

ations. 
(A) In general. 
(B) Comparability. 
(C) Data and assumptions. 
(D) Other factors affecting reliability 
(d) Effective/applicability date. 
(iii) Example. 

§ 1.482–7 Methods to determine taxable income 
in connection with a cost sharing arrangement. 

(a) In general. 
(1) RAB share method for cost sharing 

transactions (CSTs). 
(2) Methods for platform contribution 

transactions (PCTs). 
(3) Methods for other controlled trans-

actions. 
(i) Contribution to a CSA by a controlled 

taxpayer that is not a controlled participant. 
(ii) Transfer of interest in a cost shared in-

tangible. 
(iii) Other controlled transactions in con-

nection with a CSA. 
(iv) Controlled transactions in the absence 

of a CSA. 
(4) Coordination with the arm’s length 

standard. 
(b) Cost sharing arrangement. 
(1) Substantive requirements. 
(i) CSTs. 
(ii) PCTs. 
(iii) Divisional interests. 
(iv) Examples. 
(2) Administrative requirements. 
(3) Date of a PCT. 
(4) Divisional interests. 
(i) In general. 
(ii) Territorial based divisional interests. 
(iii) Field of use based divisional interests. 
(iv) Other divisional bases. 
(v) Examples. 
(5) Treatment of certain arrangements as 

CSAs. 
(i) Situation in which Commissioner must 

treat arrangement as a CSA. 
(ii) Situation in which Commissioner may 

treat arrangement as a CSA. 
(iii) Examples. 
(6) Entity classification of CSAs. 
(c) Platform contributions. 
(1) In general. 
(2) Terms of platform contributions. 
(i) Presumed to be exclusive. 
(ii) Rebuttal of Exclusivity. 
(iii) Proration of PCT Payments to the ex-

tent allocable to other business activities. 
(A) In general. 
(B) Determining the proration of PCT Pay-

ments. 
(3) Categorization of the PCT. 
(4) Certain make-or-sell rights excluded. 
(i) In general. 
(ii) Examples. 
(5) Examples. 
(d) Intangible development costs. 
(1) Determining whether costs are IDCs. 
(i) Definition and scope of the IDA. 
(ii) Reasonably anticipated cost shared in-

tangible. 
(iii) Costs included in IDCs. 
(iv) Examples. 
(2) Allocation of costs. 
(3) Stock-based compensation. 
(i) In general. 
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(ii) Identification of stock-based compensa-
tion with the IDA. 

(iii) Measurement and timing of stock- 
based compensation IDC. 

(A) In general. 
(1) Transfers to which section 421 applies. 
(2) Deductions of foreign controlled par-

ticipants. 
(3) Modification of stock option. 
(4) Expiration or termination of CSA. 
(B) Election with respect to options on 

publicly traded stock. 
(1) In general. 
(2) Publicly traded stock. 
(3) Generally accepted accounting prin-

ciples. 
(4) Time and manner of making the elec-

tion. 
(C) Consistency. 
(4) IDC share. 
(5) Examples. 
(e) Reasonably anticipated benefits share. 
(1) Definition. 
(i) In general. 
(ii) Reliability. 
(iii) Examples. 
(2) Measure of benefits. 
(i) In general. 
(ii) Indirect bases for measuring antici-

pated benefits. 
(A) Units used, produced, or sold. 
(B) Sales. 
(C) Operating profit. 
(D) Other bases for measuring anticipated 

benefits. 
(E) Examples. 
(iii) Projections used to estimate benefits. 
(A) In general. 
(B) Examples. 
(f) Changes in participation under a CSA. 
(1) In general. 
(2) Controlled transfer of interests. 
(3) Capability variation. 
(4) Arm’s length consideration for a change 

in participation. 
(5) Examples. 
(g) Supplemental guidance on methods ap-

plicable to PCTs. 
(1) In general. 
(2) Best method analysis applicable for 

evaluation of a PCT pursuant to a CSA. 
(i) In general. 
(ii) Consistency with upfront contractual 

terms and risk allocation—the investor 
model. 

(A) In general. 
(B) Example. 
(iii) Consistency of evaluation with real-

istic alternatives. 
(A) In general. 
(B) Examples. 
(iv) Aggregation of transactions. 
(v) Discount rate. 
(A) In general. 
(B) Considerations in best method analysis 

of discount rate. 

(1) Discount rate variation between real-
istic alternatives. 

(2) [Reserved] 
(3) Discount rate variation between forms 

of payment. 
(4) Post-tax rate. 
(C) Example. 
(vi) Financial projections. 
(vii) Accounting principles. 
(A) In general. 
(B) Examples. 
(viii) Valuations of subsequent PCTs. 
(A) Date of subsequent PCT. 
(B) Best method analysis for subsequent 

PCT. 
(ix) Arm’s length range. 
(A) In general. 
(B) Methods based on two or more input 

parameters. 
(C) Variable input parameters. 
(D) Determination of arm’s length PCT 

Payment. 
(1) No variable input parameters. 
(2) One variable input parameter. 
(3) More than one variable input param-

eter. 
(E) Adjustments. 
(x) Valuation undertaken on a pre-tax 

basis. 
(3) Comparable uncontrolled transaction 

method. 
(4) Income method. 
(i) In general. 
(A) Equating cost sharing and licensing al-

ternatives. 
(B) Cost sharing alternative. 
(C) Licensing alternative. 
(D) Only one controlled participant with 

nonroutine platform contributions. 
(E) Income method payment forms. 
(F) Discount rates appropriate to cost 

sharing and licensing alternatives. 
(G) The effect of taxation on determining 

the arm’s length amount. 
(ii) Evaluation of PCT Payor’s cost sharing 

alternative. 
(iii) Evaluation of PCT Payor’s licensing 

alternative. 
(A) Evaluation based on CUT. 
(B) Evaluation based on CPM. 
(iv) Lump sum payment form. 
(v) [Reserved] 
(vi) Best method analysis considerations. 
(A) Coordination with § 1.482–1(c). 
(B) Assumptions Concerning Tax Rates. 
(C) Coordination with § 1.482–4(c)(2). 
(D) Coordination with § 1.482–5(c). 
(E) Certain Circumstances Concerning PCT 

Payor. 
(F) Discount rates. 
(1) Reflection of similar risk profiles of 

cost sharing alternative and licensing alter-
native. 

(2) [Reserved] 
(vii) Routine platform and operating con-

tributions. 
(viii) Examples. 
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(5) Acquisition Price Method. 
(i) In general. 
(ii) Determination of arm’s length charge. 
(iii) Adjusted acquisition price. 
(iv) Best method analysis considerations. 
(v) Example. 
(6) Market capitalization method. 
(i) In general. 
(ii) Determination of arm’s length charge. 
(iii) Average market capitalization. 
(iv) Adjusted average market capitaliza-

tion. 
(v) Best method analysis considerations. 
(vi) Examples. 
(7) Residual profit split method. 
(i) In general. 
(ii) Appropriate share of profits and losses. 
(iii) Profit split. 
(A) In general. 
(B) Determine nonroutine residual divi-

sional profit or loss. 
(C) Allocate nonroutine residual divisional 

profit or loss. 
(1) In general. 
(2) Relative value determination. 
(3) Determination of PCT Payments. 
(4) Routine platform and operating con-

tributions. 
(iv) Best method analysis considerations. 
(A) In general. 
(B) Comparability. 
(C) Data and assumptions. 
(D) Other factors affecting reliability. 
(v) Examples. 
(8) Unspecified methods. 
(h) Form of payment rules. 
(1) CST Payments. 
(2) PCT Payments. 
(i) In general. 
(ii) No PCT Payor stock. 
(iii) Specified form of payment. 
(A) In general. 
(B) Contingent payments. 
(C) Examples. 
(iv) Conversion from fixed to contingent 

form of payment. 
(3) Coordination of best method rule and 

form of payment. 
(i) Allocations by the Commissioner in 

connection with a CSA. 
(1) In general. 
(2) CST allocations. 
(i) In general. 
(ii) Adjustments to improve the reliability 

of projections used to estimate RAB shares. 
(A) Unreliable projections. 
(B) Foreign-to-foreign adjustments. 
(C) Correlative adjustments to PCTs. 
(D) Examples. 
(iii) Timing of CST allocations. 
(3) PCT allocations. 
(4) Allocations regarding changes in par-

ticipation under a CSA. 
(5) Allocations when CSTs are consistently 

and materially disproportionate to RAB 
shares. 

(6) Periodic adjustments. 

(i) In general. 
(ii) PRRR. 
(iii) AERR. 
(A) In general. 
(B) PVTP. 
(C) PVI. 
(iv) ADR. 
(A) In general. 
(B) Publicly traded companies. 
(C) Publicly traded. 
(D) PCT Payor WACC. 
(E) Generally accepted accounting prin-

ciples. 
(v) Determination of periodic adjustments. 
(A) In general. 
(B) Adjusted RPSM as of Determination 

Date. 
(vi) Exceptions to periodic adjustments. 
(A) Controlled participants establish peri-

odic adjustment not warranted. 
(1) Transactions involving the same plat-

form contribution as in the Trigger PCT. 
(2) Results not reasonably anticipated. 
(3) Reduced AERR does not cause Periodic 

Trigger. 
(4) Increased AERR does not cause Periodic 

Trigger. 
(B) Circumstances in which Periodic Trig-

ger deemed not to occur. 
(1) 10-year period. 
(2) 5-year period. 
(vii) Examples. 
(j) Definitions and special rules. 
(1) Definitions. 
(i) In general. 
(ii) Examples. 
(2) Special rules. 
(i) Consolidated group. 
(ii) Trade or business. 
(iii) Partnership. 
(3) Character. 
(i) CST Payments. 
(ii) PCT Payments. 
(iii) Examples. 
(k) CSA administrative requirements. 
(1) CSA contractual requirements. 
(i) In general. 
(ii) Contractual provisions. 
(iii) Meaning of contemporaneous. 
(A) In general. 
(B) Example. 
(iv) Interpretation of contractual provi-

sions. 
(A) In general. 
(B) Examples. 
(2) CSA documentation requirements. 
(i) In general. 
(ii) Additional CSA documentation re-

quirements. 
(iii) Coordination rules and production of 

documents. 
(A) Coordination with penalty regulations. 
(B) Production of documentation. 
(3) CSA accounting requirements. 
(i) In general. 
(ii) Reliance on financial accounting. 
(4) CSA reporting requirements. 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00610 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



601 

Internal Revenue Service, Treasury § 1.482–0 

(i) CSA Statement. 
(ii) Content of CSA Statement. 
(iii) Time for filing CSA Statement. 
(A) 90-day rule. 
(B) Annual return requirement. 
(1) In general. 
(2) Special filing rule for annual return re-

quirement. 
(iv) Examples. 
(l) Effective/applicability date. 
(m) Transition rule. 
(1) In general. 
(2) Transitional modification of applicable 

provisions. 
(3) Special rule for certain periodic adjust-

ments. 

§ 1.482–8 Examples of the best method rule. 

(a) Introduction. 
(b) Examples. 
(c) Effective/applicability date. 

§ 1.482–9 Methods to determine taxable income 
in connection with a controlled services trans-
action. 

(a) In general. 
(b) Services cost method. 
(1) In general. 
(2) Eligibility for the services cost method. 
(3) Covered services. 
(i) Specified covered services. 
(ii) Low margin covered services. 
(4) Excluded activities. 
(5) Not services that contribute signifi-

cantly to fundamental risks of business suc-
cess or failure. 

(6) Adequate books and records. 
(7) Shared services arrangement. 
(i) In general. 
(ii) Requirements for shared services ar-

rangement. 
(A) Eligibility. 
(B) Allocation. 
(C) Documentation. 
(iii) Definitions and special rules. 
(A) Participant. 
(B) Aggregation. 
(C) Coordination with cost sharing ar-

rangements. 
(8) Examples. 
(c) Comparable uncontrolled services price 

method. 
(1) In general. 
(2) Comparability and reliability consider-

ations. 
(i) In general. 
(ii) Comparability. 
(A) In general. 
(B) Adjustments for differences between 

controlled and uncontrolled transactions. 
(iii) Data and assumptions. 
(3) Arm’s length range. 
(4) Examples. 
(5) Indirect evidence of the price of a com-

parable uncontrolled services transaction. 
(i) In general. 

(ii) Example. 
(d) Gross services margin method. 
(1) In general. 
(2) Determination of arm’s length price. 
(i) In general. 
(ii) Relevant uncontrolled transaction. 
(iii) Applicable uncontrolled price. 
(iv) Appropriate gross services profit. 
(v) Arm’s length range. 
(3) Comparability and reliability consider-

ations. 
(i) In general. 
(ii) Comparability. 
(A) Functional comparability. 
(B) Other comparability factors. 
(C) Adjustments for differences between 

controlled and uncontrolled transactions. 
(D) Buy-sell distributor. 
(iii) Data and assumptions. 
(A) In general. 
(B) Consistency in accounting. 
(4) Examples. 
(e) Cost of services plus method. 
(1) In general. 
(2) Determination of arm’s length price. 
(i) In general. 
(ii) Appropriate gross services profit. 
(iii) Comparable transactional costs. 
(iv) Arm’s length range. 
(3) Comparability and reliability consider-

ations. 
(i) In general. 
(ii) Comparability. 
(A) Functional comparability. 
(B) Other comparability factors. 
(C) Adjustments for differences between 

the controlled and uncontrolled trans-
actions. 

(iii) Data and assumptions. 
(A) In general. 
(B) Consistency in accounting. 
(4) Examples. 
(f) Comparable profits method. 
(1) In general. 
(2) Determination of arm’s length result. 
(i) Tested party. 
(ii) Profit level indicators. 
(iii) Comparability and reliability consid-

erations—Data and assumptions—Consist-
ency 

in accounting. 
(3) Examples. 
(g) Profit split method. 
(1) In general. 
(2) Examples. 
(h) Unspecified methods. 
(i) Contingent-payment contractual terms 

for services. 
(1) Contingent-payment contractual terms 

recognized in general. 
(2) Contingent-payment arrangement. 
(i) General requirements. 
(A) Written contract. 
(B) Specified contingency. 
(C) Basis for payment. 
(ii) Economic substance and conduct. 
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(3) Commissioner’s authority to impute 
contingent-payment terms. 

(4) Evaluation of arm’s length charge. 
(5) Examples. 
(j) Total services costs. 
(k) Allocation of costs. 
(1) In general. 
(2) Appropriate method of allocation and 

apportionment. 
(i) Reasonable method standard. 
(ii) Use of general practices. 
(3) Examples. 
(l) Controlled services transaction. 
(1) In general. 
(2) Activity. 
(3) Benefit. 
(i) In general. 
(ii) Indirect or remote benefit. 
(iii) Duplicative activities. 
(iv) Shareholder activities. 
(v) Passive association. 
(4) Disaggregation of transactions. 
(5) Examples. 
(m) Coordination with transfer pricing 

rules for other transactions. 
(1) Services transactions that include other 

types of transactions. 
(2) Services transactions that effect a 

transfer of intangible property. 
(3) Coordination with rules governing cost 

sharing arrangements. 
(4) Other types of transactions that include 

controlled services transactions. 
(5) Examples. 
(n) Effective/applicability dates. 
(1) In general. 
(2) Election to apply regulations to earlier 

taxable years. 

[T.D. 8552, 59 FR 34988, July 8, 1994, as amend-
ed by T.D. 8632, 60 FR 65557, Dec. 20, 1995; 61 
FR 7157, Feb. 26, 1996; T.D. 8670, 61 FR 21956, 
May 13, 1996; T.D. 9088, 68 FR 51177, Aug. 26, 
2003; T.D. 9278, 71 FR 44479, Aug. 4, 2006; T.D. 
9441, 74 FR 348, Jan. 5, 2009, 74 FR 9571, Mar. 
5, 2009; T.D. 9456, 74 FR 38837, Aug. 4, 2009; 
T.D. 9568, 76 FR 80087, Dec. 22, 2011] 

EDITORIAL NOTE: At 71 FR 44479, Aug. 8, 
2006, section 1.482–0 was amended by revising 
the entry for (f)(2)(ii)(B). However, because 
of inaccurate amendatory language, this 
amendment could not be incorporated. For 
the convenience of the user, the language at 
71 FR 44479 is set forth as follows: 

§ 1.482–0 Outline of regulations under sec-
tion 482. 

* * * * * 

(f) * * * 
(2) * * * 
(ii) * * * 
(A) [Reserved]. For further guidance, see 

§ 1.482–0T, the entry for § 1.482–1T(f)(2)(ii)(A). 
(iii) * * * 
(B) [Reserved]. For further guidance, see 

§ 1.482–0T, the entry for § 1.482–1T(f)(2)(iii)(B). 

§ 1.482–1 Allocation of income and de-
ductions among taxpayers. 

(a) In general—(1) Purpose and scope. 
The purpose of section 482 is to ensure 
that taxpayers clearly reflect income 
attributable to controlled transactions 
and to prevent the avoidance of taxes 
with respect to such transactions. Sec-
tion 482 places a controlled taxpayer on 
a tax parity with an uncontrolled tax-
payer by determining the true taxable 
income of the controlled taxpayer. This 
section sets forth general principles 
and guidelines to be followed under 
section 482. Section 1.482–2 provides 
rules for the determination of the true 
taxable income of controlled taxpayers 
in specific situations, including con-
trolled transactions involving loans or 
advances or the use of tangible prop-
erty. Sections 1.482–3 through 1.482–6 
provide rules for the determination of 
the true taxable income of controlled 
taxpayers in cases involving the trans-
fer of property. Section 1.482–7T sets 
forth the cost sharing provisions appli-
cable to taxable years beginning on or 
after January 5, 2009. Section 1.482–8 
provides examples illustrating the ap-
plication of the best method rule. Fi-
nally, § 1.482–9 provides rules for the de-
termination of the true taxable income 
of controlled taxpayers in cases involv-
ing the performance of services. 

(2) Authority to make allocations. The 
district director may make allocations 
between or among the members of a 
controlled group if a controlled tax-
payer has not reported its true taxable 
income. In such case, the district direc-
tor may allocate income, deductions, 
credits, allowances, basis, or any other 
item or element affecting taxable in-
come (referred to as allocations). The 
appropriate allocation may take the 
form of an increase or decrease in any 
relevant amount. 

(3) Taxpayer’s use of section 482. If nec-
essary to reflect an arm’s length re-
sult, a controlled taxpayer may report 
on a timely filed U.S. income tax re-
turn (including extensions) the results 
of its controlled transactions based 
upon prices different from those actu-
ally charged. Except as provided in this 
paragraph, section 482 grants no other 
right to a controlled taxpayer to apply 
the provisions of section 482 at will or 
to compel the district director to apply 
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such provisions. Therefore, no un-
timely or amended returns will be per-
mitted to decrease taxable income 
based on allocations or other adjust-
ments with respect to controlled trans-
actions. See § 1.6662–6T(a)(2) or suc-
cessor regulations. 

(b) Arm’s length standard—(1) In gen-
eral. In determining the true taxable 
income of a controlled taxpayer, the 
standard to be applied in every case is 
that of a taxpayer dealing at arm’s 
length with an uncontrolled taxpayer. 
A controlled transaction meets the 
arm’s length standard if the results of 
the transaction are consistent with the 
results that would have been realized if 
uncontrolled taxpayers had engaged in 
the same transaction under the same 
circumstances (arm’s length result). 
However, because identical trans-
actions can rarely be located, whether 
a transaction produces an arm’s length 
result generally will be determined by 
reference to the results of comparable 
transactions under comparable cir-
cumstances. See § 1.482–1(d)(2) (Stand-
ard of comparability). Evaluation of 
whether a controlled transaction pro-
duces an arm’s length result is made 
pursuant to a method selected under 
the best method rule described in 
§ 1.482–1(c). 

(2) Arm’s length methods—(i) Methods. 
Sections 1.482–2 through 1.482–7 and 
1.482–9 provide specific methods to be 
used to evaluate whether transactions 
between or among members of the con-
trolled group satisfy the arm’s length 
standard, and if they do not, to deter-
mine the arm’s length result. This sec-
tion provides general principles appli-
cable in determining arm’s length re-
sults of such controlled transactions, 
but do not provide methods, for which 
reference must be made to those other 
sections in accordance with paragraphs 
(b)(2)(ii) and (iii) of this section. Sec-
tion 1.482–7 provides the specific meth-
ods to be used to evaluate whether a 
cost sharing arrangement as defined in 
§ 1.482–7 produces results consistent 
with an arm’s length result. 

(ii) Selection of category of method ap-
plicable to transaction. The methods 
listed in § 1.482–2 apply to different 
types of transactions, such as transfers 
of property, services, loans or ad-
vances, and rentals. Accordingly, the 

method or methods most appropriate 
to the calculation of arm’s length re-
sults for controlled transactions must 
be selected, and different methods may 
be applied to interrelated transactions 
if such transactions are most reliably 
evaluated on a separate basis. For ex-
ample, if services are provided in con-
nection with the transfer of property, 
it may be appropriate to separately 
apply the methods applicable to serv-
ices and property in order to determine 
an arm’s length result. But see § 1.482– 
1(f)(2)(i) (Aggregation of transactions). 
In addition, other applicable provisions 
of the Code may affect the character-
ization of a transaction, and therefore 
affect the methods applicable under 
section 482. See for example section 467. 

(iii) Coordination of methods applicable 
to certain intangible development ar-
rangements. Section 1.482–7 provides the 
specific methods to be used to deter-
mine arm’s length results of controlled 
transactions in connection with a cost 
sharing arrangement as defined in 
§ 1.482–7. Sections 1.482–4 and 1.482–9, as 
appropriate, provide the specific meth-
ods to be used to determine arm’s 
length results of arrangements, includ-
ing partnerships, for sharing the costs 
and risks of developing intangibles, 
other than a cost sharing arrangement 
covered by § 1.482–7. See also §§ 1.482– 
4(g) (Coordination with rules governing 
cost sharing arrangements) and 1.482– 
9(m)(3) (Coordination with rules gov-
erning cost sharing arrangements). 

(c) Best method rule—(1) In general. 
The arm’s length result of a controlled 
transaction must be determined under 
the method that, under the facts and 
circumstances, provides the most reli-
able measure of an arm’s length result. 
Thus, there is no strict priority of 
methods, and no method will invari-
ably be considered to be more reliable 
than others. An arm’s length result 
may be determined under any method 
without establishing the inapplica-
bility of another method, but if an-
other method subsequently is shown to 
produce a more reliable measure of an 
arm’s length result, such other method 
must be used. Similarly, if two or more 
applications of a single method provide 
inconsistent results, the arm’s length 
result must be determined under the 
application that, under the facts and 
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circumstances, provides the most reli-
able measure of an arm’s length result. 
See § 1.482–8 for examples of the appli-
cation of the best method rule. See 
§ 1.482–7 for the applicable methods in 
the case of a cost sharing arrangement. 

(2) Determining the best method. Data 
based on the results of transactions be-
tween unrelated parties provides the 
most objective basis for determining 
whether the results of a controlled 
transaction are arm’s length. Thus, in 
determining which of two or more 
available methods (or applications of a 
single method) provides the most reli-
able measure of an arm’s length result, 
the two primary factors to take into 
account are the degree of com-
parability between the controlled 
transaction (or taxpayer) and any un-
controlled comparables, and the qual-
ity of the data and assumptions used in 
the analysis. In addition, in certain cir-
cumstances, it also may be relevant to 
consider whether the results of an 
analysis are consistent with the results 
of an analysis under another method. 
These factors are explained in para-
graphs (c)(2)(i), (ii), and (iii) of this sec-
tion. 

(i) Comparability. The relative reli-
ability of a method based on the re-
sults of transactions between unrelated 
parties depends on the degree of com-
parability between the controlled 
transaction or taxpayers and the un-
controlled comparables, taking into ac-
count the factors described in § 1.482– 
1(d)(3) (Factors for determining com-
parability), and after making adjust-
ments for differences, as described in 
§ 1.482–1(d)(2) (Standard of com-
parability). As the degree of com-
parability increases, the number and 
extent of potential differences that 
could render the analysis inaccurate is 
reduced. In addition, if adjustments are 
made to increase the degree of com-
parability, the number, magnitude, and 
reliability of those adjustments will af-
fect the reliability of the results of the 
analysis. Thus, an analysis under the 
comparable uncontrolled price method 
will generally be more reliable than 
analyses obtained under other methods 
if the analysis is based on closely com-
parable uncontrolled transactions, be-
cause such an analysis can be expected 
to achieve a higher degree of com-

parability and be susceptible to fewer 
differences than analyses under other 
methods. See § 1.482–3(b)(2)(ii)(A). An 
analysis will be relatively less reliable, 
however, as the uncontrolled trans-
actions become less comparable to the 
controlled transaction. 

(ii) Data and assumptions. Whether a 
method provides the most reliable 
measure of an arm’s length result also 
depends upon the completeness and ac-
curacy of the underlying data, the reli-
ability of the assumptions, and the sen-
sitivity of the results to possible defi-
ciencies in the data and assumptions. 
Such factors are particularly relevant 
in evaluating the degree of com-
parability between the controlled and 
uncontrolled transactions. These fac-
tors are discussed in paragraphs 
(c)(2)(ii) (A), (B), and (C) of this sec-
tion. 

(A) Completeness and accuracy of data. 
The completeness and accuracy of the 
data affects the ability to identify and 
quantify those factors that would af-
fect the result under any particular 
method. For example, the complete-
ness and accuracy of data will deter-
mine the extent to which it is possible 
to identify differences between the con-
trolled and uncontrolled transactions, 
and the reliability of adjustments that 
are made to account for such dif-
ferences. An analysis will be relatively 
more reliable as the completeness and 
accuracy of the data increases. 

(B) Reliability of assumptions. All 
methods rely on certain assumptions. 
The reliability of the results derived 
from a method depends on the sound-
ness of such assumptions. Some as-
sumptions are relatively reliable. For 
example, adjustments for differences in 
payment terms between controlled and 
uncontrolled transactions may be 
based on the assumption that at arm’s 
length such differences would lead to 
price differences that reflect the time 
value of money. Although selection of 
the appropriate interest rate to use in 
making such adjustments involves 
some judgement, the economic anal-
ysis on which the assumption is based 
is relatively sound. Other assumptions 
may be less reliable. For example, the 
residual profit split method may be 
based on the assumption that capital-
ized intangible development expenses 
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reflect the relative value of the intan-
gible property contributed by each 
party. Because the costs of developing 
an intangible may not be related to its 
market value, the soundness of this as-
sumption will affect the reliability of 
the results derived from this method. 

(C) Sensitivity of results to deficiencies 
in data and assumptions. Deficiencies in 
the data used or assumptions made 
may have a greater effect on some 
methods than others. In particular, the 
reliability of some methods is heavily 
dependent on the similarity of property 
or services involved in the controlled 
and uncontrolled transaction. For cer-
tain other methods, such as the resale 
price method, the analysis of the ex-
tent to which controlled and uncon-
trolled taxpayers undertake the same 
or similar functions, employ similar 
resources, and bear similar risks is par-
ticularly important. Finally, under 
other methods, such as the profit split 
method, defining the relevant business 
activity and appropriate allocation of 
costs, income, and assets may be of 
particular importance. Therefore, a dif-
ference between the controlled and un-
controlled transactions for which an 
accurate adjustment cannot be made 
may have a greater effect on the reli-
ability of the results derived under one 
method than the results derived under 
another method. For example, dif-
ferences in management efficiency may 
have a greater effect on a comparable 
profits method analysis than on a com-
parable uncontrolled price method 
analysis, while differences in product 
characteristics will ordinarily have a 
greater effect on a comparable uncon-
trolled price method analysis than on a 
comparable profits method analysis. 

(iii) Confirmation of results by another 
method. If two or more methods 
produce inconsistent results, the best 
method rule will be applied to select 
the method that provides the most reli-
able measure of an arm’s length result. 
If the best method rule does not clearly 
indicate which method should be se-
lected, an additional factor that may 
be taken into account in selecting a 
method is whether any of the com-
peting methods produce results that 
are consistent with the results ob-
tained from the appropriate applica-
tion of another method. Further, in 

evaluating different applications of the 
same method, the fact that a second 
method (or another application of the 
first method) produces results that are 
consistent with one of the competing 
applications may be taken into ac-
count. 

(d) Comparability—(1) In general. 
Whether a controlled transaction pro-
duces an arm’s length result is gen-
erally evaluated by comparing the re-
sults of that transaction to results re-
alized by uncontrolled taxpayers en-
gaged in comparable transactions 
under comparable circumstances. For 
this purpose, the comparability of 
transactions and circumstances must 
be evaluated considering all factors 
that could affect prices or profits in 
arm’s length dealings (comparability 
factors). While a specific comparability 
factor may be of particular importance 
in applying a method, each method re-
quires analysis of all of the factors 
that affect comparability under that 
method. Such factors include the fol-
lowing— 

(i) Functions; 
(ii) Contractual terms; 
(iii) Risks; 
(iv) Economic conditions; and 
(v) Property or services. 
(2) Standard of comparability. In order 

to be considered comparable to a con-
trolled transaction, an uncontrolled 
transaction need not be identical to 
the controlled transaction, but must be 
sufficiently similar that it provides a 
reliable measure of an arm’s length re-
sult. If there are material differences 
between the controlled and uncon-
trolled transactions, adjustments must 
be made if the effect of such differences 
on prices or profits can be ascertained 
with sufficient accuracy to improve the 
reliability of the results. For purposes 
of this section, a material difference is 
one that would materially affect the 
measure of an arm’s length result 
under the method being applied. If ad-
justments for material differences can-
not be made, the uncontrolled trans-
action may be used as a measure of an 
arm’s length result, but the reliability 
of the analysis will be reduced. Gen-
erally, such adjustments must be made 
to the results of the uncontrolled com-
parable and must be based on commer-
cial practices, economic principles, or 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00615 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



606 

26 CFR Ch. I (4–1–13 Edition) § 1.482–1 

statistical analyses. The extent and re-
liability of any adjustments will affect 
the relative reliability of the analysis. 
See § 1.482–1(c)(1) (Best method rule). In 
any event, unadjusted industry average 
returns themselves cannot establish 
arm’s length results. 

(3) Factors for determining com-
parability. The comparability factors 
listed in § 1.482–1(d)(1) are discussed in 
this section. Each of these factors must 
be considered in determining the de-
gree of comparability between trans-
actions or taxpayers and the extent to 
which comparability adjustments may 
be necessary. In addition, in certain 
cases involving special circumstances, 
the rules under paragraph (d)(4) of this 
section must be considered. 

(i) Functional analysis. Determining 
the degree of comparability between 
controlled and uncontrolled trans-
actions requires a comparison of the 
functions performed, and associated re-
sources employed, by the taxpayers in 
each transaction. This comparison is 
based on a functional analysis that 
identifies and compares the economi-
cally significant activities undertaken, 
or to be undertaken, by the taxpayers 
in both controlled and uncontrolled 
transactions. A functional analysis 
should also include consideration of 
the resources that are employed, or to 
be employed, in conjunction with the 
activities undertaken, including con-
sideration of the type of assets used, 
such as plant and equipment, or the 
use of valuable intangibles. A func-
tional analysis is not a pricing method 
and does not itself determine the arm’s 
length result for the controlled trans-
action under review. Functions that 
may need to be accounted for in deter-
mining the comparability of two trans-
actions include— 

(A) Research and development; 
(B) Product design and engineering; 
(C) Manufacturing, production and 

process engineering; 
(D) Product fabrication, extraction, 

and assembly; 
(E) Purchasing and materials man-

agement; 
(F) Marketing and distribution func-

tions, including inventory manage-
ment, warranty administration, and 
advertising activities; 

(G) Transportation and warehousing; 
and 

(H) Managerial, legal, accounting and 
finance, credit and collection, training, 
and personnel management services. 

(ii) Contractual terms—(A) In general. 
Determining the degree of com-
parability between the controlled and 
uncontrolled transactions requires a 
comparison of the significant contrac-
tual terms that could affect the results 
of the two transactions. These terms 
include— 

(1) The form of consideration charged 
or paid; 

(2) Sales or purchase volume; 
(3) The scope and terms of warranties 

provided; 
(4) Rights to updates, revisions or 

modifications; 
(5) The duration of relevant license, 

contract or other agreements, and ter-
mination or renegotiation rights; 

(6) Collateral transactions or ongoing 
business relationships between the 
buyer and the seller, including arrange-
ments for the provision of ancillary or 
subsidiary services; and 

(7) Extension of credit and payment 
terms. Thus, for example, if the time 
for payment of the amount charged in 
a controlled transaction differs from 
the time for payment of the amount 
charged in an uncontrolled trans-
action, an adjustment to reflect the 
difference in payment terms should be 
made if such difference would have a 
material effect on price. Such com-
parability adjustment is required even 
if no interest would be allocated or im-
puted under § 1.482–2(a) or other appli-
cable provisions of the Internal Rev-
enue Code or regulations. 

(B) Identifying contractual terms—(1) 
Written agreement. The contractual 
terms, including the consequent alloca-
tion of risks, that are agreed to in 
writing before the transactions are en-
tered into will be respected if such 
terms are consistent with the economic 
substance of the underlying trans-
actions. In evaluating economic sub-
stance, greatest weight will be given to 
the actual conduct of the parties, and 
the respective legal rights of the par-
ties (see, for example, § 1.482–4(f)(3) 
(Ownership of intangible property)). If 
the contractual terms are inconsistent 
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with the economic substance of the un-
derlying transaction, the district direc-
tor may disregard such terms and im-
pute terms that are consistent with the 
economic substance of the transaction. 

(2) No written agreement. In the ab-
sence of a written agreement, the dis-
trict director may impute a contrac-
tual agreement between the controlled 
taxpayers consistent with the eco-
nomic substance of the transaction. In 
determining the economic substance of 
the transaction, greatest weight will be 
given to the actual conduct of the par-
ties and their respective legal rights 
(see, for example, § 1.482–4(f)(3) (Owner-
ship of intangible property)). For ex-
ample, if, without a written agreement, 
a controlled taxpayer operates at full 
capacity and regularly sells all of its 
output to another member of its con-
trolled group, the district director may 
impute a purchasing contract from the 
course of conduct of the controlled tax-
payers, and determine that the pro-
ducer bears little risk that the buyer 
will fail to purchase its full output. 
Further, if an established industry con-
vention or usage of trade assigns a risk 
or resolves an issue, that convention or 
usage will be followed if the conduct of 
the taxpayers is consistent with it. See 
UCC 1–205. For example, unless other-
wise agreed, payment generally is due 
at the time and place at which the 
buyer is to receive goods. See UCC 2– 
310. 

(C) Examples. The following examples 
illustrate this paragraph (d)(3)(ii). 

Example 1. Differences in volume. USP, a 
United States agricultural exporter, regu-
larly buys transportation services from 
FSub, its foreign subsidiary, to ship its prod-
ucts from the United States to overseas mar-
kets. Although FSub occasionally provides 
transportation services to URA, an unrelated 
domestic corporation, URA accounts for only 
10% of the gross revenues of FSub, and the 
remaining 90% of FSub’s gross revenues are 
attributable to FSub’s transactions with 
USP. In determining the degree of com-
parability between FSub’s uncontrolled 
transaction with URA and its controlled 
transaction with USP, the difference in vol-
umes involved in the two transactions and 
the regularity with which these services are 
provided must be taken into account if such 
difference would have a material effect on 
the price charged. Inability to make reliable 
adjustments for these differences would af-
fect the reliability of the results derived 

from the uncontrolled transaction as a meas-
ure of the arm’s length result. 

Example 2. Reliability of adjustment for dif-
ferences in volume.(i) FS manufactures prod-
uct XX and sells that product to its parent 
corporation, P. FS also sells product XX to 
uncontrolled taxpayers at a price of $100 per 
unit. Except for the volume of each trans-
action, the sales to P and to uncontrolled 
taxpayers take place under substantially the 
same economic conditions and contractual 
terms. In uncontrolled transactions, FS of-
fers a 2% discount for quantities of 20 per 
order, and a 5% discount for quantities of 100 
per order. If P purchases product XX in 
quantities of 60 per order, in the absence of 
other reliable information, it may reason-
ably be concluded that the arm’s length 
price to P would be $100, less a discount of 
3.5%. 

(ii) If P purchases product XX in quantities 
of 1,000 per order, a reliable estimate of the 
appropriate volume discount must be based 
on proper economic or statistical analysis, 
not necessarily a linear extrapolation from 
the 2% and 5% catalog discounts applicable 
to sales of 20 and 100 units, respectively. 

Example 3. Contractual terms imputed from 
economic substance. (i) FP, a foreign producer 
of wristwatches, is the registered holder of 
the YY trademark in the United States and 
in other countries worldwide. In year 1, FP 
enters the United States market by selling 
YY wristwatches to its newly organized 
United States subsidiary, USSub, for dis-
tribution in the United States market. 
USSub pays FP a fixed price per wristwatch. 
USSub and FP undertake, without separate 
compensation, marketing activities to estab-
lish the YY trademark in the United States 
market. Unrelated foreign producers of 
trademarked wristwatches and their author-
ized United States distributors respectively 
undertake similar marketing activities in 
independent arrangements involving dis-
tribution of trademarked wristwatches in 
the United States market. In years 1 through 
6, USSub markets and sells YY wristwatches 
in the United States. Further, in years 1 
through 6, USSub undertakes incremental 
marketing activities in addition to the ac-
tivities similar to those observed in the inde-
pendent distribution transactions in the 
United States market. FP does not directly 
or indirectly compensate USSub for per-
forming these incremental activities during 
years 1 through 6. Assume that, aside from 
these incremental activities, and after any 
adjustments are made to improve the reli-
ability of the comparison, the price paid per 
wristwatch by the independent, authorized 
distributors of wristwatches would provide 
the most reliable measure of the arm’s 
length price paid per YY wristwatch by 
USSub. 

(ii) By year 7, the wristwatches with the 
YY trademark generate a premium return in 
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the United States market, as compared to 
wristwatches marketed by the independent 
distributors. In year 7, substantially all the 
premium return from the YY trademark in 
the United States market is attributed to 
FP, for example through an increase in the 
price paid per watch by USSub, or by some 
other means. 

(iii) In determining whether an allocation 
of income is appropriate in year 7, the Com-
missioner may consider the economic sub-
stance of the arrangements between USSub 
and FP, and the parties’ course of conduct 
throughout their relationship. Based on this 
analysis, the Commissioner determines that 
it is unlikely that, ex ante, an uncontrolled 
taxpayer operating at arm’s length would en-
gage in the incremental marketing activities 
to develop or enhance intangible property 
owned by another party unless it received 
contemporaneous compensation or otherwise 
had a reasonable anticipation of receiving a 
future benefit from those activities. In this 
case, USSub’s undertaking the incremental 
marketing activities in years 1 through 6 is 
a course of conduct that is inconsistent with 
the parties’ attribution to FP in year 7 of 
substantially all the premium return from 
the enhanced YY trademark in the United 
States market. Therefore, the Commissioner 
may impute one or more agreements be-
tween USSub and FP, consistent with the 
economic substance of their course of con-
duct, which would afford USSub an appro-
priate portion of the premium return from 
the YY trademark wristwatches. For exam-
ple, the Commissioner may impute a sepa-
rate services agreement that affords USSub 
contingent-payment compensation for its in-
cremental marketing activities in years 1 
through 6, which benefited FP by contrib-
uting to the value of the trademark owned 
by FP. In the alternative, the Commissioner 
may impute a long-term, exclusive agree-
ment to exploit the YY trademark in the 
United States that allows USSub to benefit 
from the incremental marketing activities it 
performed. As another alternative, the Com-
missioner may require FP to compensate 
USSub for terminating USSub’s imputed 
long-term, exclusive agreement to exploit 
the YY trademark in the United States, an 
agreement that USSub made more valuable 
at its own expense and risk. The taxpayer 
may present additional facts that could indi-
cate which of these or other alternative 
agreements best reflects the economic sub-
stance of the underlying transactions, con-
sistent with the parties’ course of conduct in 
the particular case. 

Example 4. Contractual terms imputed from 
economic substance. (i) FP, a foreign producer 
of athletic gear, is the registered holder of 
the AA trademark in the United States and 
in other countries worldwide. In year 1, FP 
enters into a licensing agreement that af-
fords its newly organized United States sub-

sidiary, USSub, exclusive rights to certain 
manufacturing and marketing intangible 
property (including the AA trademark) for 
purposes of manufacturing and marketing 
athletic gear in the United States under the 
AA trademark. The contractual terms of this 
agreement obligate USSub to pay FP a roy-
alty based on sales, and also obligate both 
FP and USSub to undertake without sepa-
rate compensation specified types and levels 
of marketing activities. Unrelated foreign 
businesses license independent United States 
businesses to manufacture and market ath-
letic gear in the United States, using trade-
marks owned by the unrelated foreign busi-
nesses. The contractual terms of these un-
controlled transactions require the licensees 
to pay royalties based on sales of the mer-
chandise, and obligate the licensors and li-
censees to undertake without separate com-
pensation specified types and levels of mar-
keting activities. In years 1 through 6, 
USSub manufactures and sells athletic gear 
under the AA trademark in the United 
States. Assume that, after adjustments are 
made to improve the reliability of the com-
parison for any material differences relating 
to marketing activities, manufacturing or 
marketing intangible property, and other 
comparability factors, the royalties paid by 
independent licensees would provide the 
most reliable measure of the arm’s length 
royalty owed by USSub to FP, apart from 
the additional facts in paragraph (ii) of this 
Example 4. 

(ii) In years 1 through 6, USSub performs 
incremental marketing activities with re-
spect to the AA trademark athletic gear, in 
addition to the activities required under the 
terms of the license agreement with FP, that 
are also incremental as compared to those 
observed in the comparables. FP does not di-
rectly or indirectly compensate USSub for 
performing these incremental activities dur-
ing years 1 through 6. By year 7, AA trade-
mark athletic gear generates a premium re-
turn in the United States, as compared to 
similar athletic gear marketed by inde-
pendent licensees. In year 7, USSub and FP 
enter into a separate services agreement 
under which FP agrees to compensate USSub 
on a cost basis for the incremental mar-
keting activities that USSub performed dur-
ing years 1 through 6, and to compensate 
USSub on a cost basis for any incremental 
marketing activities it may perform in year 
7 and subsequent years. In addition, the par-
ties revise the license agreement executed in 
year 1, and increase the royalty to a level 
that attributes to FP substantially all the 
premium return from sales of the AA trade-
mark athletic gear in the United States. 

(iii) In determining whether an allocation 
of income is appropriate in year 7, the Com-
missioner may consider the economic sub-
stance of the arrangements between USSub 
and FP and the parties’ course of conduct 
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throughout their relationship. Based on this 
analysis, the Commissioner determines that 
it is unlikely that, ex ante, an uncontrolled 
taxpayer operating at arm’s length would en-
gage in the incremental marketing activities 
to develop or enhance intangible property 
owned by another party unless it received 
contemporaneous compensation or otherwise 
had a reasonable anticipation of a future 
benefit. In this case, USSub’s undertaking 
the incremental marketing activities in 
years 1 through 6 is a course of conduct that 
is inconsistent with the parties’ adoption in 
year 7 of contractual terms by which FP 
compensates USSub on a cost basis for the 
incremental marketing activities that it per-
formed. Therefore, the Commissioner may 
impute one or more agreements between 
USSub and FP, consistent with the economic 
substance of their course of conduct, which 
would afford USSub an appropriate portion 
of the premium return from the AA trade-
mark athletic gear. For example, the Com-
missioner may impute a separate services 
agreement that affords USSub contingent- 
payment compensation for the incremental 
activities it performed during years 1 
through 6, which benefited FP by contrib-
uting to the value of the trademark owned 
by FP. In the alternative, the Commissioner 
may impute a long-term, exclusive United 
States license agreement that allows USSub 
to benefit from the incremental activities. 
As another alternative, the Commissioner 
may require FP to compensate USSub for 
terminating USSub’s imputed long-term 
United States license agreement, a license 
that USSub made more valuable at its own 
expense and risk. The taxpayer may present 
additional facts that could indicate which of 
these or other alternative agreements best 
reflects the economic substance of the un-
derlying transactions, consistent with the 
parties’ course of conduct in this particular 
case. 

Example 5. Non-arm’s length compensation. 
(i) The facts are the same as in paragraph (i) 
of Example 4. As in Example 4, assume that, 
after adjustments are made to improve the 
reliability of the comparison for any mate-
rial differences relating to marketing activi-
ties, manufacturing or marketing intangible 
property, and other comparability factors, 
the royalties paid by independent licensees 
would provide the most reliable measure of 
the arm’s length royalty owed by USSub to 
FP, apart from the additional facts described 
in paragraph (ii) of this Example 5. 

(ii) In years 1 through 4, USSub performs 
certain incremental marketing activities 
with respect to the AA trademark athletic 
gear, in addition to the activities required 
under the terms of the basic license agree-
ment, that are also incremental as compared 
with those activities observed in the 
comparables. At the start of year 1, FP en-
ters into a separate services agreement with 

USSub, which states that FP will com-
pensate USSub quarterly, in an amount 
equal to specified costs plus X%, for these in-
cremental marketing functions. Further, 
these written agreements reflect the intent 
of the parties that USSub receive such com-
pensation from FP throughout the term of 
the agreement, without regard to the success 
or failure of the promotional activities. Dur-
ing years 1 through 4, USSub performs mar-
keting activities pursuant to the separate 
services agreement and in each year USSub 
receives the specified compensation from FP 
on a cost of services plus basis. 

(iii) In evaluating year 4, the Commis-
sioner performs an analysis of independent 
parties that perform promotional activities 
comparable to those performed by USSub 
and that receive separately-stated com-
pensation on a current basis without contin-
gency. The Commissioner determines that 
the magnitude of the specified cost plus X% 
is outside the arm’s length range in each of 
years 1 through 4. Based on an evaluation of 
all the facts and circumstances, the Commis-
sioner makes an allocation to require pay-
ment of compensation to USSub for the pro-
motional activities performed in year 4, 
based on the median of the interquartile 
range of the arm’s length markups charged 
by the uncontrolled comparables described 
in paragraph (e)(3) of this section. 

(iv) Given that based on facts and cir-
cumstances, the terms agreed by the con-
trolled parties were that FP would bear all 
risks associated with the promotional activi-
ties performed by USSub to promote the AA 
trademark product in the United States mar-
ket, and given that the parties’ conduct dur-
ing the years examined was consistent with 
this allocation of risk, the fact that the cost 
of services plus markup on USSub’s services 
was outside the arm’s length range does not, 
without more, support imputation of addi-
tional contractual terms based on alter-
native views of the economic substance of 
the transaction, such as terms indicating 
that USSub, rather than FP, bore the risk 
associated with these activities. 

Example 6. Contractual terms imputed from 
economic substance. (i) Company X is a mem-
ber of a controlled group that has been in op-
eration in the pharmaceutical sector for 
many years. In years 1 through 4, Company 
X undertakes research and development ac-
tivities. As a result of those activities, Com-
pany X developed a compound that may be 
more effective than existing medications in 
the treatment of certain conditions. 

(ii) Company Y is acquired in year 4 by the 
controlled group that includes Company X. 
Once Company Y is acquired, Company X 
makes available to Company Y a large 
amount of technical data concerning the new 
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compound, which Company Y uses to reg-
ister patent rights with respect to the com-
pound in several jurisdictions, making Com-
pany Y the legal owner of such patents. Com-
pany Y then enters into licensing agree-
ments with group members that afford Com-
pany Y 100% of the premium return attrib-
utable to use of the intangible property by 
its subsidiaries. 

(iii) In determining whether an allocation 
is appropriate in year 4, the Commissioner 
may consider the economic substance of the 
arrangements between Company X and Com-
pany Y, and the parties’ course of conduct 
throughout their relationship. Based on this 
analysis, the Commissioner determines that 
it is unlikely that an uncontrolled taxpayer 
operating at arm’s length would make avail-
able the results of its research and develop-
ment or perform services that resulted in 
transfer of valuable know how to another 
party unless it received contemporaneous 
compensation or otherwise had a reasonable 
anticipation of receiving a future benefit 
from those activities. In this case, Company 
X’s undertaking the research and develop-
ment activities and then providing technical 
data and know-how to Company Y in year 4 
is inconsistent with the registration and sub-
sequent exploitation of the patent by Com-
pany Y. Therefore, the Commissioner may 
impute one or more agreements between 
Company X and Company Y consistent with 
the economic substance of their course of 
conduct, which would afford Company X an 
appropriate portion of the premium return 
from the patent rights. For example, the 
Commissioner may impute a separate serv-
ices agreement that affords Company X con-
tingent-payment compensation for its serv-
ices in year 4 for the benefit of Company Y, 
consisting of making available to Company 
Y technical data, know-how, and other fruits 
of research and development conducted in 
previous years. These services benefited 
Company Y by giving rise to and contrib-
uting to the value of the patent rights that 
were ultimately registered by Company Y. In 
the alternative, the Commissioner may im-
pute a transfer of patentable intangible prop-
erty rights from Company X to Company Y 
immediately preceding the registration of 
patent rights by Company Y. The taxpayer 
may present additional facts that could indi-
cate which of these or other alternative 
agreements best reflects the economic sub-
stance of the underlying transactions, con-
sistent with the parties’ course of conduct in 
the particular case. 

(iii) Risk—(A) Comparability. Deter-
mining the degree of comparability be-
tween controlled and uncontrolled 
transactions requires a comparison of 
the significant risks that could affect 
the prices that would be charged or 

paid, or the profit that would be 
earned, in the two transactions. Rel-
evant risks to consider include— 

(1) Market risks, including fluctua-
tions in cost, demand, pricing, and in-
ventory levels; 

(2) Risks associated with the success 
or failure of research and development 
activities; 

(3) Financial risks, including fluctua-
tions in foreign currency rates of ex-
change and interest rates; 

(4) Credit and collection risks; 
(5) Product liability risks; and 
(6) General business risks related to 

the ownership of property, plant, and 
equipment. 

(B) Identification of taxpayer that bears 
risk. In general, the determination of 
which controlled taxpayer bears a par-
ticular risk will be made in accordance 
with the provisions of § 1.482– 
1(d)(3)(ii)(B) (Identifying contractual 
terms). Thus, the allocation of risks 
specified or implied by the taxpayer’s 
contractual terms will generally be re-
spected if it is consistent with the eco-
nomic substance of the transaction. An 
allocation of risk between controlled 
taxpayers after the outcome of such 
risk is known or reasonably knowable 
lacks economic substance. In consid-
ering the economic substance of the 
transaction, the following facts are rel-
evant— 

(1) Whether the pattern of the con-
trolled taxpayer’s conduct over time is 
consistent with the purported alloca-
tion of risk between the controlled tax-
payers; or where the pattern is 
changed, whether the relevant contrac-
tual arrangements have been modified 
accordingly; 

(2) Whether a controlled taxpayer has 
the financial capacity to fund losses 
that might be expected to occur as the 
result of the assumption of a risk, or 
whether, at arm’s length, another 
party to the controlled transaction 
would ultimately suffer the con-
sequences of such losses; and 

(3) The extent to which each con-
trolled taxpayer exercises managerial 
or operational control over the busi-
ness activities that directly influence 
the amount of income or loss realized. 
In arm’s length dealings, parties ordi-
narily bear a greater share of those 
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risks over which they have relatively 
more control. 

(C) Examples. The following examples 
illustrate this paragraph (d)(3)(iii). 

Example 1. FD, the wholly-owned foreign 
distributor of USM, a U.S. manufacturer, 
buys widgets from USM under a written con-
tract. Widgets are a generic electronic appli-
ance. Under the terms of the contract, FD 
must buy and take title to 20,000 widgets for 
each of the five years of the contract at a 
price of $10 per widget. The widgets will be 
sold under FD’s label, and FD must finance 
any marketing strategies to promote sales in 
the foreign market. There are no rebate or 
buy back provisions. FD has adequate finan-
cial capacity to fund its obligations under 
the contract under any circumstances that 
could reasonably be expected to arise. In 
Years 1, 2 and 3, FD sold only 10,000 widgets 
at a price of $11 per unit. In Year 4, FD sold 
its entire inventory of widgets at a price of 
$25 per unit. Since the contractual terms al-
locating market risk were agreed to before 
the outcome of such risk was known or rea-
sonably knowable, FD had the financial ca-
pacity to bear the market risk that it would 
be unable to sell all of the widgets it pur-
chased currently, and its conduct was con-
sistent over time, FD will be deemed to bear 
the risk. 

Example 2. The facts are the same as in Ex-
ample 1, except that in Year 1 FD had only 
$100,000 in total capital, including loans. In 
subsequent years USM makes no additional 
contributions to the capital of FD, and FD is 
unable to obtain any capital through loans 
from an unrelated party. Nonetheless, USM 
continues to sell 20,000 widgets annually to 
FD under the terms of the contract, and 
USM extends credit to FD to enable it to fi-
nance the purchase. FD does not have the fi-
nancial capacity in Years 1, 2 and 3 to fi-
nance the purchase of the widgets given that 
it could not sell most of the widgets it pur-
chased during those years. Thus, notwith-
standing the terms of the contract, USM and 
not FD assumed the market risk that a sub-
stantial portion of the widgets could not be 
sold, since in that event FD would not be 
able to pay USM for all of the widgets it pur-
chased. 

Example 3. S, a Country X corporation, 
manufactures small motors that it sells to P, 
its U.S. parent. P incorporates the motors 
into various products and sells those prod-
ucts to uncontrolled customers in the United 
States. The contract price for the motors is 
expressed in U.S. dollars, effectively allo-
cating the currency risk for these trans-
actions to S for any currency fluctuations 
between the time the contract is signed and 
payment is made. As long as S has adequate 
financial capacity to bear this currency risk 
(including by hedging all or part of the risk) 
and the conduct of S and P is consistent with 

the terms of the contract (i.e., the contract 
price is not adjusted to reflect exchange rate 
movements), the agreement of the parties to 
allocate the exchange risk to S will be re-
spected. 

Example 4. USSub is the wholly-owned U.S. 
subsidiary of FP, a foreign manufacturer. 
USSub acts as a distributor of goods manu-
factured by FP. FP and USSub execute an 
agreement providing that FP will bear any 
ordinary product liability costs arising from 
defects in the goods manufactured by FP. In 
practice, however, when ordinary product li-
ability claims are sustained against USSub 
and FP, USSub pays the resulting damages. 
Therefore, the district director disregards 
the contractual arrangement regarding prod-
uct liability costs between FP and USSub, 
and treats the risk as having been assumed 
by USSub. 

(iv) Economic conditions. Determining 
the degree of comparability between 
controlled and uncontrolled trans-
actions requires a comparison of the 
significant economic conditions that 
could affect the prices that would be 
charged or paid, or the profit that 
would be earned in each of the trans-
actions. These factors include— 

(A) The similarity of geographic mar-
kets; 

(B) The relative size of each market, 
and the extent of the overall economic 
development in each market; 

(C) The level of the market (e.g., 
wholesale, retail, etc.); 

(D) The relevant market shares for 
the products, properties, or services 
transferred or provided; 

(E) The location-specific costs of the 
factors of production and distribution; 

(F) The extent of competition in each 
market with regard to the property or 
services under review; 

(G) The economic condition of the 
particular industry, including whether 
the market is in contraction or expan-
sion; and 

(H) The alternatives realistically 
available to the buyer and seller. 

(v) Property or services. Evaluating 
the degree of comparability between 
controlled and uncontrolled trans-
actions requires a comparison of the 
property or services transferred in the 
transactions. This comparison may in-
clude any intangible property that is 
embedded in tangible property or serv-
ices being transferred (embedded intan-
gibles). The comparability of the em-
bedded intangibles will be analyzed 
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using the factors listed in § 1.482– 
4(c)(2)(iii)(B)(1) (comparable intangible 
property). The relevance of product 
comparability in evaluating the rel-
ative reliability of the results will de-
pend on the method applied. For guid-
ance concerning the specific com-
parability considerations applicable to 
transfers of tangible and intangible 
property and performance of services, 
see §§ 1.482–3 through 1.482–6 and § 1.482– 
9; see also §§ 1.482–3(f), 1.482–4(f)(4), and 
1.482–9(m), dealing with the coordina-
tion of intangible and tangible prop-
erty and performance of services rules. 

(4) Special circumstances—(i) Market 
share strategy. In certain cir-
cumstances, taxpayers may adopt 
strategies to enter new markets or to 
increase a product’s share of an exist-
ing market (market share strategy). 
Such a strategy would be reflected by 
temporarily increased market develop-
ment expenses or resale prices that are 
temporarily lower than the prices 
charged for comparable products in the 
same market. Whether or not the 
strategy is reflected in the transfer 
price depends on which party to the 
controlled transaction bears the costs 
of the pricing strategy. In any case, the 
effect of a market share strategy on a 
controlled transaction will be taken 
into account only if it can be shown 
that an uncontrolled taxpayer engaged 
in a comparable strategy under com-
parable circumstances for a com-
parable period of time, and the tax-
payer provides documentation that 
substantiates the following— 

(A) The costs incurred to implement 
the market share strategy are borne by 
the controlled taxpayer that would ob-
tain the future profits that result from 
the strategy, and there is a reasonable 
likelihood that the strategy will result 
in future profits that reflect an appro-
priate return in relation to the costs 
incurred to implement it; 

(B) The market share strategy is pur-
sued only for a period of time that is 
reasonable, taking into consideration 
the industry and product in question; 
and 

(C) The market share strategy, the 
related costs and expected returns, and 
any agreement between the controlled 
taxpayers to share the related costs, 

were established before the strategy 
was implemented. 

(ii) Different geographic markets—(A) 
In general. Uncontrolled comparables 
ordinarily should be derived from the 
geographic market in which the con-
trolled taxpayer operates, because 
there may be significant differences in 
economic conditions in different mar-
kets. If information from the same 
market is not available, an uncon-
trolled comparable derived from a dif-
ferent geographic market may be con-
sidered if adjustments are made to ac-
count for differences between the two 
markets. If information permitting ad-
justments for such differences is not 
available, then information derived 
from uncontrolled comparables in the 
most similar market for which reliable 
data is available may be used, but the 
extent of such differences may affect 
the reliability of the method for pur-
poses of the best method rule. For this 
purpose, a geographic market is any 
geographic area in which the economic 
conditions for the relevant product or 
service are substantially the same, and 
may include multiple countries, de-
pending on the economic conditions. 

(B) Example. The following example 
illustrates this paragraph (d)(4)(ii). 

Example. Manuco, a wholly-owned foreign 
subsidiary of P, a U.S. corporation, manufac-
tures products in Country Z for sale to P. No 
uncontrolled transactions are located that 
would provide a reliable measure of the 
arm’s length result under the comparable 
uncontrolled price method. The district di-
rector considers applying the cost plus meth-
od or the comparable profits method. Infor-
mation on uncontrolled taxpayers per-
forming comparable functions under com-
parable circumstances in the same geo-
graphic market is not available. Therefore, 
adjusted data from uncontrolled manufac-
turers in other markets may be considered in 
order to apply the cost plus method. In this 
case, comparable uncontrolled manufactur-
ers are found in the United States. Accord-
ingly, data from the comparable U.S. uncon-
trolled manufacturers, as adjusted to ac-
count for differences between the United 
States and Country Z’s geographic market, 
is used to test the arm’s length price paid by 
P to Manuco. However, the use of such data 
may affect the reliability of the results for 
purposes of the best method rule. See § 1.482– 
1(c). 

(C) Location savings. If an uncon-
trolled taxpayer operates in a different 
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geographic market than the controlled 
taxpayer, adjustments may be nec-
essary to account for significant dif-
ferences in costs attributable to the ge-
ographic markets. These adjustments 
must be based on the effect such dif-
ferences would have on the consider-
ation charged or paid in the controlled 
transaction given the relative competi-
tive positions of buyers and sellers in 
each market. Thus, for example, the 
fact that the total costs of operating in 
a controlled manufacturer’s geographic 
market are less than the total costs of 
operating in other markets ordinarily 
justifies higher profits to the manufac-
turer only if the cost differences would 
increase the profits of comparable un-
controlled manufacturers operating at 
arm’s length, given the competitive po-
sitions of buyers and sellers in that 
market. 

(D) Example. The following example 
illustrates the principles of this para-
graph (d)(4)(ii)(C). 

Example. Couture, a U.S. apparel design 
corporation, contracts with Sewco, its whol-
ly owned Country Y subsidiary, to manufac-
ture its clothes. Costs of operating in Coun-
try Y are significantly lower than the oper-
ating costs in the United States. Although 
clothes with the Couture label sell for a pre-
mium price, the actual production of the 
clothes does not require significant special-
ized knowledge that could not be acquired by 
actual or potential competitors to Sewco at 
reasonable cost. Thus, Sewco’s functions 
could be performed by several actual or po-
tential competitors to Sewco in geographic 
markets that are similar to Country Y. 
Thus, the fact that production is less costly 
in Country Y will not, in and of itself, justify 
additional profits derived from lower oper-
ating costs in Country Y inuring to Sewco, 
because the competitive positions of the 
other actual or potential producers in simi-
lar geographic markets capable of per-
forming the same functions at the same low 
costs indicate that at arm’s length such prof-
its would not be retained by Sewco. 

(iii) Transactions ordinarily not accept-
ed as comparables—(A) In general. 
Transactions ordinarily will not con-
stitute reliable measures of an arm’s 
length result for purposes of this sec-
tion if— 

(1) They are not made in the ordinary 
course of business; or 

(2) One of the principal purposes of 
the uncontrolled transaction was to es-

tablish an arm’s length result with re-
spect to the controlled transaction. 

(B) Examples. The following examples 
illustrate the principle of this para-
graph (d)(4)(iii). 

Example 1. Not in the ordinary course of busi-
ness. USP, a United States manufacturer of 
computer software, sells its products to 
FSub, its foreign distributor in country X. 
Compco, a United States competitor of USP, 
also sells its products in X through unrelated 
distributors. However, in the year under re-
view, Compco is forced into bankruptcy, and 
Compco liquidates its inventory by selling 
all of its products to unrelated distributors 
in X for a liquidation price. Because the sale 
of its entire inventory was not a sale in the 
ordinary course of business, Compco’s sale 
cannot be used as an uncontrolled com-
parable to determine USP’s arm’s length re-
sult from its controlled transaction. 

Example 2. Principal purpose of establishing 
an arm’s length result. USP, a United States 
manufacturer of farm machinery, sells its 
products to FSub, its wholly-owned dis-
tributor in Country Y. USP, operating at 
nearly full capacity, sells 95% of its inven-
tory to FSub. To make use of its excess ca-
pacity, and also to establish a comparable 
uncontrolled price for its transfer price to 
FSub, USP increases its production to full 
capacity. USP sells its excess inventory to 
Compco, an unrelated foreign distributor in 
Country X. Country X has approximately the 
same economic conditions as that of Country 
Y. Because one of the principal purposes of 
selling to Compco was to establish an arm’s 
length price for its controlled transactions 
with FSub, USP’s sale to Compco cannot be 
used as an uncontrolled comparable to deter-
mine USP’s arm’s length result from its con-
trolled transaction. 

(e) Arm’s length range—(1) In general. 
In some cases, application of a pricing 
method will produce a single result 
that is the most reliable measure of an 
arm’s length result. In other cases, ap-
plication of a method may produce a 
number of results from which a range 
of reliable results may be derived. A 
taxpayer will not be subject to adjust-
ment if its results fall within such 
range (arm’s length range). 

(2) Determination of arm’s length 
range—(i) Single method. The arm’s 
length range is ordinarily determined 
by applying a single pricing method se-
lected under the best method rule to 
two or more uncontrolled transactions 
of similar comparability and reli-
ability. Use of more than one method 
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may be appropriate for the purposes de-
scribed in paragraph (c)(2)(iii) of this 
section (Best method rule). 

(ii) Selection of comparables. Uncon-
trolled comparables must be selected 
based upon the comparability criteria 
relevant to the method applied and 
must be sufficiently similar to the con-
trolled transaction that they provide a 
reliable measure of an arm’s length re-
sult. If material differences exist be-
tween the controlled and uncontrolled 
transactions, adjustments must be 
made to the results of the uncontrolled 
transaction if the effect of such dif-
ferences on price or profits can be 
ascertained with sufficient accuracy to 
improve the reliability of the results. 
See § 1.482–1(d)(2) (Standard of com-
parability). The arm’s length range 
will be derived only from those uncon-
trolled comparables that have, or 
through adjustments can be brought 
to, a similar level of comparability and 
reliability, and uncontrolled 
comparables that have a significantly 
lower level of comparability and reli-
ability will not be used in establishing 
the arm’s length range. 

(iii) Comparables included in arm’s 
length range—(A) In general. The arm’s 
length range will consist of the results 
of all of the uncontrolled comparables 
that meet the following conditions: the 
information on the controlled trans-
action and the uncontrolled 
comparables is sufficiently complete 
that it is likely that all material dif-
ferences have been identified, each 
such difference has a definite and rea-
sonably ascertainable effect on price or 
profit, and an adjustment is made to 
eliminate the effect of each such dif-
ference. 

(B) Adjustment of range to increase reli-
ability. If there are no uncontrolled 
comparables described in paragraph 
(e)(2)(iii)(A) of this section, the arm’s 
length range is derived from the results 
of all the uncontrolled comparables, se-
lected pursuant to paragraph (e)(2)(ii) 
of this section, that achieve a similar 
level of comparability and reliability. 
In such cases the reliability of the 
analysis must be increased, where it is 
possible to do so, by adjusting the 
range through application of a valid 
statistical method to the results of all 
of the uncontrolled comparables so se-

lected. The reliability of the analysis is 
increased when statistical methods are 
used to establish a range of results in 
which the limits of the range will be 
determined such that there is a 75 per-
cent probability of a result falling 
above the lower end of the range and a 
75 percent probability of a result fall-
ing below the upper end of the range. 
The interquartile range ordinarily pro-
vides an acceptable measure of this 
range; however a different statistical 
method may be applied if it provides a 
more reliable measure. 

(C) Interquartile range. For purposes 
of this section, the interquartile range 
is the range from the 25th to the 75th 
percentile of the results derived from 
the uncontrolled comparables. For this 
purpose, the 25th percentile is the low-
est result derived from an uncontrolled 
comparable such that at least 25 per-
cent of the results are at or below the 
value of that result. However, if ex-
actly 25 percent of the results are at or 
below a result, then the 25th percentile 
is equal to the average of that result 
and the next higher result derived from 
the uncontrolled comparables. The 75th 
percentile is determined analogously. 

(3) Adjustment if taxpayer’s results are 
outside arm’s length range. If the results 
of a controlled transaction fall outside 
the arm’s length range, the district di-
rector may make allocations that ad-
just the controlled taxpayer’s result to 
any point within the arm’s length 
range. If the interquartile range is used 
to determine the arm’s length range, 
such adjustment will ordinarily be to 
the median of all the results. The me-
dian is the 50th percentile of the re-
sults, which is determined in a manner 
analogous to that described in para-
graph (e)(2)(iii)(C) of this section 
(Interquartile range). In other cases, an 
adjustment normally will be made to 
the arithmetic mean of all the results. 
See § 1.482–1(f)(2)(iii)(D) for determina-
tion of an adjustment when a con-
trolled taxpayer’s result for a multiple 
year period falls outside an arm’s 
length range consisting of the average 
results of uncontrolled comparables 
over the same period. 

(4) Arm’s length range not prerequisite 
to allocation. The rules of this para-
graph (e) do not require that the dis-
trict director establish an arm’s length 
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range prior to making an allocation 
under section 482. Thus, for example, 
the district director may properly pro-
pose an allocation on the basis of a sin-
gle comparable uncontrolled price if 
the comparable uncontrolled price 
method, as described in § 1.482–3(b), has 
been properly applied. However, if the 
taxpayer subsequently demonstrates 
that the results claimed on its income 
tax return are within the range estab-
lished by additional equally reliable 
comparable uncontrolled prices in a 
manner consistent with the require-
ments set forth in § 1.482–1(e)(2)(iii), 
then no allocation will be made. 

(5) Examples. The following examples 
illustrate the principles of this para-
graph (e). 

Example 1. Selection of comparables. (i) To 
evaluate the arm’s length result of a con-
trolled transaction between USSub, the 
United States taxpayer under review, and 
FP, its foreign parent, the district director 
considers applying the resale price method. 
The district director identifies ten potential 
uncontrolled transactions. The distributors 
in all ten uncontrolled transactions purchase 
and resell similar products and perform simi-
lar functions to those of USSub. 

(ii) Data with respect to three of the un-
controlled transactions is very limited, and 
although some material differences can be 
identified and adjusted for, the level of com-
parability of these three uncontrolled 
comparables is significantly lower than that 
of the other seven. Further, of those seven, 
adjustments for the identified material dif-
ferences can be reliably made for only four of 
the uncontrolled transactions. Therefore, 
pursuant to § 1.482–1(e)(2)(ii) only these four 
uncontrolled comparables may be used to es-
tablish an arm’s length range. 

Example 2. Arm’s length range consists of all 
the results. (i) The facts are the same as in 
Example 1. Applying the resale price method 
to the four uncontrolled comparables, and 
making adjustments to the uncontrolled 
comparables pursuant to § 1.482-1(d)(2), the 
district director derives the following re-
sults: 

Comparable Result 
(price) 

1 ............................................................................. $44.00 
2 ............................................................................. 45.00 
3 ............................................................................. 45.00 
4 ............................................................................. 45.50 

(ii) The district director determines that 
data regarding the four uncontrolled trans-
actions is sufficiently complete and accurate 
so that it is likely that all material dif-
ferences between the controlled and uncon-

trolled transactions have been identified, 
such differences have a definite and reason-
ably ascertainable effect, and appropriate 
adjustments were made for such differences. 
Accordingly, if the resale price method is de-
termined to be the best method pursuant to 
§ 1.482–1(c), the arm’s length range for the 
controlled transaction will consist of the re-
sults of all of the uncontrolled comparables, 
pursuant to paragraph (e)(2)(iii)(A) of this 
section. Thus, the arm’s length range in this 
case would be the range from $44 to $45.50. 

Example 3. Arm’s length range limited to 
interquartile range. (i) The facts are the same 
as in Example 2, except in this case there are 
some product and functional differences be-
tween the four uncontrolled comparables and 
USSub. However, the data is insufficiently 
complete to determine the effect of the dif-
ferences. Applying the resale price method to 
the four uncontrolled comparables, and mak-
ing adjustments to the uncontrolled 
comparables pursuant to § 1.482–1(d)(2), the 
district director derives the following re-
sults: 

Uncontrolled comparable Result 
(price) 

1 ............................................................................. $42.00 
2 ............................................................................. 44.00 
3 ............................................................................. 45.00 
4 ............................................................................. 47.50 

(ii) It cannot be established in this case 
that all material differences are likely to 
have been identified and reliable adjust-
ments made for those differences. Accord-
ingly, if the resale price method is deter-
mined to be the best method pursuant to 
§ 1.482–1(c), the arm’s length range for the 
controlled transaction must be established 
pursuant to paragraph (e)(2)(iii)(B) of this 
section. In this case, the district director 
uses the interquartile range to determine the 
arm’s length range, which is the range from 
$43 to $46.25. If USSub’s price falls outside 
this range, the district director may make 
an allocation. In this case that allocation 
would be to the median of the results, or 
$44.50. 

Example 4. Arm’s length range limited to 
interquartile range. (i) To evaluate the arm’s 
length result of controlled transactions be-
tween USP, a United States manufacturing 
company, and FSub, its foreign subsidiary, 
the district director considers applying the 
comparable profits method. The district di-
rector identifies 50 uncontrolled taxpayers 
within the same industry that potentially 
could be used to apply the method. 

(ii) Further review indicates that only 20 of 
the uncontrolled manufacturers engage in 
activities requiring similar capital invest-
ments and technical know-how. Data with 
respect to five of the uncontrolled manufac-
turers is very limited, and although some 
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material differences can be identified and ad-
justed for, the level of comparability of these 
five uncontrolled comparables is signifi-
cantly lower than that of the other 15. In ad-
dition, for those five uncontrolled 
comparables it is not possible to accurately 
allocate costs between the business activity 
associated with the relevant transactions 
and other business activities. Therefore, pur-
suant to § 1.482–1(e)(2)(ii) only the other fif-
teen uncontrolled comparables may be used 
to establish an arm’s length range. 

(iii) Although the data for the fifteen re-
maining uncontrolled comparables is rel-
atively complete and accurate, there is a sig-
nificant possibility that some material dif-
ferences may remain. The district director 
has determined, for example, that it is likely 
that there are material differences in the 
level of technical expertise or in manage-
ment efficiency. Accordingly, if the com-
parable profits method is determined to be 
the best method pursuant to § 1.482–1(c), the 
arm’s length range for the controlled trans-
action may be established only pursuant to 
paragraph (e)(2)(iii)(B) of this section. 

(f) Scope of review—(1) In general. The 
authority to determine true taxable in-
come extends to any case in which ei-
ther by inadvertence or design the tax-
able income, in whole or in part, of a 
controlled taxpayer is other than it 
would have been had the taxpayer, in 
the conduct of its affairs, been dealing 
at arm’s length with an uncontrolled 
taxpayer. 

(i) Intent to evade or avoid tax not a 
prerequisite. In making allocations 
under section 482, the district director 
is not restricted to the case of im-
proper accounting, to the case of a 
fraudulent, colorable, or sham trans-
action, or to the case of a device de-
signed to reduce or avoid tax by shift-
ing or distorting income, deductions, 
credits, or allowances. 

(ii) Realization of income not a pre-
requisite—(A) In general. The district di-
rector may make an allocation under 
section 482 even if the income ulti-
mately anticipated from a series of 
transactions has not been or is never 
realized. For example, if a controlled 
taxpayer sells a product at less than an 
arm’s length price to a related tax-
payer in one taxable year and the sec-
ond controlled taxpayer resells the 
product to an unrelated party in the 
next taxable year, the district director 
may make an appropriate allocation to 
reflect an arm’s length price for the 
sale of the product in the first taxable 

year, even though the second con-
trolled taxpayer had not realized any 
gross income from the resale of the 
product in the first year. Similarly, if 
a controlled taxpayer lends money to a 
related taxpayer in a taxable year, the 
district director may make an appro-
priate allocation to reflect an arm’s 
length charge for interest during such 
taxable year even if the second con-
trolled taxpayer does not realize in-
come during such year. Finally, even if 
two controlled taxpayers realize an 
overall loss that is attributable to a 
particular controlled transaction, an 
allocation under section 482 is not pre-
cluded. 

(B) Example. The following example 
illustrates this paragraph (f)(1)(ii). 

Example. USSub is a U.S. subsidiary of FP, 
a foreign corporation. Parent manufactures 
product X and sells it to USSub. USSub func-
tions as a distributor of product X to unre-
lated customers in the United States. The 
fact that FP may incur a loss on the manu-
facture and sale of product X does not by 
itself establish that USSub, dealing with FP 
at arm’s length, also would incur a loss. An 
independent distributor acting at arm’s 
length with its supplier would in many cir-
cumstances be expected to earn a profit 
without regard to the level of profit earned 
by the supplier. 

(iii) Nonrecognition provisions may not 
bar allocation—(A) In general. If nec-
essary to prevent the avoidance of 
taxes or to clearly reflect income, the 
district director may make an alloca-
tion under section 482 with respect to 
transactions that otherwise qualify for 
nonrecognition of gain or loss under 
applicable provisions of the Internal 
Revenue Code (such as section 351 or 
1031). 

(B) Example. The following example 
illustrates this paragraph (f)(1)(iii). 

Example. (i) In Year 1 USP, a United States 
corporation, bought 100 shares of UR, an un-
related corporation, for $100,000. In Year 2, 
when the value of the UR stock had de-
creased to $40,000, USP contributed all 100 
shares of UR stock to its wholly-owned sub-
sidiary in exchange for subsidiary’s capital 
stock. In Year 3, the subsidiary sold all of 
the UR stock for $40,000 to an unrelated 
buyer, and on its U.S. income tax return, 
claimed a loss of $60,000 attributable to the 
sale of the UR stock. USP and its subsidiary 
do not file a consolidated return. 

(ii) In determining the true taxable income 
of the subsidiary, the district director may 
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disallow the loss of $60,000 on the ground 
that the loss was incurred by USP. National 
Securities Corp. v Commissioner, 137 F.2d 600 
(3rd Cir. 1943), cert. denied, 320 U.S. 794 (1943). 

(iv) Consolidated returns. Section 482 
and the regulations thereunder apply 
to all controlled taxpayers, whether 
the controlled taxpayer files a separate 
or consolidated U.S. income tax return. 
If a controlled taxpayer files a separate 
return, its true separate taxable in-
come will be determined. If a con-
trolled taxpayer is a party to a consoli-
dated return, the true consolidated 
taxable income of the affiliated group 
and the true separate taxable income 
of the controlled taxpayer must be de-
termined consistently with the prin-
ciples of a consolidated return. 

(2) Rules relating to determination of 
true taxable income. The following rules 
must be taken into account in deter-
mining the true taxable income of a 
controlled taxpayer. 

(i) Aggregation of transactions—(A) In 
general. The combined effect of two or 
more separate transactions (whether 
before, during, or after the taxable 
year under review) may be considered, 
if such transactions, taken as a whole, 
are so interrelated that consideration 
of multiple transactions is the most re-
liable means of determining the arm’s 
length consideration for the controlled 
transactions. Generally, transactions 
will be aggregated only when they in-
volve related products or services, as 
defined in § 1.6038A–3(c)(7)(vii). 

(B) Examples. The following examples 
illustrate this paragraph (f)(2)(i). 

Example 1. P enters into a license agree-
ment with S1, its subsidiary, that permits S1 
to use a proprietary manufacturing process 
and to sell the output from this process 
throughout a specified region. S1 uses the 
manufacturing process and sells its output 
to S2, another subsidiary of P, which in turn 
resells the output to uncontrolled parties in 
the specified region. In evaluating the arm’s 
length character of the royalty paid by S1 to 
P, it may be appropriate to consider the 
arm’s length character of the transfer prices 
charged by S1 to S2 and the aggregate profits 
earned by S1 and S2 from the use of the man-
ufacturing process and the sale to uncon-
trolled parties of the products produced by 
S1. 

Example 2. S1, S2, and S3 are Country Z 
subsidiaries of U.S. manufacturer P. S1 is 
the exclusive Country Z distributor of com-
puters manufactured by P. S2 provides mar-

keting services in connection with sales of P 
computers in Country Z, and in this regard 
uses significant marketing intangibles pro-
vided by P. S3 administers the warranty pro-
gram with respect to P computers in Coun-
try Z, including maintenance and repair 
services. In evaluating the arm’s length 
character of the transfer price paid by S1 to 
P, of the fees paid by S2 to P for the use of 
P marketing intangibles, and of the service 
fees earned by S2 and S3, it may be appro-
priate to consider the combined effects of 
these separate transactions because they are 
so interrelated that they are most reliably 
analyzed on an aggregated basis. 

Example 3. The facts are the same as in Ex-
ample 2. In addition, U1, U2, and U3 are un-
controlled taxpayers that carry out func-
tions comparable to those of S1, S2, and S3, 
respectively, with respect to computers pro-
duced by unrelated manufacturers. R1, R2, 
and R3 are a controlled group of taxpayers 
(unrelated to the P controlled group) that 
also carry out functions comparable to those 
of S1, S2, and S3 with respect to computers 
produced by their common parent. Prices 
charged to uncontrolled customers of the R 
group differ from the prices charged to cus-
tomers of U1, U2, and U3. In determining 
whether the transactions of U1, U2, and U3, 
or the transactions of R1, R2, and R3 would 
provide a more reliable measure of the arm’s 
length result, it is determined that the inter-
related R group transactions are more reli-
able than the wholly independent trans-
actions of U1, U2, and U3, given the inter-
relationship of the P group transactions. 

Example 4. P enters into a license agree-
ment with S1 that permits S1 to use a pro-
priety process for manufacturing product X 
and to sell product X to uncontrolled parties 
throughout a specified region. P also sells to 
S1 product Y which is manufactured by P in 
the United States, and which is unrelated to 
product X. Product Y is resold by S1 to un-
controlled parties in the specified region. In 
evaluating the arm’s length character of the 
royalty paid by S1 to P for the use of the 
manufacturing process for product X, and 
the transfer prices charged for unrelated 
product Y, it would not be appropriate to 
consider the combined effects of these sepa-
rate and unrelated transactions. 

(ii) Allocation based on taxpayer’s ac-
tual transactions–(A) In general. The 
Commissioner will evaluate the results 
of a transaction as actually structured 
by the taxpayer unless its structure 
lacks economic substance. However, 
the Commissioner may consider the al-
ternatives available to the taxpayer in 
determining whether the terms of the 
controlled transaction would be ac-
ceptable to an uncontrolled taxpayer 
faced with the same alternatives and 
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operating under comparable cir-
cumstances. In such cases the Commis-
sioner may adjust the consideration 
charged in the controlled transaction 
based on the cost or profit of an alter-
native as adjusted to account for mate-
rial differences between the alternative 
and the controlled transaction, but will 
not restructure the transaction as if 
the alternative had been adopted by 
the taxpayer. See paragraph (d)(3) of 
this section (factors for determining 
comparability; contractual terms and 
risk); §§ 1.482–3(e), 1.482–4(d), and 1.482– 
9(h) (unspecified methods). 

(B) Example. The following example 
illustrates this paragraph (f)(2)(ii). 

Example. P and S are controlled taxpayers. 
P enters into a license agreement with S 
that permits S to use a proprietary process 
for manufacturing product X. Using its sales 
and marketing employees, S sells product X 
to related and unrelated customers outside 
the United States. If the license agreement 
between P and S has economic substance, 
the district director ordinarily will not re-
structure the taxpayer’s transaction to treat 
P as if it had elected to exploit directly the 
manufacturing process. However, the fact 
that P could have manufactured product X 
may be taken into account under § 1.482–4(d) 
in determining the arm’s length consider-
ation for the controlled transaction. For an 
example of such an analysis, see Example in 
§ 1.482–4(d)(2). 

(iii) Multiple year data—(A) In general. 
The results of a controlled transaction 
ordinarily will be compared with the 
results of uncontrolled comparables oc-
curring in the taxable year under re-
view. It may be appropriate, however, 
to consider data relating to the uncon-
trolled comparables or the controlled 
taxpayer for one or more years before 
or after the year under review. If data 
relating to uncontrolled comparables 
from multiple years is used, data relat-
ing to the controlled taxpayer for the 
same years ordinarily must be consid-
ered. However, if such data is not avail-
able, reliable data from other years, as 
adjusted under paragraph (d)(2) (Stand-
ard of comparability) of this section 
may be used. 

(B) Circumstances warranting consider-
ation of multiple year data. The extent 
to which it is appropriate to consider 
multiple year data depends on the 
method being applied and the issue 
being addressed. Circumstances that 

may warrant consideration of data 
from multiple years include the extent 
to which complete and accurate data 
are available for the taxable year under 
review, the effect of business cycles in 
the controlled taxpayer’s industry, or 
the effects of life cycles of the product 
or intangible property being examined. 
Data from one or more years before or 
after the taxable year under review 
must ordinarily be considered for pur-
poses of applying the provisions of 
paragraph (d)(3)(iii) of this section 
(risk), paragraph (d)(4)(i) of this sec-
tion (market share strategy), § 1.482– 
4(f)(2) (periodic adjustments), § 1.482–5 
(comparable profits method), § 1.482–9(f) 
(comparable profits method for serv-
ices), and § 1.482–9(i) (contingent-pay-
ment contractual terms for services). 
On the other hand, multiple year data 
ordinarily will not be considered for 
purposes of applying the comparable 
uncontrolled price method of § 1.482– 
3(b) or the comparable uncontrolled 
services price method of § 1.482–9(c) (ex-
cept to the extent that risk or market 
share strategy issues are present). 

(C) Comparable effect over comparable 
period. Data from multiple years may 
be considered to determine whether the 
same economic conditions that caused 
the controlled taxpayer’s results had a 
comparable effect over a comparable 
period of time on the uncontrolled 
comparables that establish the arm’s 
length range. For example, given that 
uncontrolled taxpayers enter into 
transactions with the ultimate expec-
tation of earning a profit, persistent 
losses among controlled taxpayers may 
be an indication of non-arm’s length 
dealings. Thus, if a controlled taxpayer 
that realizes a loss with respect to a 
controlled transaction seeks to dem-
onstrate that the loss is within the 
arm’s length range, the district direc-
tor may take into account data from 
taxable years other than the taxable 
year of the transaction to determine 
whether the loss was attributable to 
arm’s length dealings. The rule of this 
paragraph (f)(2)(iii)(C) is illustrated by 
Example 3 of paragraph (f)(2)(iii)(E) of 
this section. 

(D) Applications of methods using mul-
tiple year averages. If a comparison of a 
controlled taxpayer’s average result 
over a multiple year period with the 
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average results of uncontrolled 
comparables over the same period 
would reduce the effect of short-term 
variations that may be unrelated to 
transfer pricing, it may be appropriate 
to establish a range derived from the 
average results of uncontrolled 
comparables over a multiple year pe-
riod to determine if an adjustment 
should be made. In such a case the dis-
trict director may make an adjustment 
if the controlled taxpayer’s average re-
sult for the multiple year period is not 
within such range. Such a range must 
be determined in accordance with 
§ 1.482–1(e) (Arm’s length range). An ad-
justment in such a case ordinarily will 
be equal to the difference, if any, be-
tween the controlled taxpayer’s result 
for the taxable year and the mid-point 
of the uncontrolled comparables’ re-
sults for that year. If the interquartile 
range is used to determine the range of 
average results for the multiple year 
period, such adjustment will ordinarily 
be made to the median of all the re-
sults of the uncontrolled comparables 
for the taxable year. See Example 2 of 
§ 1.482–5(e). In other cases, the adjust-
ment normally will be made to the 
arithmetic mean of all the results of 
the uncontrolled comparables for the 
taxable year. However, an adjustment 
will be made only to the extent that it 
would move the controlled taxpayer’s 
multiple year average closer to the 
arm’s length range for the multiple 
year period or to any point within such 
range. In determining a controlled tax-
payer’s average result for a multiple 
year period, adjustments made under 
this section for prior years will be 
taken into account only if such adjust-
ments have been finally determined, as 
described in § 1.482–1(g)(2)(iii). See Ex-
ample 3 of § 1.482–5(e). 

(E) Examples. The following exam-
ples, in which S and P are controlled 
taxpayers, illustrate this paragraph 
(f)(2)(iii). Examples 1 and 4 also illus-
trate the principle of the arm’s length 
range of paragraph (e) of this section. 

Example 1. P sold product Z to S for $60 per 
unit in 1995. Applying the resale price meth-
od to data from uncontrolled comparables 
for the same year establishes an arm’s 
length range of prices for the controlled 
transaction from $52 to $59 per unit. Since 
the price charged in the controlled trans-
action falls outside the range, the district di-

rector would ordinarily make an allocation 
under section 482. However, in this case there 
are cyclical factors that affect the results of 
the uncontrolled comparables (and that of 
the controlled transaction) that cannot be 
adequately accounted for by specific adjust-
ments to the data for 1995. Therefore, the 
district director considers results over mul-
tiple years to account for these factors. 
Under these circumstances, it is appropriate 
to average the results of the uncontrolled 
comparables over the years 1993, 1994, and 
1995 to determine an arm’s length range. The 
averaged results establish an arm’s length 
range of $56 to $58 per unit. For consistency, 
the results of the controlled taxpayers must 
also be averaged over the same years. The 
average price in the controlled transaction 
over the three years is $57. Because the con-
trolled transfer price of product Z falls with-
in the arm’s length range, the district direc-
tor makes no allocation. 

Example 2. (i) FP, a Country X corporation, 
designs and manufactures machinery in 
Country X. FP’s costs are incurred in Coun-
try X currency. USSub is the exclusive dis-
tributor of FP’s machinery in the United 
States. The price of the machinery sold by 
FP to USSub is expressed in Country X cur-
rency. Thus, USSub bears all of the currency 
risk associated with fluctuations in the ex-
change rate between the time the contract is 
signed and the payment is made. The prices 
charged by FP to USSub for 1995 are under 
examination. In that year, the value of the 
dollar depreciated against the currency of 
Country X, and as a result, USSub’s gross 
margin was only 8%. 

(ii) UD is an uncontrolled distributor of 
similar machinery that performs distribu-
tion functions substantially the same as 
those performed by USSub, except that UD 
purchases and resells machinery in trans-
actions where both the purchase and resale 
prices are denominated in U.S. dollars. Thus, 
UD had no currency exchange risk. UD’s 
gross margin in 1995 was 10%. UD’s average 
gross margin for the period 1990 to 1998 has 
been 12%. 

(iii) In determining whether the price 
charged by FP to USSub in 1995 was arm’s 
length, the district director may consider 
USSub’s average gross margin for an appro-
priate period before and after 1995 to deter-
mine whether USSub’s average gross margin 
during the period was sufficiently greater 
than UD’s average gross margin during the 
same period such that USSub was suffi-
ciently compensated for the currency risk it 
bore throughout the period. See § 1.482- 
1(d)(3)(iii) (Risk). 

Example 3. FP manufactures product X in 
Country M and sells it to USSub, which dis-
tributes X in the United States. USSub real-
izes losses with respect to the controlled 
transactions in each of five consecutive tax-
able years. In each of the five consecutive 
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years a different uncontrolled comparable 
realized a loss with respect to comparable 
transactions equal to or greater than 
USSub’s loss. Pursuant to paragraph 
(f)(3)(iii)(C) of this section, the district direc-
tor examines whether the uncontrolled 
comparables realized similar losses over a 
comparable period of time, and finds that 
each of the five comparables realized losses 
in only one of the five years, and their aver-
age result over the five-year period was a 
profit. Based on this data, the district direc-
tor may conclude that the controlled tax-
payer’s results are not within the arm’s 
length range over the five year period, since 
the economic conditions that resulted in the 
controlled taxpayer’s loss did not have a 
comparable effect over a comparable period 
of time on the uncontrolled comparables. 

Example 4. (i) USP, a U.S. corporation, 
manufactures product Y in the United States 
and sells it to FSub, which acts as USP’s ex-
clusive distributor of product Y in Country 
N. The resale price method described in 
§ 1.482–3(c) is used to evaluate whether the 
transfer price charged by USP to FSub for 
the 1994 taxable year for product Y was arm’s 
length. For the period 1992 through 1994, 
FSub had a gross profit margin for each year 
of 13%. A, B, C and D are uncontrolled dis-
tributors of products that compete directly 
with product Y in country N. After making 
appropriate adjustments in accordance with 
§§ 1.482–1(d)(2) and 1.482–3(c), the gross profit 
margins for A, B, C, and D are as follows: 

1992 1993 1994 Aver-
age 

A ................................ 13 3 8 8.00 
B ................................ 11 13 2 8.67 
7C .............................. 4 7 13 8.00 
7D .............................. 7 9 6 7.33 

(ii) Applying the provisions of § 1.482–1(e), 
the district director determines that the 
arm’s length range of the average gross prof-
it margins is between 7.33 and 8.67. The dis-
trict director concludes that FSub’s average 
gross margin of 13% is not within the arm’s 
length range, despite the fact that C’s gross 
profit margin for 1994 was also 13%, since the 
economic conditions that caused S’s result 
did not have a comparable effect over a com-
parable period of time on the results of C or 
the other uncontrolled comparables. In this 
case, the district director makes an alloca-
tion equivalent to adjusting FSub’s gross 
profit margin for 1994 from 13% to the mean 
of the uncontrolled comparables’ results for 
1994 (7.25%). 

(iv) Product lines and statistical tech-
niques. The methods described in 
§§ 1.482–2 through 1.482–6 are generally 
stated in terms of individual trans-
actions. However, because a taxpayer 
may have controlled transactions in-

volving many different products, or 
many separate transactions involving 
the same product, it may be imprac-
tical to analyze every individual trans-
action to determine its arm’s length 
price. In such cases, it is permissible to 
evaluate the arm’s length results by 
applying the appropriate methods to 
the overall results for product lines or 
other groupings. In addition, the arm’s 
length results of all related party 
transactions entered into by a con-
trolled taxpayer may be evaluated by 
employing sampling and other valid 
statistical techniques. 

(v) Allocations apply to results, not 
methods—(A) In general. In evaluating 
whether the result of a controlled 
transaction is arm’s length, it is not 
necessary for the district director to 
determine whether the method or pro-
cedure that a controlled taxpayer em-
ploys to set the terms for its controlled 
transactions corresponds to the meth-
od or procedure that might have been 
used by a taxpayer dealing at arm’s 
length with an uncontrolled taxpayer. 
Rather, the district director will evalu-
ate the result achieved rather than the 
method the taxpayer used to determine 
its prices. 

(B) Example. The following example 
illustrates this paragraph (f)(2)(v). 

Example. (i) FS is a foreign subsidiary of P, 
a U.S. corporation. P manufactures and sells 
household appliances. FS operates as P’s ex-
clusive distributor in Europe. P annually es-
tablishes the price for each of its appliances 
sold to FS as part of its annual budgeting, 
production allocation and scheduling, and 
performance evaluation processes. FS’s ag-
gregate gross margin earned in its distribu-
tion business is 18%. 

(ii) ED is an uncontrolled European dis-
tributor of competing household appliances. 
After adjusting for minor differences in the 
level of inventory, volume of sales, and war-
ranty programs conducted by FS and ED, 
ED’s aggregate gross margin is also 18%. 
Thus, the district director may conclude 
that the aggregate prices charged by P for 
its appliances sold to FS are arm’s length, 
without determining whether the budgeting, 
production, and performance evaluation 
processes of P are similar to such processes 
used by ED. 

(g) Collateral adjustments with respect 
to allocations under section 482—(1) In 
general. The district director will take 
into account appropriate collateral ad-
justments with respect to allocations 
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under section 482. Appropriate collat-
eral adjustments may include correl-
ative allocations, conforming adjust-
ments, and setoffs, as described in this 
paragraph (g). 

(2) Correlative allocations—(i) In gen-
eral. When the district director makes 
an allocation under section 482 (re-
ferred to in this paragraph (g)(2) as the 
primary allocation), appropriate cor-
relative allocations will also be made 
with respect to any other member of 
the group affected by the allocation. 
Thus, if the district director makes an 
allocation of income, the district direc-
tor will not only increase the income of 
one member of the group, but cor-
respondingly decrease the income of 
the other member. In addition, where 
appropriate, the district director may 
make such further correlative alloca-
tions as may be required by the initial 
correlative allocation. 

(ii) Manner of carrying out correlative 
allocation. The district director will 
furnish to the taxpayer with respect to 
which the primary allocation is made a 
written statement of the amount and 
nature of the correlative allocation. 
The correlative allocation must be re-
flected in the documentation of the 
other member of the group that is 
maintained for U.S. tax purposes, with-
out regard to whether it affects the 
U.S. income tax liability of the other 
member for any open year. In some cir-
cumstances the allocation will have an 
immediate U.S. tax effect, by changing 
the taxable income computation of the 
other member (or the taxable income 
computation of a shareholder of the 
other member, for example, under the 
provisions of subpart F of the Internal 
Revenue Code). Alternatively, the cor-
relative allocation may not be re-
flected on any U.S. tax return until a 
later year, for example when a dividend 
is paid. 

(iii) Events triggering correlative alloca-
tion. For purposes of this paragraph 
(g)(2), a primary allocation will not be 
considered to have been made (and 
therefore, correlative allocations are 
not required to be made) until the date 
of a final determination with respect to 
the allocation under section 482. For 
this purpose, a final determination in-
cludes— 

(A) Assessment of tax following exe-
cution by the taxpayer of a Form 870 
(Waiver of Restrictions on Assessment 
and Collection of Deficiency in Tax and 
Acceptance of Overassessment) with re-
spect to such allocation; 

(B) Acceptance of a Form 870–AD 
(Offer of Waiver of Restriction on As-
sessment and Collection of Deficiency 
in Tax and Acceptance of Overassess-
ment); 

(C) Payment of the deficiency; 
(D) Stipulation in the Tax Court of 

the United States; or 
(E) Final determination of tax liabil-

ity by offer-in-compromise, closing 
agreement, or final resolution (deter-
mined under the principles of section 
7481) of a judicial proceeding. 

(iv) Examples. The following examples 
illustrate this paragraph (g)(2). In each 
example, X and Y are members of the 
same group of controlled taxpayers and 
each regularly computes its income on 
a calendar year basis. 

Example 1. (i) In 1996, Y, a U.S. corporation, 
rents a building owned by X, also a U.S. cor-
poration. In 1998 the district director deter-
mines that Y did not pay an arm’s length 
rental charge. The district director proposes 
to increase X’s income to reflect an arm’s 
length rental charge. X consents to the as-
sessment reflecting such adjustment by exe-
cuting Form 870, a Waiver of Restrictions on 
Assessment and Collection of Deficiency in 
Tax and Acceptance of Overassessment. The 
assessment of the tax with respect to the ad-
justment is made in 1998. Thus, the primary 
allocation, as defined in paragraph (g)(2)(i) of 
this section, is considered to have been made 
in 1998. 

(ii) The adjustment made to X’s income 
under section 482 requires a correlative allo-
cation with respect to Y’s income. The dis-
trict director notifies X in writing of the 
amount and nature of the adjustment made 
with respect to Y. Y had net operating losses 
in 1993, 1994, 1995, 1996, and 1997. Although a 
correlative adjustment will not have an ef-
fect on Y’s U.S. income tax liability for 1996, 
an adjustment increasing Y’s net operating 
loss for 1996 will be made for purposes of de-
termining Y’s U.S. income tax liability for 
1998 or a later taxable year to which the in-
creased net operating loss may be carried. 

Example 2. (i) In 1995, X, a U.S. construc-
tion company, provided engineering services 
to Y, a U.S. corporation, in the construction 
of Y’s factory. In 1997, the district director 
determines that the fees paid by Y to X for 
its services were not arm’s length and pro-
poses to make an adjustment to the income 
of X. X consents to an assessment reflecting 
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such adjustment by executing Form 870. An 
assessment of the tax with respect to such 
adjustment is made in 1997. The district di-
rector notifies X in writing of the amount 
and nature of the adjustment to be made 
with respect to Y. 

(ii) The fees paid by Y for X’s engineering 
services properly constitute a capital ex-
penditure. Y does not place the factory into 
service until 1998. Therefore, a correlative 
adjustment increasing Y’s basis in the fac-
tory does not affect Y’s U.S. income tax li-
ability for 1997. However, the correlative ad-
justment must be made in the books and 
records maintained by Y for its U.S. income 
tax purposes and such adjustment will be 
taken into account in computing Y’s allow-
able depreciation or gain or loss on a subse-
quent disposition of the factory. 

Example 3. In 1995, X, a U.S. corporation, 
makes a loan to Y, its foreign subsidiary not 
engaged in a U.S. trade or business. In 1997, 
the district director, upon determining that 
the interest charged on the loan was not 
arm’s length, proposes to adjust X’s income 
to reflect an arm’s length interest rate. X 
consents to an assessment reflecting such al-
location by executing Form 870, and an as-
sessment of the tax with respect to the sec-
tion 482 allocation is made in 1997. The dis-
trict director notifies X in writing of the 
amount and nature of the correlative alloca-
tion to be made with respect to Y. Although 
the correlative adjustment does not have an 
effect on Y’s U.S. income tax liability, the 
adjustment must be reflected in the docu-
mentation of Y that is maintained for U.S. 
tax purposes. Thus, the adjustment must be 
reflected in the determination of the amount 
of Y’s earnings and profits for 1995 and subse-
quent years, and the adjustment must be 
made to the extent it has an effect on any 
person’s U.S. income tax liability for any 
taxable year. 

(3) Adjustments to conform accounts to 
reflect section 482 allocations—(i) In gen-
eral. Appropriate adjustments must be 
made to conform a taxpayer’s accounts 
to reflect allocations made under sec-
tion 482. Such adjustments may include 
the treatment of an allocated amount 
as a dividend or a capital contribution 
(as appropriate), or, in appropriate 
cases, pursuant to such applicable rev-
enue procedures as may be provided by 
the Commissioner (see § 601.601(d)(2) of 
this chapter), repayment of the allo-
cated amount without further income 
tax consequences. 

(ii) Example. The following example 
illustrates the principles of this para-
graph (g)(3). 

Example. Conforming cash accounts. (i) USD, 
a United States corporation, buys Product 
from its foreign parent, FP. In reviewing 
USD’s income tax return, the district direc-
tor determines that the arm’s length price 
would have increased USD’s taxable income 
by $5 million. The district director accord-
ingly adjusts USD’s income to reflect its 
true taxable income. 

(ii) To conform its cash accounts to reflect 
the section 482 allocation made by the dis-
trict director, USD applies for relief under 
Rev. Proc. 65–17, 1965–1 C.B. 833 (see 
§ 601.601(d)(2)(ii)(b) of this chapter), to treat 
the $5 million adjustment as an account re-
ceivable from FP, due as of the last day of 
the year of the transaction, with interest ac-
cruing therefrom. 

(4) Setoffs—(i) In general. If an alloca-
tion is made under section 482 with re-
spect to a transaction between con-
trolled taxpayers, the Commissioner 
will take into account the effect of any 
other non-arm’s length transaction be-
tween the same controlled taxpayers in 
the same taxable year which will result 
in a setoff against the original section 
482 allocation. Such setoff, however, 
will be taken into account only if the 
requirements of paragraph (g)(4)(ii) of 
this section are satisfied. If the effect 
of the setoff is to change the character-
ization or source of the income or de-
ductions, or otherwise distort taxable 
income, in such a manner as to affect 
the U.S. tax liability of any member, 
adjustments will be made to reflect the 
correct amount of each category of in-
come or deductions. For purposes of 
this setoff provision, the term arm’s 
length refers to the amount defined in 
paragraph (b) of this section (arm’s 
length standard), without regard to the 
rules in § 1.482–2(a) that treat certain 
interest rates as arm’s length rates of 
interest. 

(ii) Requirements. The district direc-
tor will take a setoff into account only 
if the taxpayer— 

(A) Establishes that the transaction 
that is the basis of the setoff was not 
at arm’s length and the amount of the 
appropriate arm’s length charge; 

(B) Documents, pursuant to para-
graph (g)(2) of this section, all correl-
ative adjustments resulting from the 
proposed setoff; and 

(C) Notifies the district director of 
the basis of any claimed setoff within 
30 days after the earlier of the date of 
a letter by which the district director 
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transmits an examination report noti-
fying the taxpayer of proposed adjust-
ments or the date of the issuance of the 
notice of deficiency. 

(iii) Examples. The following exam-
ples illustrate this paragraph (g)(4). 

Example 1. P, a U.S. corporation, renders 
construction services to S, its foreign sub-
sidiary in Country Y, in connection with the 
construction of S’s factory. An arm’s length 
charge for such services determined under 
§ 1.482–9 would be $100,000. During the same 
taxable year P makes available to S the use 
of a machine to be used in the construction 
of the factory, and the arm’s length rental 
value of the machine is $25,000. P bills S 
$125,000 for the services, but does not charge 
S for the use of the machine. No allocation 
will be made with respect to the undercharge 
for the machine if P notifies the district di-
rector of the basis of the claimed setoff with-
in 30 days after the date of the letter from 
the district director transmitting the exam-
ination report notifying P of the proposed 
adjustment, establishes that the excess 
amount charged for services was equal to an 
arm’s length charge for the use of the ma-
chine and that the taxable income and in-
come tax liabilities of P are not distorted, 
and documents the correlative allocations 
resulting from the proposed setoff. 

Example 2. The facts are the same as in Ex-
ample 1, except that, if P had reported $25,000 
as rental income and $25,000 less as service 
income, it would have been subject to the 
tax on personal holding companies. Alloca-
tions will be made to reflect the correct 
amounts of rental income and service in-
come. 

(h) Special rules—(1) Small taxpayer 
safe harbor. [Reserved] 

(2) Effect of foreign legal restrictions— 
(i) In general. The district director will 
take into account the effect of a for-
eign legal restriction to the extent 
that such restriction affects the results 
of transactions at arm’s length. Thus, 
a foreign legal restriction will be taken 
into account only to the extent that it 
is shown that the restriction affected 
an uncontrolled taxpayer under com-
parable circumstances for a com-
parable period of time. In the absence 
of evidence indicating the effect of the 
foreign legal restriction on uncon-
trolled taxpayers, the restriction will 
be taken into account only to the ex-
tent provided in paragraphs (h)(2) (iii) 
and (iv) of this section (Deferred in-
come method of accounting). 

(ii) Applicable legal restrictions. For-
eign legal restrictions (whether tem-

porary or permanent) will be taken 
into account for purposes of this para-
graph (h)(2) only if, and so long as, the 
conditions set forth in paragraphs 
(h)(2)(ii) (A) through (D) of this section 
are met. 

(A) The restrictions are publicly pro-
mulgated, generally applicable to all 
similarly situated persons (both con-
trolled and uncontrolled), and not im-
posed as part of a commercial trans-
action between the taxpayer and the 
foreign sovereign; 

(B) The taxpayer (or other member of 
the controlled group with respect to 
which the restrictions apply) has ex-
hausted all remedies prescribed by for-
eign law or practice for obtaining a 
waiver of such restrictions (other than 
remedies that would have a negligible 
prospect of success if pursued); 

(C) The restrictions expressly pre-
vented the payment or receipt, in any 
form, of part or all of the arm’s length 
amount that would otherwise be re-
quired under section 482 (for example, a 
restriction that applies only to the de-
ductibility of an expense for tax pur-
poses is not a restriction on payment 
or receipt for this purpose); and 

(D) The related parties subject to the 
restriction did not engage in any ar-
rangement with controlled or uncon-
trolled parties that had the effect of 
circumventing the restriction, and 
have not otherwise violated the restric-
tion in any material respect. 

(iii) Requirement for electing the de-
ferred income method of accounting. If a 
foreign legal restriction prevents the 
payment or receipt of part or all of the 
arm’s length amount that is due with 
respect to a controlled transaction, the 
restricted amount may be treated as 
deferrable if the following require-
ments are met— 

(A) The controlled taxpayer estab-
lishes to the satisfaction of the district 
director that the payment or receipt of 
the arm’s length amount was prevented 
because of a foreign legal restriction 
and circumstances described in para-
graph (h)(2)(ii) of this section; and 

(B) The controlled taxpayer whose 
U.S. tax liability may be affected by 
the foreign legal restriction elects the 
deferred income method of accounting, 
as described in paragraph (h)(2)(iv) of 
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this section, on a written statement at-
tached to a timely U.S. income tax re-
turn (or an amended return) filed be-
fore the IRS first contacts any member 
of the controlled group concerning an 
examination of the return for the tax-
able year to which the foreign legal re-
striction applies. A written statement 
furnished by a taxpayer subject to the 
Coordinated Examination Program will 
be considered an amended return for 
purposes of this paragraph (h)(2)(iii)(B) 
if it satisfies the requirements of a 
qualified amended return for purposes 
of § 1.6664–2(c)(3) as set forth in those 
regulations or as the Commissioner 
may prescribe by applicable revenue 
procedures. The election statement 
must identify the affected trans-
actions, the parties to the trans-
actions, and the applicable foreign 
legal restrictions. 

(iv) Deferred income method of account-
ing. If the requirements of paragraph 
(h)(2)(ii) of this section are satisfied, 
any portion of the arm’s length 
amount, the payment or receipt of 
which is prevented because of applica-
ble foreign legal restrictions, will be 
treated as deferrable until payment or 
receipt of the relevant item ceases to 
be prevented by the foreign legal re-
striction. For purposes of the deferred 
income method of accounting under 
this paragraph (h)(2)(iv), deductions 
(including the cost or other basis of in-
ventory and other assets sold or ex-
changed) and credits properly charge-
able against any amount so deferred, 
are subject to deferral under the provi-
sions of § 1.461- 1(a)(4). In addition, in-
come is deferrable under this deferred 
income method of accounting only to 
the extent that it exceeds the related 
deductions already claimed in open 
taxable years to which the foreign 
legal restriction applied. 

(v) Examples. The following examples, 
in which Sub is a Country FC sub-
sidiary of U.S. corporation, Parent, il-
lustrate this paragraph (h)(2). 

Example 1. Parent licenses an intangible to 
Sub. FC law generally prohibits payments by 
any person within FC to recipients outside 
the country. The FC law meets the require-
ments of paragraph (h)(2)(ii) of this section. 
There is no evidence of unrelated parties en-
tering into transactions under comparable 
circumstances for a comparable period of 
time, and the foreign legal restrictions will 

not be taken into account in determining the 
arm’s length amount. The arm’s length roy-
alty rate for the use of the intangible prop-
erty in the absence of the foreign restriction 
is 10% of Sub’s sales in country FC. However, 
because the requirements of paragraph 
(h)(2)(ii) of this section are satisfied, Parent 
can elect the deferred income method of ac-
counting by attaching to its timely filed 
U.S. income tax return a written statement 
that satisfies the requirements of paragraph 
(h)(2)(iii)(B) of this section. 

Example 2. (i) The facts are the same as in 
Example 1, except that Sub, although it 
makes no royalty payment to Parent, ar-
ranges with an unrelated intermediary to 
make payments equal to an arm’s length 
amount on its behalf to Parent. 

(ii) The district director makes an alloca-
tion of royalty income to Parent, based on 
the arm’s length royalty rate of 10%. Fur-
ther, the district director determines that 
because the arrangement with the third 
party had the effect of circumventing the FC 
law, the requirements of paragraph 
(h)(2)(ii)(D) of this section are not satisfied. 
Thus, Parent could not validly elect the de-
ferred income method of accounting, and the 
allocation of royalty income cannot be 
treated as deferrable. In appropriate cir-
cumstances, the district director may permit 
the amount of the distribution to be treated 
as payment by Sub of the royalty allocated 
to Parent, under the provisions of § 1.482–1(g) 
(Collateral adjustments). 

Example 3. The facts are the same as in Ex-
ample 1, except that the laws of FC do not 
prevent distributions from corporations to 
their shareholders. Sub distributes an 
amount equal to 8% of its sales in country 
FC. Because the laws of FC did not expressly 
prevent all forms of payment from Sub to 
Parent, Parent cannot validly elect the de-
ferred income method of accounting with re-
spect to any of the arm’s length royalty 
amount. In appropriate circumstances, the 
district director may permit the 8% that was 
distributed to be treated as payment by Sub 
of the royalty allocated to Parent, under the 
provisions of § 1.482–1(g) (Collateral adjust-
ments). 

Example 4. The facts are the same as in Ex-
ample 1, except that Country FC law permits 
the payment of a royalty, but limits the 
amount to 5% of sales, and Sub pays the 5% 
royalty to Parent. Parent demonstrates the 
existence of a comparable uncontrolled 
transaction for purposes of the comparable 
uncontrolled transaction method in which an 
uncontrolled party accepted a royalty rate of 
5%. Given the evidence of the comparable 
uncontrolled transaction, the 5% royalty 
rate is determined to be the arm’s length 
royalty rate. 
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(3) Coordination with section 936—(i) 
Cost sharing under section 936. If a pos-
sessions corporation makes an election 
under section 936(h)(5)(C)(i)(I), the cor-
poration must make a section 936 cost 
sharing payment that is at least equal 
to the payment that would be required 
under section 482 if the electing cor-
poration were a foreign corporation. In 
determining the payment that would 
be required under section 482 for this 
purpose, the provisions of §§ 1.482–1 and 
1.482–4 will be applied, and to the ex-
tent relevant to the valuation of intan-
gibles, §§ 1.482–5 and 1.482–6 will be ap-
plied. The provisions of section 
936(h)(5)(C)(i)(II) (Effect of Election— 
electing corporation treated as owner 
of intangible property) do not apply 
until the payment that would be re-
quired under section 482 has been deter-
mined. 

(ii) Use of terms. A cost sharing pay-
ment, for the purposes of section 
936(h)(5)(C)(i)(I), is calculated using the 
provisions of section 936 and the regu-
lations thereunder and the provisions 
of this paragraph (h)(3). The provisions 
relating to cost sharing under section 
482 do not apply to payments made pur-
suant to an election under section 
936(h)(5)(C)(i)(I). Similarly, a profit 
split payment, for the purposes of sec-
tion 936(h)(5)(C)(ii)(I), is calculated 
using the provisions of section 936 and 
the regulations thereunder, not section 
482 and the regulations thereunder. 

(i) Definitions. The definitions set 
forth in paragraphs (i)(1) through (i)(10) 
of this section apply to this section and 
§§ 1.482–2 through 1.482–9. 

(1) Organization includes an organiza-
tion of any kind, whether a sole propri-
etorship, a partnership, a trust, an es-
tate, an association, or a corporation 
(as each is defined or understood in the 
Internal Revenue Code or the regula-
tions thereunder), irrespective of the 
place of organization, operation, or 
conduct of the trade or business, and 
regardless of whether it is a domestic 
or foreign organization, whether it is 
an exempt organization, or whether it 
is a member of an affiliated group that 
files a consolidated U.S. income tax re-
turn, or a member of an affiliated 
group that does not file a consolidated 
U.S. income tax return. 

(2) Trade or business includes a trade 
or business activity of any kind, re-
gardless of whether or where organized, 
whether owned individually or other-
wise, and regardless of the place of op-
eration. Employment for compensation 
will constitute a separate trade or 
business from the employing trade or 
business. 

(3) Taxpayer means any person, orga-
nization, trade or business, whether or 
not subject to any internal revenue 
tax. 

(4) Controlled includes any kind of 
control, direct or indirect, whether le-
gally enforceable or not, and however 
exercisable or exercised, including con-
trol resulting from the actions of two 
or more taxpayers acting in concert or 
with a common goal or purpose. It is 
the reality of the control that is deci-
sive, not its form or the mode of its ex-
ercise. A presumption of control arises 
if income or deductions have been arbi-
trarily shifted. 

(5) Controlled taxpayer means any one 
of two or more taxpayers owned or con-
trolled directly or indirectly by the 
same interests, and includes the tax-
payer that owns or controls the other 
taxpayers. Uncontrolled taxpayer means 
any one of two or more taxpayers not 
owned or controlled directly or indi-
rectly by the same interests. 

(6) Group, controlled group, and group 
of controlled taxpayers mean the tax-
payers owned or controlled directly or 
indirectly by the same interests. 

(7) Transaction means any sale, as-
signment, lease, license, loan, advance, 
contribution, or any other transfer of 
any interest in or a right to use any 
property (whether tangible or intan-
gible, real or personal) or money, how-
ever such transaction is effected, and 
whether or not the terms of such trans-
action are formally documented. A 
transaction also includes the perform-
ance of any services for the benefit of, 
or on behalf of, another taxpayer. 

(8) Controlled transaction or controlled 
transfer means any transaction or 
transfer between two or more members 
of the same group of controlled tax-
payers. The term uncontrolled trans-
action means any transaction between 
two or more taxpayers that are not 
members of the same group of con-
trolled taxpayers. 
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(9) True taxable income means, in the 
case of a controlled taxpayer, the tax-
able income that would have resulted 
had it dealt with the other member or 
members of the group at arm’s length. 
It does not mean the taxable income 
resulting to the controlled taxpayer by 
reason of the particular contract, 
transaction, or arrangement the con-
trolled taxpayer chose to make (even 
though such contract, transaction, or 
arrangement is legally binding upon 
the parties thereto). 

(10) Uncontrolled comparable means 
the uncontrolled transaction or uncon-
trolled taxpayer that is compared with 
a controlled transaction or taxpayer 
under any applicable pricing method-
ology. Thus, for example, under the 
comparable profits method, an uncon-
trolled comparable is any uncontrolled 
taxpayer from which data is used to es-
tablish a comparable operating profit. 

(j) Effective dates—(1) The regulations 
in this are generally effective for tax-
able years beginning after October 6, 
1994. 

(2) Taxpayers may elect to apply 
retroactively all of the provisions of 
these regulations for any open taxable 
year. Such election will be effective for 
the year of the election and all subse-
quent taxable years. 

(3) Although these regulations are 
generally effective for taxable years as 
stated, the final sentence of section 482 
(requiring that the income with respect 
to transfers or licenses of intangible 
property be commensurate with the in-
come attributable to the intangible) is 
generally effective for taxable years 
beginning after December 31, 1986. For 
the period prior to the effective date of 
these regulations, the final sentence of 
section 482 must be applied using any 
reasonable method not inconsistent 
with the statute. The IRS considers a 
method that applies these regulations 
or their general principles to be a rea-
sonable method. 

(4) These regulations will not apply 
with respect to transfers made or li-
censes granted to foreign persons be-
fore November 17, 1985, or before Au-
gust 17, 1986, for transfers or licenses to 
others. Nevertheless, they will apply 
with respect to transfers or licenses be-
fore such dates if, with respect to prop-
erty transferred pursuant to an earlier 

and continuing transfer agreement, 
such property was not in existence or 
owned by the taxpayer on such date. 

(5) The last sentences of paragraphs 
(b)(2)(i) and (c)(1) of this section and of 
paragraph (c)(2)(iv) of § 1.482–5 apply for 
taxable years beginning on or after Au-
gust 26, 2003. 

(6)(i) The provisions of paragraphs 
(a)(1), (d)(3)(ii)(C) Example 3, Example 4, 
Example 5, and Example 6, (d)(3)(v), 
(f)(2)(ii)(A), (f)(2)(iii)(B), (g)(4)(i), 
(g)(4)(iii), and (i) of this section are 
generally applicable for taxable years 
beginning after July 31, 2009. The provi-
sion of paragraph (b)(2)(iii) of this sec-
tion is generally applicable on January 
5, 2009. 

(ii) A person may elect to apply the 
provisions of paragraphs (a)(1), (b)(2)(i), 
(d)(3)(ii)(C) Example 3, Example 4, Exam-
ple 5, and Example 6, (d)(3)(v), 
(f)(2)(ii)(A), (f)(2)(iii)(B), (g)(4)(i), 
(g)(4)(iii), and (i) of this section to ear-
lier taxable years in accordance with 
the rules set forth in § 1.482–9(n)(2). 

[T.D. 8552, 59 FR 34990, July 8, 1994, as amend-
ed by T.D. 9088, 68 FR 51177, Aug. 26, 2003; 
T.D. 9278, 71 FR 44481, Aug. 4, 2006; 71 FR 
76903, Dec. 22, 2006; T.D. 9441, 74 FR 351, Jan. 
5, 2009; T.D. 9456, 74 FR 38839, Aug. 4, 2009; 74 
FR 46345, Sept. 9, 2009; T.D. 9568, 76 FR 80089, 
Dec. 22, 2011; 77 FR 3606, Jan. 25, 2012] 

§ 1.482–2 Determination of taxable in-
come in specific situations. 

(a) Loans or advances—(1) Interest on 
bona fide indebtedness—(i) In general. 
Where one member of a group of con-
trolled entities makes a loan or ad-
vance directly or indirectly to, or oth-
erwise becomes a creditor of, another 
member of such group and either 
charges no interest, or charges interest 
at a rate which is not equal to an arm’s 
length rate of interest (as defined in 
paragraph (a)(2) of this section) with 
respect to such loan or advance, the 
district director may make appropriate 
allocations to reflect an arm’s length 
rate of interest for the use of such loan 
or advance. 

(ii) Application of paragraph (a) of this 
section—(A) Interest on bona fide indebt-
edness. Paragraph (a) of this section ap-
plies only to determine the appro-
priateness of the rate of interest 
charged on the principal amount of a 
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bona fide indebtedness between mem-
bers of a group of controlled entities, 
including— 

(1) Loans or advances of money or 
other consideration (whether or not 
evidenced by a written instrument); 
and 

(2) Indebtedness arising in the ordi-
nary course of business from sales, 
leases, or the rendition of services by 
or between members of the group, or 
any other similar extension of credit. 

(B) Alleged indebtedness. This para-
graph (a) does not apply to so much of 
an alleged indebtedness which is not in 
fact a bona fide indebtedness, even if 
the stated rate of interest thereon 
would be within the safe haven rates 
prescribed in paragraph (a)(2)(iii) of 
this section. For example, paragraph 
(a) of this section does not apply to 
payments with respect to all or a por-
tion of such alleged indebtedness where 
in fact all or a portion of an alleged in-
debtedness is a contribution to the cap-
ital of a corporation or a distribution 
by a corporation with respect to its 
shares. Similarly, this paragraph (a) 
does not apply to payments with re-
spect to an alleged purchase-money 
debt instrument given in consideration 
for an alleged sale of property between 
two controlled entities where in fact 
the transaction constitutes a lease of 
the property. Payments made with re-
spect to alleged indebtedness (includ-
ing alleged stated interest thereon) 
shall be treated according to their sub-
stance. See § 1.482–2(a)(3)(i). 

(iii) Period for which interest shall be 
charged—(A) General rule. This para-
graph (a)(1)(iii) is effective for indebt-
edness arising after June 30, 1988. See 
§ 1.482–2(a)(3) (26 CFR Part 1 edition re-
vised as of April 1, 1988) for indebted-
ness arising before July 1, 1988. Except 
as otherwise provided in paragraphs 
(a)(1)(iii)(B) through (E) of this section, 
the period for which interest shall be 
charged with respect to a bona fide in-
debtedness between controlled entities 
begins on the day after the day the in-
debtedness arises and ends on the day 
the indebtedness is satisfied (whether 
by payment, offset, cancellation, or 
otherwise). Paragraphs (a)(1)(iii)(B) 
through (E) of this section provide cer-
tain alternative periods during which 
interest is not required to be charged 

on certain indebtedness. These excep-
tions apply only to indebtedness de-
scribed in paragraph (a)(1)(ii)(A)(2) of 
this section (relating to indebtedness 
incurred in the ordinary course of busi-
ness from sales, services, etc., between 
members of the group) and not evi-
denced by a written instrument requir-
ing the payment of interest. Such 
amounts are hereinafter referred to as 
intercompany trade receivables. The 
period for which interest is not re-
quired to be charged on intercompany 
trade receivables under this paragraph 
(a)(1)(iii) is called the interest-free pe-
riod. In general, an intercompany trade 
receivable arises at the time economic 
performance occurs (within the mean-
ing of section 461(h) and the regula-
tions thereunder) with respect to the 
underlying transaction between con-
trolled entities. For purposes of this 
paragraph (a)(1)(iii), the term United 
States includes any possession of the 
United States, and the term foreign 
country excludes any possession of the 
United States. 

(B) Exception for certain intercompany 
transactions in the ordinary course of 
business. Interest is not required to be 
charged on an intercompany trade re-
ceivable until the first day of the third 
calendar month following the month in 
which the intercompany trade receiv-
able arises. 

(C) Exception for trade or business of 
debtor member located outside the United 
States. In the case of an intercompany 
trade receivable arising from a trans-
action in the ordinary course of a trade 
or business which is actively conducted 
outside the United States by the debtor 
member, interest is not required to be 
charged until the first day of the 
fourth calendar month following the 
month in which such intercompany 
trade receivable arises. 

(D) Exception for regular trade practice 
of creditor member or others in creditor’s 
industry. If the creditor member or un-
related persons in the creditor mem-
ber’s industry, as a regular trade prac-
tice, allow unrelated parties a longer 
period without charging interest than 
that described in paragraph 
(a)(1)(iii)(B) or (C) of this section 
(whichever is applicable) with respect 
to transactions which are similar to 
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transactions that give rise to inter-
company trade receivables, such longer 
interest-free period shall be allowed 
with respect to a comparable amount 
of intercompany trade receivables. 

(E) Exception for property purchased 
for resale in a foreign country—(1) Gen-
eral rule. If in the ordinary course of 
business one member of the group (re-
lated purchaser) purchases property 
from another member of the group (re-
lated seller) for resale to unrelated per-
sons located in a particular foreign 
country, the related purchaser and the 
related seller may use as the interest- 
free period for the intercompany trade 
receivables arising during the related 
seller’s taxable year from the purchase 
of such property within the same prod-
uct group an interest-free period equal 
the sum of— 

(i) The number of days in the related 
purchaser’s average collection period 
(as determined under paragraph 
(a)(1)(iii)(E)(2) of this section) for sales 
of property within the same product 
group sold in the ordinary course of 
business to unrelated persons located 
in the same foreign country; plus 

(ii) Ten (10) calendar days. 
(2) Interest-free period. The interest- 

free period under this paragraph 
(a)(1)(iii)(E), however, shall in no event 
exceed 183 days. The related purchaser 
does not have to conduct business out-
side the United States in order to be el-
igible to use the interest-free period of 
this paragraph (a)(1)(iii)(E). The inter-
est-free period under this paragraph 
(a)(1)(iii)(E) shall not apply to inter-
company trade receivables attributable 
to property which is manufactured, 
produced, or constructed (within the 
meaning of § 1.954–3(a)(4)) by the related 
purchaser. For purposes of this para-
graph (a)(1)(iii)(E) a product group in-
cludes all products within the same 
three-digit Standard Industrial Classi-
fication (SIC) Code (as prepared by the 
Statistical Policy Division of the Of-
fice of Management and Budget, Execu-
tive Office of the President.) 

(3) Average collection period. An aver-
age collection period for purposes of 
this paragraph (a)(1)(iii)(E) is deter-
mined as follows— 

(i) Step 1. Determine total sales (less 
returns and allowances) by the related 
purchaser in the product group to unre-

lated persons located in the same for-
eign country during the related pur-
chaser’s last taxable year ending on or 
before the first day of the related sell-
er’s taxable year in which the inter-
company trade receivable arises. 

(ii) Step 2. Determine the related pur-
chaser’s average month-end accounts 
receivable balance with respect to sales 
described in paragraph 
(a)(1)(iii)(E)(2)(i) of this section for the 
related purchaser’s last taxable year 
ending on or before the first day of the 
related seller’s taxable year in which 
the intercompany trade receivable 
arises. 

(iii) Step 3. Compute a receivables 
turnover rate by dividing the total 
sales amount described in paragraph 
(a)(1)(iii)(E)(2)(i) of this section by the 
average receivables balance described 
in paragraph (a)(1)(iii)(E)(2)(ii) of this 
section. 

(iv) Step 4. Divide the receivables 
turnover rate determined under para-
graph (a)(1)(iii)(E)(2)(iii) of this section 
into 365, and round the result to the 
nearest whole number to determine the 
number of days in the average collec-
tion period. 

(v) Other considerations. If the related 
purchaser makes sales in more than 
one foreign country, or sells property 
in more than one product group in any 
foreign country, separate computations 
of an average collection period, by 
product group within each country, are 
required. If the related purchaser re-
sells fungible property in more than 
one foreign country and the intercom-
pany trade receivables arising from the 
related party purchase of such fungible 
property cannot reasonably be identi-
fied with resales in particular foreign 
countries, then solely for the purpose 
of assigning an interest-free period to 
such intercompany trade receivables 
under this paragraph (a)(1)(iii)(E), an 
amount of each such intercompany 
trade receivable shall be treated as al-
locable to a particular foreign country 
in the same proportion that the related 
purchaser’s sales of such fungible prop-
erty in such foreign country during the 
period described in paragraph 
(a)(1)(iii)(E)(2)(i) of this section bears 
to the related purchaser’s sales of all 
such fungible property in all such for-
eign countries during such period. An 
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interest-free period under this para-
graph (a)(1)(iii)(E) shall not apply to 
any intercompany trade receivables 
arising in a taxable year of the related 
seller if the related purchaser made no 
sales described in paragraph 
(a)(1)(iii)(E)(2)(i) of this section from 
which the appropriate interest-free pe-
riod may be determined. 

(4) Illustration. The interest-free pe-
riod provided under paragraph 
(a)(1)(iii)(E) of this section may be il-
lustrated by the following example: 

Example. (i)Facts. X and Y use the calendar 
year as the taxable year and are members of 
the same group of controlled entities within 
the meaning of section 482. For Y’s 1988 cal-
endar taxable year X and Y intend to use the 
interest-free period determined under this 
paragraph (a)(1)(iii)(E) for intercompany 
trade receivables attributable to X’s pur-
chases of certain products from Y for resale 
by X in the ordinary course of business to 
unrelated persons in country Z. For its 1987 
calendar taxable year all of X’s sales in 
country Z were of products within a single 
product group based upon a three-digit SIC 
code, were not manufactured, produced, or 
constructed (within the meaning of § 1.954– 

3(a)(4)) by X, and were sold in the ordinary 
course of X’s trade or business to unrelated 
persons located only in country Z. These 
sales and the month-end accounts receivable 
balances (for such sales and for such sales 
uncollected from prior months) are as fol-
lows: 

Month Sales Accounts re-
ceivable 

Jan. 1987 ............................... $500,000 $2,835,850 
Feb. ....................................... 600,000 2,840,300 
Mar. ....................................... 450,000 2,850,670 
Apr. ........................................ 550,000 2,825,700 
May. ....................................... 650,000 2,809,360 
June ....................................... 525,000 2,803,200 
July ........................................ 400,000 2,825,850 
Aug. ....................................... 425,000 2,796,240 
Sept. ...................................... 475,000 2,839,390 
Oct. ........................................ 525,000 2,650,550 
Nov. ....................................... 450,000 2,775,450 
Dec. 1987 .............................. 650,000 2,812,600 

Totals .......................... 6,200,000 33,665,160 

(ii) Average collection period. X’s total sales 
within the same product group to unrelated 
persons within country Z for the period are 
$6,200,000. The average receivables balance 
for the period is $2,805,430 ($33,665,160/12). The 
average collection period in whole days is de-
termined as follows: 

Re
$6,200,

$2, ,
.ceivables Turnover Rate = =000

805 430
2 21

Average Collection
Period

 days,  rounded to the
nearest whole day  days.= = =

365

2 21
16516

165.
.

(iii) Interest-free period. Accordingly, 
for intercompany trade receivables in-
curred by X during Y’s 1988 calendar 
taxable year attributable to the pur-
chase of property from Y for resale to 
unrelated persons located in country Z 
and included in the product group, X 
may use an interest-free period of 175 
days (165 days in the average collection 
period plus 10 days, but not in excess of 
a maximum of 183 days). All other 
intercompany trade receivables in-
curred by X are subject to the interest- 
free periods described in paragraphs 
(a)(1)(iii) (B), (C), or (D), whichever are 
applicable. If X makes sales in other 
foreign countries in addition to coun-
try Z or makes sales of property in 
more than one product group in any 
foreign country, separate computations 
of X’s average collection period, by 

product group within each country, are 
required in order for X and Y to deter-
mine an interest-free period for such 
product groups in such foreign coun-
tries under this paragraph (a)(1)(iii)(E). 

(iv) Payment; book entries—(A) Except 
as otherwise provided in this paragraph 
(a)(1)(iv), in determining the period of 
time for which an amount owed by one 
member of the group to another mem-
ber is outstanding, payments or other 
credits to an account are considered to 
be applied against the earliest amount 
outstanding, that is, payments or cred-
its are applied against amounts in a 
first-in, first-out (FIFO) order. Thus, 
tracing payments to individual inter-
company trade receivables is generally 
not required in order to determine 
whether a particular intercompany 
trade receivable has been paid within 
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the applicable interest-free period de-
termined under paragraph (a)(1)(iii) of 
this section. The application of this 
paragraph (a)(1)(iv)(A) may be illus-
trated by the following example: 

Example. (i) Facts. X and Y are members of 
a group of controlled entities within the 
meaning of section 482. Assume that the bal-
ance of intercompany trade receivables owed 
by X to Y on June 1 is $100, and that all of 
the $100 balance represents amounts incurred 
by X to Y during the month of May. During 
the month of June X incurs an additional 
$200 of intercompany trade receivables to Y. 
Assume that on July 15, $60 is properly cred-
ited against X’s intercompany account to Y, 
and that $240 is properly credited against the 
intercompany account on August 31. Assume 
that under paragraph (a)(1)(iii)(B) of this sec-
tion interest must be charged on X’s inter-
company trade receivables to Y beginning 
with the first day of the third calendar 
month following the month the intercom-
pany trade receivables arise, and that no al-
ternative interest-free period applies. Thus, 
the interest-free period for intercompany 
trade receivables incurred during the month 
of May ends on July 31, and the interest-free 
period for intercompany trade receivables in-
curred during the month of June ends on Au-
gust 31. 

(ii) Application of payments. Using a FIFO 
payment order, the aggregate payments of 
$300 are applied first to the opening June bal-
ance, and then to the additional amounts in-
curred during the month of June. With re-
spect to X’s June opening balance of $100, no 
interest is required to be accrued on $60 of 
such balance paid by X on July 15, because 
such portion was paid within its interest-free 
period. Interest for 31 days, from August 1 to 
August 31 inclusive, is required to be accrued 
on the $40 portion of the opening balance not 
paid until August 31. No interest is required 
to be accrued on the $200 of intercompany 
trade receivables X incurred to Y during 
June because the $240 credited on August 31, 
after eliminating the $40 of indebtedness re-
maining from periods before June, also 
eliminated the $200 incurred by X during 
June prior to the end of the interest-free pe-
riod for that amount. The amount of interest 
incurred by X to Y on the $40 amount during 
August creates bona fide indebtedness be-
tween controlled entities and is subject to 
the provisions of paragraph (a)(1)(iii)(A) of 
this section without regard to any of the ex-
ceptions contained in paragraphs 
(a)(1)(iii)(B) through (E). 

(B) Notwithstanding the first-in, 
first-out payment application rule de-
scribed in paragraph (a)(1)(iv)(A) of 
this section, the taxpayer may apply 
payments or credits against amounts 

owed in some other order on its books 
in accordance with an agreement or 
understanding of the related parties if 
the taxpayer can demonstrate that ei-
ther it or others in its industry, as a 
regular trade practice, enter into such 
agreements or understandings in the 
case of similar balances with unrelated 
parties. 

(2) Arm’s length interest rate—(i) In 
general. For purposes of section 482 and 
paragraph (a) of this section, an arm’s 
length rate of interest shall be a rate of 
interest which was charged, or would 
have been charged, at the time the in-
debtedness arose, in independent trans-
actions with or between unrelated par-
ties under similar circumstances. All 
relevant factors shall be considered, in-
cluding the principal amount and dura-
tion of the loan, the security involved, 
the credit standing of the borrower, 
and the interest rate prevailing at the 
situs of the lender or creditor for com-
parable loans between unrelated par-
ties. 

(ii) Funds obtained at situs of borrower. 
Notwithstanding the other provisions 
of paragraph (a)(2) of this section, if 
the loan or advance represents the pro-
ceeds of a loan obtained by the lender 
at the situs of the borrower, the arm’s 
length rate for any taxable year shall 
be equal to the rate actually paid by 
the lender increased by an amount 
which reflects the costs or deductions 
incurred by the lender in borrowing 
such amounts and making such loans, 
unless the taxpayer establishes a more 
appropriate rate under the standards 
set forth in paragraph (a)(2)(i) of this 
section. 

(iii) Safe haven interest rates for cer-
tain loans and advances made after May 
8, 1986—(A) Applicability—(1) General 
rule. Except as otherwise provided in 
paragraph (a)(2) of this section, para-
graph (a)(2)(iii)(B) applies with respect 
to the rate of interest charged and to 
the amount of interest paid or accrued 
in any taxable year— 

(i) Under a term loan or advance be-
tween members of a group of controlled 
entities where (except as provided in 
paragraph (a)(2)(iii)(A)(2)(ii) of this sec-
tion) the loan or advance is entered 
into after May 8, 1986; and 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00640 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



631 

Internal Revenue Service, Treasury § 1.482–2 

(ii) After May 8, 1986 under a demand 
loan or advance between such con-
trolled entities. 

(2) Grandfather rule for existing loans. 
The safe haven rates prescribed in 
paragraph (a)(2)(iii)(B) of this section 
shall not apply, and the safe haven 
rates prescribed in § 1.482–2(a)(2)(iii) (26 
CFR part 1 edition revised as of April 1, 
1985), shall apply to— 

(i) Term loans or advances made be-
fore May 9, 1986; and 

(ii) Term loans or advances made be-
fore August 7, 1986, pursuant to a bind-
ing written contract entered into be-
fore May 9, 1986. 

(B) Safe haven interest rate based on 
applicable Federal rate. Except as other-
wise provided in this paragraph (a)(2), 
in the case of a loan or advance be-
tween members of a group of controlled 
entities, an arm’s length rate of inter-
est referred to in paragraph (a)(2)(i) of 
this section shall be for purposes of 
chapter 1 of the Internal Revenue 
Code— 

(1) The rate of interest actually 
charged if that rate is— 

(i) Not less than 100 percent of the ap-
plicable Federal rate (lower limit); and 

(ii) Not greater than 130 percent of 
the applicable Federal rate (upper 
limit); or 

(2) If either no interest is charged or 
if the rate of interest charged is less 
than the lower limit, then an arm’s 
length rate of interest shall be equal to 
the lower limit, compounded semi-
annually; or 

(3) If the rate of interest charged is 
greater than the upper limit, then an 
arm’s length rate of interest shall be 
equal to the upper limit, compounded 
semiannually, unless the taxpayer es-
tablishes a more appropriate compound 
rate of interest under paragraph 
(a)(2)(i) of this section. However, if the 
compound rate of interest actually 
charged is greater than the upper limit 
and less than the rate determined 
under paragraph (a)(2)(i) of this sec-
tion, or if the compound rate actually 
charged is less than the lower limit and 
greater than the rate determined under 
paragraph (a)(2)(i) of this section, then 
the compound rate actually charged 
shall be deemed to be an arm’s length 
rate under paragraph (a)(2)(i). In the 
case of any sale-leaseback described in 

section 1274(e), the lower limit shall be 
110 percent of the applicable Federal 
rate, compounded semiannually. 

(C) Applicable Federal rate. For pur-
poses of paragraph (a)(2)(iii)(B) of this 
section, the term applicable Federal 
rate means, in the case of a loan or ad-
vance to which this section applies and 
having a term of— 

(1) Not over 3 years, the Federal 
short-term rate; 

(2) Over 3 years but not over 9 years, 
the Federal mid-term rate; or 

(3) Over 9 years, the Federal long- 
term rate, as determined under section 
1274(d) in effect on the date such loan 
or advance is made. In the case of any 
sale or exchange between controlled 
entities, the lower limit shall be the 
lowest of the applicable Federal rates 
in effect for any month in the 3- 
calendar- month period ending with the 
first calendar month in which there is 
a binding written contract in effect for 
such sale or exchange (lowest 3-month 
rate, as defined in section 1274(d)(2)). In 
the case of a demand loan or advance 
to which this section applies, the appli-
cable Federal rate means the Federal 
short-term rate determined under sec-
tion 1274(d) (determined without regard 
to the lowest 3-month short term rate 
determined under section 1274(d)(2)) in 
effect for each day on which any 
amount of such loan or advance (in-
cluding unpaid accrued interest deter-
mined under paragraph (a)(2) of this 
section) is outstanding. 

(D) Lender in business of making loans. 
If the lender in a loan or advance 
transaction to which paragraph (a)(2) 
of this section applies is regularly en-
gaged in the trade or business of mak-
ing loans or advances to unrelated par-
ties, the safe haven rates prescribed in 
paragraph (a)(2)(iii)(B) of this section 
shall not apply, and the arm’s length 
interest rate to be used shall be deter-
mined under the standards described in 
paragraph (a)(2)(i) of this section, in-
cluding reference to the interest rates 
charged in such trade or business by 
the lender on loans or advances of a 
similar type made to unrelated parties 
at and about the time the loan or ad-
vance to which paragraph (a)(2) of this 
section applies was made. 
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(E) Foreign currency loans. The safe 
haven interest rates prescribed in para-
graph (a)(2)(iii)(B) of this section do 
not apply to any loan or advance the 
principal or interest of which is ex-
pressed in a currency other than U.S. 
dollars. 

(3) Coordination with interest adjust-
ments required under certain other Code 
sections. If the stated rate of interest 
on the stated principal amount of a 
loan or advance between controlled en-
tities is subject to adjustment under 
section 482 and is also subject to ad-
justment under any other section of 
the Internal Revenue Code (for exam-
ple, section 467, 483, 1274 or 7872), sec-
tion 482 and paragraph (a) of this sec-
tion may be applied to such loan or ad-
vance in addition to such other Inter-
nal Revenue Code section. After the en-
actment of the Tax Reform Act of 1964, 
Pub. L. 98–369, and the enactment of 
Pub. L. 99–121, such other Internal Rev-
enue Code sections include sections 467, 
483, 1274 and 7872. The order in which 
the different provisions shall be applied 
is as follows— 

(i) First, the substance of the trans-
action shall be determined; for this 
purpose, all the relevant facts and cir-
cumstances shall be considered and any 
law or rule of law (assignment of in-
come, step transaction, etc.) may 
apply. Only the rate of interest with 
respect to the stated principal amount 
of the bona fide indebtedness (within 
the meaning of paragraph (a)(1) of this 
section), if any, shall be subject to ad-
justment under section 482, paragraph 
(a) of this section, and any other Inter-
nal Revenue Code section. 

(ii) Second, the other Internal Rev-
enue Code section shall be applied to 
the loan or advance to determine 
whether any amount other than stated 
interest is to be treated as interest, 
and if so, to determine such amount ac-
cording to the provisions of such other 
Internal Revenue Code section. 

(iii) Third, whether or not the other 
Internal Revenue Code section applies 
to adjust the amounts treated as inter-
est under such loan or advance, section 
482 and paragraph (a) of this section 
may then be applied by the district di-
rector to determine whether the rate of 
interest charged on the loan or ad-
vance, as adjusted by any other Code 

section, is greater or less than an arm’s 
length rate of interest, and if so, to 
make appropriate allocations to reflect 
an arm’s length rate of interest. 

(iv) Fourth, section 482 and para-
graphs (b) through (d) of this section 
and §§ 1.482–3 through 1.482–7, if applica-
ble, may be applied by the district di-
rector to make any appropriate alloca-
tions, other than an interest rate ad-
justment, to reflect an arm’s length 
transaction based upon the principal 
amount of the loan or advance and the 
interest rate as adjusted under para-
graph (a)(3) (i), (ii) or (iii) of this sec-
tion. For example, assume that two 
commonly controlled taxpayers enter 
into a deferred payment sale of tan-
gible property and no interest is pro-
vided, and assume also that section 483 
is applied to treat a portion of the stat-
ed sales price as interest, thereby re-
ducing the stated sales price. If after 
this recharacterization of a portion of 
the stated sales price as interest, the 
recomputed sales price does not reflect 
an arm’s length sales price under the 
principles of § 1.482–3, the district direc-
tor may make other appropriate allo-
cations (other than an interest rate ad-
justment) to reflect an arm’s length 
sales price. 

(4) Examples. The principles of para-
graph (a)(3) of this section may be il-
lustrated by the following examples: 

Example 1. An individual, A, transfers 
$20,000 to a corporation controlled by A in 
exchange for the corporation’s note which 
bears adequate stated interest. The district 
director recharacterizes the transaction as a 
contribution to the capital of the corpora-
tion in exchange for preferred stock. Under 
paragraph (a)(3)(i) of this section, section 
1.482–2(a) does not apply to the transaction 
because there is no bona fide indebtedness. 

Example 2. B, an individual, is an employee 
of Z corporation, and is also the controlling 
shareholder of Z. Z makes a term loan of 
$15,000 to B at a rate of interest that is less 
than the applicable Federal rate. In this in-
stance the other operative Code section is 
section 7872. Under section 7872(b), the dif-
ference between the amount loaned and the 
present value of all payments due under the 
loan using a discount rate equal to 100 per-
cent of the applicable Federal rate is treated 
as an amount of cash transferred from the 
corporation to B and the loan is treated as 
having original issue discount equal to such 
amount. Under paragraph (a)(3)(iii) of this 
section, section 482 and paragraph (a) of this 
section may also be applied by the district 
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director to determine if the rate of interest 
charged on this $15,000 loan (100 percent of 
the AFR, compounded semiannually, as ad-
justed by section 7872) is an arm’s length 
rate of interest. Because the rate of interest 
on the loan, as adjusted by section 7872, is 
within the safe haven range of 100–130 per-
cent of the AFR, compounded semiannually, 
no further interest rate adjustments under 
section 482 and paragraph (a) of this section 
will be made to this loan. 

Example 3. The facts are the same as in Ex-
ample 2 except that the amount lent by Z to 
B is $9,000, and that amount is the aggregate 
outstanding amount of loans between Z and 
B. Under the $10,000 de minimis exception of 
section 7872(c)(3), no adjustment for interest 
will be made to this $9,000 loan under section 
7872. Under paragraph (a)(3)(iii) of this sec-
tion, the district director may apply section 
482 and paragraph (a) of this section to this 
$9,000 loan to determine whether the rate of 
interest charged is less than an arm’s length 
rate of interest, and if so, to make appro-
priate allocations to reflect an arm’s length 
rate of interest. 

Example 4. X and Y are commonly con-
trolled taxpayers. At a time when the appli-
cable Federal rate is 12 percent, compounded 
semiannually, X sells property to Y in ex-
change for a note with a stated rate of inter-
est of 18 percent, compounded semiannually. 
Assume that the other applicable Code sec-
tion to the transaction is section 483. Sec-
tion 483 does not apply to this transaction 
because, under section 483(d), there is no 
total unstated interest under the contract 
using the test rate of interest equal to 100 
percent of the applicable Federal rate. Under 
paragraph (a)(3)(iii) of this section, section 
482 and paragraph (a) of this section may be 
applied by the district director to determine 
whether the rate of interest under the note is 
excessive, that is, to determine whether the 
18 percent stated interest rate under the 
note exceeds an arm’s length rate of interest. 

Example 5. Assume that A and B are com-
monly controlled taxpayers and that the ap-
plicable Federal rate is 10 percent, com-
pounded semiannually. On June 30, 1986, A 
sells property to B and receives in exchange 
B’s purchase-money note in the amount of 
$2,000,000. The stated interest rate on the 
note is 9%, compounded semiannually, and 
the stated redemption price at maturity on 
the note is $2,000,000. Assume that the other 
applicable Code section to this transaction is 
section 1274. As provided in section 1274A(a) 
and (b), the discount rate for purposes of sec-
tion 1274 will be nine percent, compounded 
semiannually, because the stated principal 
amount of B’s note does not exceed $2,800,000. 
Section 1274 does not apply to this trans-
action because there is adequate stated in-
terest on the debt instrument using a dis-
count rate equal to 9%, compounded semi-
annually, and the stated redemption price at 

maturity does not exceed the stated prin-
cipal amount. Under paragraph (a)(3)(iii) of 
this section, the district director may apply 
section 482 and paragraph (a) of this section 
to this $2,000,000 note to determine whether 
the 9% rate of interest charged is less than 
an arm’s length rate of interest, and if so, to 
make appropriate allocations to reflect an 
arm’s length rate of interest. 

(b) Rendering of services. For rules 
governing allocations under section 482 
to reflect an arm’s length charge for 
controlled transactions involving the 
rendering of services, see § 1.482–9. 

(c) Use of tangible property—(1) Gen-
eral rule. Where possession, use, or oc-
cupancy of tangible property owned or 
leased by one member of a group of 
controlled entities (referred to in this 
paragraph as the owner) is transferred 
by lease or other arrangement to an-
other member of such group (referred 
to in this paragraph as the user) with-
out charge or at a charge which is not 
equal to an arm’s length rental charge 
(as defined in paragraph (c)(2)(i) of this 
section) the district director may 
make appropriate allocations to prop-
erly reflect such arm’s length charge. 
Where possession, use, or occupancy of 
only a portion of such property is 
transferred, the determination of the 
arm’s length charge and the allocation 
shall be made with reference to the 
portion transferred. 

(2) Arm’s length charge—(i) In general. 
For purposes of paragraph (c) of this 
section, an arm’s length rental charge 
shall be the amount of rent which was 
charged, or would have been charged 
for the use of the same or similar prop-
erty, during the time it was in use, in 
independent transactions with or be-
tween unrelated parties under similar 
circumstances considering the period 
and location of the use, the owner’s in-
vestment in the property or rent paid 
for the property, expenses of maintain-
ing the property, the type of property 
involved, its condition, and all other 
relevant facts. 

(ii) Safe haven rental charge. See 
§ 1.482–2(c)(2)(ii) (26 CFR Part 1 revised 
as of April 1, 1985), for the determina-
tion of safe haven rental charges in the 
case of certain leases entered into be-
fore May 9, 1986, and for leases entered 
into before August 7, 1986, pursuant to 
a binding written contract entered into 
before May 9, 1986. 
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(iii) Subleases—(A) Except as provided 
in paragraph (c)(2)(iii)(B) of this sec-
tion, where possession, use, or occu-
pancy of tangible property, which is 
leased by the owner (lessee) from an 
unrelated party is transferred by sub-
lease or other arrangement to the user, 
an arm’s length rental charge shall be 
considered to be equal to all the deduc-
tions claimed by the owner (lessee) 
which are attributable to the property 
for the period such property is used by 
the user. Where only a portion of such 
property was transferred, any alloca-
tions shall be made with reference to 
the portion transferred. The deductions 
to be considered include the rent paid 
or accrued by the owner (lessee) during 
the period of use and all other deduc-
tions directly and indirectly connected 
with the property paid or accrued by 
the owner (lessee) during such period. 
Such deductions include deductions for 
maintenance and repair, utilities, man-
agement and other similar deductions. 

(B) The provisions of paragraph 
(c)(2)(iii)(A) of this section shall not 
apply if either— 

(1) The taxpayer establishes a more 
appropriate rental charge under the 
general rule set forth in paragraph 
(c)(2)(i) of this section; or 

(2) During the taxable year, the 
owner (lessee) or the user was regularly 
engaged in the trade or business of 
renting property of the same general 
type as the property in question to un-
related persons. 

(d) Transfer of property. For rules gov-
erning allocations under section 482 to 
reflect an arm’s length consideration 
for controlled transactions involving 
the transfer of property, see §§ 1.482–3 
through 1.482–6. 

(e) Cost sharing arrangement. For rules 
governing allocations under section 482 
to reflect an arm’s length consider-
ation for controlled transactions in-
volving a cost sharing arrangement, 
see § 1.482–7. 

(f) Effective/applicability date—(1) In 
general. The provision of paragraph (b) 
of this section is generally applicable 
for taxable years beginning after De-
cember 31, 2006. The provision of para-
graph (e) of this section is generally 
applicable on January 5, 2009. 

(2) Election to apply paragraph (b) to 
earlier taxable years. A person may elect 

to apply the provisions of paragraph (b) 
of this section to earlier taxable years 
in accordance with the rules set forth 
in § 1.482–9(n)(2). 

[T.D. 8552, 59 FR 35002, July 8, 1994; 60 FR 
16381, 16382, Mar. 30, 1995; T.D. 9278, 71 FR 
44484, Aug. 4, 2006; T.D. 9456, 74 FR 38842, Aug. 
4, 2009; T.D. 9568, 76 FR 80090, Dec. 22, 2011] 

§ 1.482–3 Methods to determine taxable 
income in connection with a trans-
fer of tangible property. 

(a) In general. The arm’s length 
amount charged in a controlled trans-
fer of tangible property must be deter-
mined under one of the six methods 
listed in this paragraph (a). Each of the 
methods must be applied in accordance 
with all of the provisions of § 1.482–1, 
including the best method rule of 
§ 1.482–1(c), the comparability analysis 
of § 1.482–1(d), and the arm’s length 
range of § 1.482–1(e). The methods are— 

(1) The comparable uncontrolled 
price method, described in paragraph 
(b) of this section; 

(2) The resale price method, described 
in paragraph (c) of this section; 

(3) The cost plus method, described in 
paragraph (d) of this section; 

(4) The comparable profits method, 
described in § 1.482–5; 

(5) The profit split method, described 
in § 1.482–6; and 

(6) Unspecified methods, described in 
paragraph (e) of this section. 

(b) Comparable uncontrolled price meth-
od—(1) In general. The comparable un-
controlled price method evaluates 
whether the amount charged in a con-
trolled transaction is arm’s length by 
reference to the amount charged in a 
comparable uncontrolled transaction. 

(2) Comparability and reliability consid-
erations—(i) In general. Whether results 
derived from applications of this meth-
od are the most reliable measure of the 
arm’s length result must be determined 
using the factors described under the 
best method rule in § 1.482–1(c). The ap-
plication of these factors under the 
comparable uncontrolled price method 
is discussed in paragraph (b)(2)(ii) and 
(iii) of this section. 

(ii) Comparability—(A) In general. The 
degree of comparability between con-
trolled and uncontrolled transactions 
is determined by applying the provi-
sions of § 1.482–1(d). Although all of the 
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factors described in § 1.482–1(d)(3) must 
be considered, similarity of products 
generally will have the greatest effect 
on comparability under this method. In 
addition, because even minor dif-
ferences in contractual terms or eco-
nomic conditions could materially af-
fect the amount charged in an uncon-
trolled transaction, comparability 
under this method depends on close 
similarity with respect to these fac-
tors, or adjustments to account for any 
differences. The results derived from 
applying the comparable uncontrolled 
price method generally will be the 
most direct and reliable measure of an 
arm’s length price for the controlled 
transaction if an uncontrolled trans-
action has no differences with the con-
trolled transaction that would affect 
the price, or if there are only minor 
differences that have a definite and 
reasonably ascertainable effect on 
price and for which appropriate adjust-
ments are made. If such adjustments 
cannot be made, or if there are more 
than minor differences between the 
controlled and uncontrolled trans-
actions, the comparable uncontrolled 
price method may be used, but the reli-
ability of the results as a measure of 
the arm’s length price will be reduced. 
Further, if there are material product 
differences for which reliable adjust-
ments cannot be made, this method or-
dinarily will not provide a reliable 
measure of an arm’s length result. 

(B) Adjustments for differences between 
controlled and uncontrolled transactions. 
If there are differences between the 
controlled and uncontrolled trans-
actions that would affect price, adjust-
ments should be made to the price of 
the uncontrolled transaction according 
to the comparability provisions of 
§ 1.482–1(d)(2). Specific examples of the 
factors that may be particularly rel-
evant to this method include— 

(1) Quality of the product; 
(2) Contractual terms (e.g., scope and 

terms of warranties provided, sales or 
purchase volume, credit terms, trans-
port terms); 

(3) Level of the market (i.e., whole-
sale, retail, etc.); 

(4) Geographic market in which the 
transaction takes place; 

(5) Date of the transaction; 

(6) Intangible property associated 
with the sale; 

(7) Foreign currency risks; and 
(8) Alternatives realistically avail-

able to the buyer and seller. 
(iii) Data and assumptions. The reli-

ability of the results derived from the 
comparable uncontrolled price method 
is affected by the completeness and ac-
curacy of the data used and the reli-
ability of the assumptions made to 
apply the method. See § 1.482–1(c) (Best 
method rule). 

(3) Arm’s length range. See § 1.482– 
1(e)(2) for the determination of an 
arm’s length range. 

(4) Examples. The principles of this 
paragraph (b) are illustrated by the fol-
lowing examples. 

Example 1. Comparable Sales of Same Prod-
uct. USM, a U.S. manufacturer, sells the 
same product to both controlled and uncon-
trolled distributors. The circumstances sur-
rounding the controlled and uncontrolled 
transactions are substantially the same, ex-
cept that the controlled sales price is a deliv-
ered price and the uncontrolled sales are 
made f.o.b. USM’s factory. Differences in the 
contractual terms of transportation and in-
surance generally have a definite and reason-
ably ascertainable effect on price, and ad-
justments are made to the results of the un-
controlled transaction to account for such 
differences. No other material difference has 
been identified between the controlled and 
uncontrolled transactions. Because USM 
sells in both the controlled and uncontrolled 
transactions, it is likely that all material 
differences between the two transactions 
have been identified. In addition, because the 
comparable uncontrolled price method is ap-
plied to an uncontrolled comparable with no 
product differences, and there are only minor 
contractual differences that have a definite 
and reasonably ascertainable effect on price, 
the results of this application of the com-
parable uncontrolled price method will pro-
vide the most direct and reliable measure of 
an arm’s length result. See § 1.482– 
3(b)(2)(ii)(A). 

Example 2. Effect of Trademark. The facts 
are the same as in Example 1, except that 
USM affixes its valuable trademark to the 
property sold in the controlled transactions, 
but does not affix its trademark to the prop-
erty sold in the uncontrolled transactions. 
Under the facts of this case, the effect on 
price of the trademark is material and can-
not be reliably estimated. Because there are 
material product differences for which reli-
able adjustments cannot be made, the com-
parable uncontrolled price method is un-
likely to provide a reliable measure of the 
arm’s length result. See § 1.482–3(b)(2)(ii)(A). 
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Example 3. Minor Product Differences. The 
facts are the same as in Example 1, except 
that USM, which manufactures business ma-
chines, makes minor modifications to the 
physical properties of the machines to sat-
isfy specific requirements of a customer in 
controlled sales, but does not make these 
modifications in uncontrolled sales. If the 
minor physical differences in the product 
have a material effect on prices, adjustments 
to account for these differences must be 
made to the results of the uncontrolled 
transactions according to the provisions of 
§ 1.482- 1(d)(2), and such adjusted results may 
be used as a measure of the arm’s length re-
sult. 

Example 4. Effect of Geographic Differences. 
FM, a foreign specialty radio manufacturer, 
sells its radios to a controlled U.S. dis-
tributor, AM, that serves the West Coast of 
the United States. FM sells its radios to un-
controlled distributors to serve other regions 
in the United States. The product in the con-
trolled and uncontrolled transactions is the 
same, and all other circumstances sur-
rounding the controlled and uncontrolled 
transactions are substantially the same, 
other than the geographic differences. If the 
geographic differences are unlikely to have a 
material effect on price, or they have defi-
nite and reasonably ascertainable effects for 
which adjustments are made, then the ad-
justed results of the uncontrolled sales may 
be used under the comparable uncontrolled 
price method to establish an arm’s length 
range pursuant to § 1.482–1(e)(2)(iii)(A). If the 
effects of the geographic differences would be 
material but cannot be reliably ascertained, 
then the reliability of the results will be di-
minished. However, the comparable uncon-
trolled price method may still provide the 
most reliable measure of an arm’s length re-
sult, pursuant to the best method rule of 
§ 1.482–1(c), and, if so, an arm’s length range 
may be established pursuant to § 1.482– 
1(e)(2)(iii)(B). 

(5) Indirect evidence of comparable un-
controlled transactions—(i) In general. A 
comparable uncontrolled price may be 
derived from data from public ex-
changes or quotation media, but only if 
the following requirements are met— 

(A) The data is widely and routinely 
used in the ordinary course of business 
in the industry to negotiate prices for 
uncontrolled sales; 

(B) The data derived from public ex-
changes or quotation media is used to 
set prices in the controlled transaction 
in the same way it is used by uncon-
trolled taxpayers in the industry; and 

(C) The amount charged in the con-
trolled transaction is adjusted to re-
flect differences in product quality and 

quantity, contractual terms, transpor-
tation costs, market conditions, risks 
borne, and other factors that affect the 
price that would be agreed to by uncon-
trolled taxpayers. 

(ii) Limitation. Use of data from pub-
lic exchanges or quotation media may 
not be appropriate under extraordinary 
market conditions. 

(iii) Examples. The following exam-
ples illustrate this paragraph (b)(5). 

Example 1. Use of Quotation Medium. (i) On 
June 1, USOil, a United States corporation, 
enters into a contract to purchase crude oil 
from its foreign subsidiary, FS, in Country 
Z. USOil and FS agree to base their sales 
price on the average of the prices published 
for that crude in a quotation medium in the 
five days before August 1, the date set for de-
livery. USOil and FS agree to adjust the 
price for the particular circumstances of 
their transactions, including the quantity of 
the crude sold, contractual terms, transpor-
tation costs, risks borne, and other factors 
that affect the price. 

(ii) The quotation medium used by USOil 
and FS is widely and routinely used in the 
ordinary course of business in the industry 
to establish prices for uncontrolled sales. Be-
cause USOil and FS use the data to set their 
sales price in the same way that unrelated 
parties use the data from the quotation me-
dium to set their sales prices, and appro-
priate adjustments were made to account for 
differences, the price derived from the 
quotation medium used by USOil and FS to 
set their transfer prices will be considered 
evidence of a comparable uncontrolled price. 

Example 2. Extraordinary Market Conditions. 
The facts are the same as in Example 1, ex-
cept that before USOil and FS enter into 
their contract, war breaks out in Countries 
X and Y, major oil producing countries, 
causing significant instability in world pe-
troleum markets. As a result, given the sig-
nificant instability in the price of oil, the 
prices listed on the quotation medium may 
not reflect a reliable measure of an arm’s 
length result. See § 1.482–3(b)(5)(ii). 

(c) Resale price method—(1) In general. 
The resale price method evaluates 
whether the amount charged in a con-
trolled transaction is arm’s length by 
reference to the gross profit margin re-
alized in comparable uncontrolled 
transactions. The resale price method 
measures the value of functions per-
formed, and is ordinarily used in cases 
involving the purchase and resale of 
tangible property in which the reseller 
has not added substantial value to the 
tangible goods by physically altering 
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the goods before resale. For this pur-
pose, packaging, repackaging, label-
ling, or minor assembly do not ordi-
narily constitute physical alteration. 
Further the resale price method is not 
ordinarily used in cases where the con-
trolled taxpayer uses its intangible 
property to add substantial value to 
the tangible goods. 

(2) Determination of arm’s length 
price—(i) In general. The resale price 
method measures an arm’s length price 
by subtracting the appropriate gross 
profit from the applicable resale price 
for the property involved in the con-
trolled transaction under review. 

(ii) Applicable resale price. The appli-
cable resale price is equal to either the 
resale price of the particular item of 
property involved or the price at which 
contemporaneous resales of the same 
property are made. If the property pur-
chased in the controlled sale is resold 
to one or more related parties in a se-
ries of controlled sales before being re-
sold in an uncontrolled sale, the appli-
cable resale price is the price at which 
the property is resold to an uncon-
trolled party, or the price at which 
contemporaneous resales of the same 
property are made. In such case, the 
determination of the appropriate gross 
profit will take into account the func-
tions of all members of the group par-
ticipating in the series of controlled 
sales and final uncontrolled resales, as 
well as any other relevant factors de-
scribed in § 1.482–1(d)(3). 

(iii) Appropriate gross profit. The ap-
propriate gross profit is computed by 
multiplying the applicable resale price 
by the gross profit margin (expressed 
as a percentage of total revenue de-
rived from sales) earned in comparable 
uncontrolled transactions. 

(iv) Arm’s length range. See § 1.482– 
1(e)(2) for determination of the arm’s 
length range. 

(3) Comparability and reliability consid-
erations—(i) In general. Whether results 
derived from applications of this meth-
od are the most reliable measure of the 
arm’s length result must be determined 
using the factors described under the 
best method rule in § 1.482–1(c). The ap-
plication of these factors under the re-
sale price method is discussed in para-
graphs (c)(3) (ii) and (iii) of this sec-
tion. 

(ii) Comparability—(A) Functional com-
parability. The degree of comparability 
between an uncontrolled transaction 
and a controlled transaction is deter-
mined by applying the comparability 
provisions of § 1.482–1(d). A reseller’s 
gross profit provides compensation for 
the performance of resale functions re-
lated to the product or products under 
review, including an operating profit in 
return for the reseller’s investment of 
capital and the assumption of risks. 
Therefore, although all of the factors 
described in § 1.482–1(d)(3) must be con-
sidered, comparability under this 
method is particularly dependent on 
similarity of functions performed, 
risks borne, and contractual terms, or 
adjustments to account for the effects 
of any such differences. If possible, ap-
propriate gross profit margins should 
be derived from comparable uncon-
trolled purchases and resales of the re-
seller involved in the controlled sale, 
because similar characteristics are 
more likely to be found among dif-
ferent resales of property made by the 
same reseller than among sales made 
by other resellers. In the absence of 
comparable uncontrolled transactions 
involving the same reseller, an appro-
priate gross profit margin may be de-
rived from comparable uncontrolled 
transactions of other resellers. 

(B) Other comparability factors. Com-
parability under this method is less de-
pendent on close physical similarity 
between the products transferred than 
under the comparable uncontrolled 
price method. For example, distribu-
tors of a wide variety of consumer du-
rables might perform comparable dis-
tribution functions without regard to 
the specific durable goods distributed. 
Substantial differences in the products 
may, however, indicate significant 
functional differences between the con-
trolled and uncontrolled taxpayers. 
Thus, it ordinarily would be expected 
that the controlled and uncontrolled 
transactions would involve the dis-
tribution of products of the same gen-
eral type (e.g., consumer electronics). 
Furthermore, significant differences in 
the value of the distributed goods due, 
for example, to the value of a trade-
mark, may also affect the reliability of 
the comparison. Finally, the reliability 
of profit measures based on gross profit 
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may be adversely affected by factors 
that have less effect on prices. For ex-
ample, gross profit may be affected by 
a variety of other factors, including 
cost structures (as reflected, for exam-
ple, in the age of plant and equipment), 
business experience (such as whether 
the business is in a start-up phase or is 
mature), or management efficiency (as 
indicated, for example, by expanding or 
contracting sales or executive com-
pensation over time). Accordingly, if 
material differences in these factors 
are identified based on objective evi-
dence, the reliability of the analysis 
may be affected. 

(C) Adjustments for differences between 
controlled and uncontrolled transactions. 
If there are material differences be-
tween the controlled and uncontrolled 
transactions that would affect the 
gross profit margin, adjustments 
should be made to the gross profit mar-
gin earned with respect to the uncon-
trolled transaction according to the 
comparability provisions of § 1.482– 
1(d)(2). For this purpose, consideration 
of operating expenses associated with 
functions performed and risks assumed 
may be necessary, because differences 
in functions performed are often re-
flected in operating expenses. If there 
are differences in functions performed, 
however, the effect on gross profit of 
such differences is not necessarily 
equal to the differences in the amount 
of related operating expenses. Specific 
examples of the factors that may be 
particularly relevant to this method 
include— 

(1) Inventory levels and turnover 
rates, and corresponding risks, includ-
ing any price protection programs of-
fered by the manufacturer; 

(2) Contractual terms (e.g., scope and 
terms of warranties provided, sales or 
purchase volume, credit terms, trans-
port terms); 

(3) Sales, marketing, advertising pro-
grams and services, (including pro-
motional programs, rebates, and co-op 
advertising); 

(4) The level of the market (e.g., 
wholesale, retail, etc.); and 

(5) Foreign currency risks. 
(D) Sales agent. If the controlled tax-

payer is comparable to a sales agent 
that does not take title to goods or 
otherwise assume risks with respect to 

ownership of such goods, the commis-
sion earned by such sales agent, ex-
pressed as a percentage of the uncon-
trolled sales price of the goods in-
volved, may be used as the comparable 
gross profit margin. 

(iii) Data and assumptions—(A) In gen-
eral. The reliability of the results de-
rived from the resale price method is 
affected by the completeness and accu-
racy of the data used and the reli-
ability of the assumptions made to 
apply this method. See § 1.482–1(c) (Best 
method rule). 

(B) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled 
comparables that materially affect the 
gross profit margin affects the reli-
ability of the result. Thus, for example, 
if differences in inventory and other 
cost accounting practices would mate-
rially affect the gross profit margin, 
the ability to make reliable adjust-
ments for such differences would affect 
the reliability of the results. Further, 
the controlled transaction and the un-
controlled comparable should be con-
sistent in the reporting of items (such 
as discounts, returns and allowances, 
rebates, transportation costs, insur-
ance, and packaging) between cost of 
goods sold and operating expenses. 

(4) Examples. The following examples 
illustrate the principles of this para-
graph (c). 

Example 1. A controlled taxpayer sells 
property to another member of its controlled 
group that resells the property in uncon-
trolled sales. There are no changes in the be-
ginning and ending inventory for the year 
under review. Information regarding an un-
controlled comparable is sufficiently com-
plete to conclude that it is likely that all 
material differences between the controlled 
and uncontrolled transactions have been 
identified and adjusted for. If the applicable 
resale price of the property involved in the 
controlled sale is $100 and the appropriate 
gross profit margin is 20%, then an arm’s 
length result of the controlled sale is a price 
of $80 ($100 minus (20%×$100)). 

Example 2. (i) S, a U.S. corporation, is the 
exclusive distributor for FP, its foreign par-
ent. There are no changes in the beginning 
and ending inventory for the year under re-
view. S’s total reported cost of goods sold is 
$800, consisting of $600 for property pur-
chased from FP and $200 of other costs of 
goods sold incurred to unrelated parties. S’s 
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applicable resale price and reported gross 
profit are as follows: 
Applicable resale price ................................................ $1000 
Cost of goods sold: 

Cost of purchases from FP ........................... 600 
Costs incurred to unrelated parties ............... 200 

Reported gross profit ................................................... 200 

(ii) The district director determines that 
the appropriate gross profit margin is 25%. 
Therefore, S’s appropriate gross profit is $250 
(i.e., 25% of the applicable resale price of 
$1000). Because S is incurring costs of sales 
to unrelated parties, an arm’s length price 
for property purchased from FP must be de-
termined under a two-step process. First, the 
appropriate gross profit ($250) is subtracted 
from the applicable resale price ($1000). The 
resulting amount ($750) is then reduced by 
the costs of sales incurred to unrelated par-
ties ($200). Therefore, an arm’s length price 
for S’s cost of sales of FP’s product in this 
case equals $550 (i.e., $750 minus $200). 

Example 3. FP, a foreign manufacturer, 
sells Product to USSub, its U.S. subsidiary, 
which in turn sells Product to its domestic 
affiliate Sister. Sister sells Product to unre-
lated buyers. In this case, the applicable re-
sale price is the price at which Sister sells 
Product in uncontrolled transactions. The 
determination of the appropriate gross profit 
margin for the sale from FP to USSub will 
take into account the functions performed 
by USSub and Sister, as well as other rel-
evant factors described in § 1.482–1(d)(3). 

Example 4. USSub, a U.S. corporation, is 
the exclusive distributor of widgets for its 
foreign parent. To determine whether the 
gross profit margin of 25% earned by USSub 
is an arm’s length result, the district direc-
tor considers applying the resale price meth-
od. There are several uncontrolled distribu-
tors that perform similar functions under 
similar circumstances in uncontrolled trans-
actions. However, the uncontrolled distribu-
tors treat certain costs such as discounts and 
insurance as cost of goods sold, while USSub 
treats such costs as operating expenses. In 
such cases, accounting reclassifications, pur-
suant to § 1.482–3(c)(3)(iii)(B), must be made 
to ensure consistent treatment of such mate-
rial items. Inability to make such account-
ing reclassifications will decrease the reli-
ability of the results of the uncontrolled 
transactions. 

Example 5. (i) USP, a U.S. corporation, 
manufactures Product X, an unbranded widg-
et, and sells it to FSub, its wholly owned for-
eign subsidiary. FSub acts as a distributor of 
Product X in country M, and sells it to un-
controlled parties in that country. Uncon-
trolled distributors A, B, C, D, and E dis-
tribute competing products of approximately 
similar value in country M. All such prod-
ucts are unbranded. 

(ii) Relatively complete data is available 
regarding the functions performed and risks 
borne by the uncontrolled distributors and 

the contractual terms under which they op-
erate in the uncontrolled transactions. In ad-
dition, data is available to ensure accounting 
consistency between all of the uncontrolled 
distributors and FSub. Because the available 
data is sufficiently complete and accurate to 
conclude that it is likely that all material 
differences between the controlled and un-
controlled transactions have been identified, 
such differences have a definite and reason-
ably ascertainable effect, and reliable adjust-
ments are made to account for such dif-
ferences, the results of each of the uncon-
trolled distributors may be used to establish 
an arm’s length range pursuant to § 1.482– 
1(e)(2)(iii)(A). 

Example 6. The facts are the same as Exam-
ple 5, except that sufficient data is not avail-
able to determine whether any of the uncon-
trolled distributors provide warranties or to 
determine the payment terms of the con-
tracts. Because differences in these contrac-
tual terms could materially affect price or 
profits, the inability to determine whether 
these differences exist between the con-
trolled and uncontrolled transactions dimin-
ishes the reliability of the results of the un-
controlled comparables. However, the reli-
ability of the results may be enhanced by the 
application of a statistical method when es-
tablishing an arm’s length range pursuant to 
§ 1.482–1(e)(2)(iii)(B). 

Example 7. The facts are the same as in Ex-
ample 5, except that Product X is branded 
with a valuable trademark that is owned by 
P. A, B, and C distribute unbranded com-
peting products, while D and E distribute 
products branded with other trademarks. D 
and E do not own any rights in the trade-
marks under which their products are sold. 
The value of the products that A, B, and C 
sold are not similar to the value of the prod-
ucts sold by S. The value of products sold by 
D and E, however, is similar to that of Prod-
uct X. Although close product similarity is 
not as important for a reliable application of 
the resale price method as for the com-
parable uncontrolled price method, signifi-
cant differences in the value of the products 
involved in the controlled and uncontrolled 
transactions may affect the reliability of the 
results. In addition, because in this case it is 
difficult to determine the effect the trade-
mark will have on price or profits, reliable 
adjustments for the differences cannot be 
made. Because D and E have a higher level of 
comparability than A, B, and C with respect 
to S, pursuant to § 1.482–1(e)(2)(ii), only D and 
E may be included in an arm’s length range. 

(d) Cost plus method—(1) In general. 
The cost plus method evaluates wheth-
er the amount charged in a controlled 
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transaction is arm’s length by ref-
erence to the gross profit markup real-
ized in comparable uncontrolled trans-
actions. The cost plus method is ordi-
narily used in cases involving the man-
ufacture, assembly, or other produc-
tion of goods that are sold to related 
parties. 

(2) Determination of arm’s length 
price—(i) In general. The cost plus 
method measures an arm’s length price 
by adding the appropriate gross profit 
to the controlled taxpayer’s costs of 
producing the property involved in the 
controlled transaction. 

(ii) Appropriate gross profit. The ap-
propriate gross profit is computed by 
multiplying the controlled taxpayer’s 
cost of producing the transferred prop-
erty by the gross profit markup, ex-
pressed as a percentage of cost, earned 
in comparable uncontrolled trans-
actions. 

(iii) Arm’s length range. See § 1.482– 
1(e)(2) for determination of an arm’s 
length range. 

(3) Comparability and reliability consid-
erations—(i) In general. Whether results 
derived from the application of this 
method are the most reliable measure 
of the arm’s length result must be de-
termined using the factors described 
under the best method rule in § 1.482– 
1(c). 

(ii) Comparability—(A) Functional com-
parability. The degree of comparability 
between controlled and uncontrolled 
transactions is determined by applying 
the comparability provisions of § 1.482– 
1(d). A producer’s gross profit provides 
compensation for the performance of 
the production functions related to the 
product or products under review, in-
cluding an operating profit for the pro-
ducer’s investment of capital and as-
sumption of risks. Therefore, although 
all of the factors described in § 1.482– 
1(d)(3) must be considered, com-
parability under this method is par-
ticularly dependent on similarity of 
functions performed, risks borne, and 
contractual terms, or adjustments to 
account for the effects of any such dif-
ferences. If possible, the appropriate 
gross profit markup should be derived 
from comparable uncontrolled trans-
actions of the taxpayer involved in the 
controlled sale, because similar charac-
teristics are more likely to be found 

among sales of property by the same 
producer than among sales by other 
producers. In the absence of such sales, 
an appropriate gross profit markup 
may be derived from comparable un-
controlled sales of other producers 
whether or not such producers are 
members of the same controlled group. 

(B) Other comparability factors. Com-
parability under this method is less de-
pendent on close physical similarity 
between the products transferred than 
under the comparable uncontrolled 
price method. Substantial differences 
in the products may, however, indicate 
significant functional differences be-
tween the controlled and uncontrolled 
taxpayers. Thus, it ordinarily would be 
expected that the controlled and un-
controlled transactions involve the 
production of goods within the same 
product categories. Furthermore, sig-
nificant differences in the value of the 
products due, for example, to the value 
of a trademark, may also affect the re-
liability of the comparison. Finally, 
the reliability of profit measures based 
on gross profit may be adversely af-
fected by factors that have less effect 
on prices. For example, gross profit 
may be affected by a variety of other 
factors, including cost structures (as 
reflected, for example, in the age of 
plant and equipment), business experi-
ence (such as whether the business is in 
a start-up phase or is mature), or man-
agement efficiency (as indicated, for 
example, by expanding or contracting 
sales or executive compensation over 
time). Accordingly, if material dif-
ferences in these factors are identified 
based on objective evidence, the reli-
ability of the analysis may be affected. 

(C) Adjustments for differences between 
controlled and uncontrolled transactions. 
If there are material differences be-
tween the controlled and uncontrolled 
transactions that would affect the 
gross profit markup, adjustments 
should be made to the gross profit 
markup earned in the comparable un-
controlled transaction according to the 
provisions of § 1.482–1(d)(2). For this 
purpose, consideration of the operating 
expenses associated with the functions 
performed and risks assumed may be 
necessary, because differences in func-
tions performed are often reflected in 
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operating expenses. If there are dif-
ferences in functions performed, how-
ever, the effect on gross profit of such 
differences is not necessarily equal to 
the differences in the amount of re-
lated operating expenses. Specific ex-
amples of the factors that may be par-
ticularly relevant to this method in-
clude— 

(1) The complexity of manufacturing 
or assembly; 

(2) Manufacturing, production, and 
process engineering; 

(3) Procurement, purchasing, and in-
ventory control activities; 

(4) Testing functions; 
(5) Selling, general, and administra-

tive expenses; 
(6) Foreign currency risks; and 
(7) Contractual terms (e.g., scope and 

terms of warranties provided, sales or 
purchase volume, credit terms, trans-
port terms). 

(D) Purchasing agent. If a controlled 
taxpayer is comparable to a purchasing 
agent that does not take title to prop-
erty or otherwise assume risks with re-
spect to ownership of such goods, the 
commission earned by such purchasing 
agent, expressed as a percentage of the 
purchase price of the goods, may be 
used as the appropriate gross profit 
markup. 

(iii) Data and assumptions—(A) In gen-
eral. The reliability of the results de-
rived from the cost plus method is af-
fected by the completeness and accu-
racy of the data used and the reli-
ability of the assumptions made to 
apply this method. See § 1.482–1(c) (Best 
method rule). 

(B) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled 
comparables that materially affect the 
gross profit markup affects the reli-
ability of the result. Thus, for example, 
if differences in inventory and other 
cost accounting practices would mate-
rially affect the gross profit markup, 
the ability to make reliable adjust-
ments for such differences would affect 
the reliability of the results. Further, 
the controlled transaction and the 
comparable uncontrolled transaction 
should be consistent in the reporting of 
costs between cost of goods sold and 
operating expenses. The term cost of 

producing includes the cost of acquiring 
property that is held for resale. 

(4) Examples. The following examples 
illustrate the principles of this para-
graph (d). 

Example 1. (i) USP, a domestic manufac-
turer of computer components, sells its prod-
ucts to FS, its foreign distributor. UT1, UT2, 
and UT3 are domestic computer component 
manufacturers that sell to uncontrolled for-
eign purchasers. 

(ii) Relatively complete data is available 
regarding the functions performed and risks 
borne by UT1, UT2, and UT3, and the con-
tractual terms in the uncontrolled trans-
actions. In addition, data is available to en-
sure accounting consistency between all of 
the uncontrolled manufacturers and USP. 
Because the available data is sufficiently 
complete to conclude that it is likely that 
all material differences between the con-
trolled and uncontrolled transactions have 
been identified, the effect of the differences 
are definite and reasonably ascertainable, 
and reliable adjustments are made to ac-
count for the differences, an arm’s length 
range can be established pursuant to § 1.482– 
1(e)(2)(iii)(A). 

Example 2. The facts are the same as in Ex-
ample 1, except that USP accounts for super-
visory, general, and administrative costs as 
operating expenses, which are not allocated 
to its sales to FS. The gross profit markups 
of UT1, UT2, and UT3, however, reflect super-
visory, general, and administrative expenses 
because they are accounted for as costs of 
goods sold. Accordingly, the gross profit 
markups of UT1, UT2, and UT3 must be ad-
justed as provided in paragraph (d)(3)(iii)(B) 
of this section to provide accounting consist-
ency. If data is not sufficient to determine 
whether such accounting differences exist 
between the controlled and uncontrolled 
transactions, the reliability of the results 
will be decreased. 

Example 3. The facts are the same as in Ex-
ample 1, except that under its contract with 
FS, USP uses materials consigned by FS. 
UT1, UT2, and UT3, on the other hand, pur-
chase their own materials, and their gross 
profit markups are determined by including 
the costs of materials. The fact that USP 
does not carry an inventory risk by pur-
chasing its own materials while the uncon-
trolled producers carry inventory is a signifi-
cant difference that may require an adjust-
ment if the difference has a material effect 
on the gross profit markups of the uncon-
trolled producers. Inability to reasonably as-
certain the effect of the difference on the 
gross profit markups will affect the reli-
ability of the results of UT1, UT2, and UT3. 

Example 4. (i) FS, a foreign corporation, 
produces apparel for USP, its U.S. parent 
corporation. FS purchases its materials from 
unrelated suppliers and produces the apparel 
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according to designs provided by USP. The 
district director identifies 10 uncontrolled 
foreign apparel producers that operate in the 
same geographic market and are similar in 
many respect to FS. 

(ii) Relatively complete data is available 
regarding the functions performed and risks 
borne by the uncontrolled producers. In addi-
tion, data is sufficiently detailed to permit 
adjustments for differences in accounting 
practices. However, sufficient data is not 
available to determine whether it is likely 
that all material differences in contractual 
terms have been identified. For example, it 
is not possible to determine which parties in 
the uncontrolled transactions bear currency 
risks. Because differences in these contrac-
tual terms could materially affect price or 
profits, the inability to determine whether 
differences exist between the controlled and 
uncontrolled transactions will diminish the 
reliability of these results. Therefore, the re-
liability of the results of the uncontrolled 
transactions must be enhanced by the appli-
cation of a statistical method in establishing 
an arm’s length range pursuant to § 1.482– 
1(e)(2)(iii)(B). 

(e) Unspecified methods—(1) In general. 
Methods not specified in paragraphs 
(a)(1), (2), (3), (4), and (5) of this section 
may be used to evaluate whether the 
amount charged in a controlled trans-
action is arm’s length. Any method 
used under this paragraph (e) must be 
applied in accordance with the provi-
sions of § 1.482–1. Consistent with the 
specified methods, an unspecified 
method should take into account the 
general principle that uncontrolled 
taxpayers evaluate the terms of a 
transaction by considering the realistic 
alternatives to that transaction, and 
only enter into a particular trans-
action if none of the alternatives is 
preferable to it. For example, the com-
parable uncontrolled price method 
compares a controlled transaction to 
similar uncontrolled transactions to 
provide a direct estimate of the price 
to which the parties would have agreed 
had they resorted directly to a market 
alternative to the controlled trans-
action. Therefore, in establishing 
whether a controlled transaction 
achieved an arm’s length result, an un-
specified method should provide infor-
mation on the prices or profits that the 
controlled taxpayer could have realized 
by choosing a realistic alternative to 
the controlled transaction. As with any 
method, an unspecified method will not 
be applied unless it provides the most 

reliable measure of an arm’s length re-
sult under the principles of the best 
method rule. See § 1.482–1(c). Therefore, 
in accordance with § 1.482–1(d) (Com-
parability), to the extent that a meth-
od relies on internal data rather than 
uncontrolled comparables, its reli-
ability will be reduced. Similarly, the 
reliability of a method will be affected 
by the reliability of the data and as-
sumptions used to apply the method, 
including any projections used. 

(2) Example. The following example il-
lustrates an application of the prin-
ciple of this paragraph (e). 

Example. Amcan, a U.S. company, produces 
unique vessels for storing and transporting 
toxic waste, toxicans, at its U.S. production 
facility. Amcan agrees by contract to supply 
its Canadian subsidiary, Cancan, with 4000 
toxicans per year to serve the Canadian mar-
ket for toxicans. Prior to entering into the 
contract with Cancan, Amcan had received a 
bona fide offer from an independent Cana-
dian waste disposal company, Cando, to 
serve as the Canadian distributor for 
toxicans and to purchase a similar number of 
toxicans at a price of $5,000 each. If the cir-
cumstances and terms of the Cancan supply 
contract are sufficiently similar to those of 
the Cando offer, or sufficiently reliable ad-
justments can be made for differences be-
tween them, then the Cando offer price of 
$5,000 may provide reliable information indi-
cating that an arm’s length consideration 
under the Cancan contract will not be less 
than $5,000 per toxican. 

(f) Coordination with intangible prop-
erty rules. The value of an item of tan-
gible property may be affected by the 
value of intangible property, such as a 
trademark affixed to the tangible prop-
erty (embedded intangible). Ordinarily, 
the transfer of tangible property with 
an embedded intangible will not be 
considered a transfer of such intangible 
if the controlled purchaser does not ac-
quire any rights to exploit the intan-
gible property other than rights relat-
ing to the resale of the tangible prop-
erty under normal commercial prac-
tices. Pursuant to § 1.482–1(d)(3)(v), 
however, the embedded intangible must 
be accounted for in evaluating the 
comparability of the controlled trans-
action and uncontrolled comparables. 
For example, because product com-
parability has the greatest effect on an 
application of the comparable uncon-
trolled price method, trademarked tan-
gible property may be insufficiently 
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comparable to unbranded tangible 
property to permit a reliable applica-
tion of the comparable uncontrolled 
price method. The effect of embedded 
intangibles on comparability will be 
determined under the principles of 
§ 1.482–4. If the transfer of tangible 
property conveys to the recipient a 
right to exploit an embedded intan-
gible (other than in connection with 
the resale of that item of tangible 
property), it may be necessary to de-
termine the arm’s length consideration 
for such intangible separately from the 
tangible property, applying methods 
appropriate to determining the arm’s 
length result for a transfer of intan-
gible property under § 1.482–4. For ex-
ample, if the transfer of a machine con-
veys the right to exploit a manufac-
turing process incorporated in the ma-
chine, then the arm’s length consider-
ation for the transfer of that right 
must be determined separately under 
§ 1.482–4. 

[T.D. 8552, 59 FR 35011, July 8, 1994; 60 FR 
16382, Mar. 30, 1995] 

§ 1.482–4 Methods to determine taxable 
income in connection with a trans-
fer of intangible property. 

(a) In general. The arm’s length 
amount charged in a controlled trans-
fer of intangible property must be de-
termined under one of the four meth-
ods listed in this paragraph (a). Each of 
the methods must be applied in accord-
ance with all of the provisions of 
§ 1.482–1, including the best method rule 
of § 1.482–1(c), the comparability anal-
ysis of § 1.482–1(d), and the arm’s length 
range of § 1.482–1(e). The arm’s length 
consideration for the transfer of an in-
tangible determined under this section 
must be commensurate with the in-
come attributable to the intangible. 
See § 1.482–4(f)(2) (Periodic adjust-
ments). The available methods are— 

(1) The comparable uncontrolled 
transaction method, described in para-
graph (c) of this section; 

(2) The comparable profits method, 
described in § 1.482–5; 

(3) The profit split method, described 
in § 1.482–6; and 

(4) Unspecified methods described in 
paragraph (d) of this section. 

(b) Definition of intangible. For pur-
poses of section 482, an intangible is an 

asset that comprises any of the fol-
lowing items and has substantial value 
independent of the services of any indi-
vidual— 

(1) Patents, inventions, formulae, 
processes, designs, patterns, or know- 
how; 

(2) Copyrights and literary, musical, 
or artistic compositions; 

(3) Trademarks, trade names, or 
brand names; 

(4) Franchises, licenses, or contracts; 
(5) Methods, programs, systems, pro-

cedures, campaigns, surveys, studies, 
forecasts, estimates, customer lists, or 
technical data; and 

(6) Other similar items. For purposes 
of section 482, an item is considered 
similar to those listed in paragraph 
(b)(1) through (5) of this section if it de-
rives its value not from its physical at-
tributes but from its intellectual con-
tent or other intangible properties. 

(c) Comparable uncontrolled trans-
action method—(1) In general. The com-
parable uncontrolled transaction meth-
od evaluates whether the amount 
charged for a controlled transfer of in-
tangible property was arm’s length by 
reference to the amount charged in a 
comparable uncontrolled transaction. 
The amount determined under this 
method may be adjusted as required by 
paragraph (f)(2) of this section (Peri-
odic adjustments). 

(2) Comparability and reliability consid-
erations—(i) In general. Whether results 
derived from applications of this meth-
od are the most reliable measure of an 
arm’s length result is determined using 
the factors described under the best 
method rule in § 1.482–1(c). The applica-
tion of these factors under the com-
parable uncontrolled transaction meth-
od is discussed in paragraphs (c)(2)(ii), 
(iii), and (iv) of this section. 

(ii) Reliability. If an uncontrolled 
transaction involves the transfer of the 
same intangible under the same, or 
substantially the same, circumstances 
as the controlled transaction, the re-
sults derived from applying the com-
parable uncontrolled transaction meth-
od will generally be the most direct 
and reliable measure of the arm’s 
length result for the controlled trans-
fer of an intangible. Circumstances be-
tween the controlled and uncontrolled 
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transactions will be considered sub-
stantially the same if there are at most 
only minor differences that have a defi-
nite and reasonably ascertainable ef-
fect on the amount charged and for 
which appropriate adjustments are 
made. If such uncontrolled trans-
actions cannot be identified, uncon-
trolled transactions that involve the 
transfer of comparable intangibles 
under comparable circumstances may 
be used to apply this method, but the 
reliability of the analysis will be re-
duced. 

(iii) Comparability—(A) In general. The 
degree of comparability between con-
trolled and uncontrolled transactions 
is determined by applying the com-
parability provisions of § 1.482–1(d). Al-
though all of the factors described in 
§ 1.482–1(d)(3) must be considered, spe-
cific factors may be particularly rel-
evant to this method. In particular, the 
application of this method requires 
that the controlled and uncontrolled 
transactions involve either the same 
intangible property or comparable in-
tangible property, as defined in para-
graph (c)(2)(iii)(B)(1) of this section. In 
addition, because differences in con-
tractual terms, or the economic condi-
tions in which transactions take place, 
could materially affect the amount 
charged, comparability under this 
method also depends on similarity with 
respect to these factors, or adjust-
ments to account for material dif-
ferences in such circumstances. 

(B) Factors to be considered in deter-
mining comparability—(1) Comparable in-
tangible property. In order for the intan-
gible property involved in an uncon-
trolled transaction to be considered 
comparable to the intangible property 
involved in the controlled transaction, 
both intangibles must— 

(i) Be used in connection with similar 
products or processes within the same 
general industry or market; and 

(ii) Have similar profit potential. The 
profit potential of an intangible is 
most reliably measured by directly cal-
culating the net present value of the 
benefits to be realized (based on pro-
spective profits to be realized or costs 
to be saved) through the use or subse-
quent transfer of the intangible, con-
sidering the capital investment and 
start-up expenses required, the risks to 

be assumed, and other relevant consid-
erations. The need to reliably measure 
profit potential increases in relation to 
both the total amount of potential 
profits and the potential rate of return 
on investment necessary to exploit the 
intangible. If the information nec-
essary to directly calculate net present 
value of the benefits to be realized is 
unavailable, and the need to reliably 
measure profit potential is reduced be-
cause the potential profits are rel-
atively small in terms of total amount 
and rate of return, comparison of profit 
potential may be based upon the fac-
tors referred to in paragraph 
(c)(2)(iii)(B)(2) of this section. See Ex-
ample 3 of § 1.482–4(c)(4). Finally, the re-
liability of a measure of profit poten-
tial is affected by the extent to which 
the profit attributable to the intan-
gible can be isolated from the profit at-
tributable to other factors, such as 
functions performed and other re-
sources employed. 

(2) Comparable circumstances. In evalu-
ating the comparability of the cir-
cumstances of the controlled and un-
controlled transactions, although all of 
the factors described in § 1.482–1(d)(3) 
must be considered, specific factors 
that may be particularly relevant to 
this method include the following— 

(i) The terms of the transfer, includ-
ing the exploitation rights granted in 
the intangible, the exclusive or non-
exclusive character of any rights 
granted, any restrictions on use, or any 
limitations on the geographic area in 
which the rights may be exploited; 

(ii) The stage of development of the 
intangible (including, where appro-
priate, necessary governmental approv-
als, authorizations, or licenses) in the 
market in which the intangible is to be 
used; 

(iii) Rights to receive updates, revi-
sions, or modifications of the intan-
gible; 

(iv) The uniqueness of the property 
and the period for which it remains 
unique, including the degree and dura-
tion of protection afforded to the prop-
erty under the laws of the relevant 
countries; 

(v) The duration of the license, con-
tract, or other agreement, and any ter-
mination or renegotiation rights; 
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(vi) Any economic and product liabil-
ity risks to be assumed by the trans-
feree; 

(vii) The existence and extent of any 
collateral transactions or ongoing busi-
ness relationships between the trans-
feree and transferor; and 

(viii) The functions to be performed 
by the transferor and transferee, in-
cluding any ancillary or subsidiary 
services. 

(iv) Data and assumptions. The reli-
ability of the results derived from the 
comparable uncontrolled transaction 
method is affected by the completeness 
and accuracy of the data used and the 
reliability of the assumptions made to 
apply this method. See § 1.482–1(c) (Best 
method rule). 

(3) Arm’s length range. See § 1.482– 
1(e)(2) for the determination of an 
arm’s length range. 

(4) Examples. The following examples 
illustrate the principles of this para-
graph (c). 

Example 1. (i) USpharm, a U.S. pharma-
ceutical company, develops a new drug Z 
that is a safe and effective treatment for the 
disease zeezee. USpharm has obtained pat-
ents covering drug Z in the United States 
and in various foreign countries. USpharm 
has also obtained the regulatory authoriza-
tions necessary to market drug Z in the 
United States and in foreign countries. 

(ii) USpharm licenses its subsidiary in 
country X, Xpharm, to produce and sell drug 
Z in country X. At the same time, it licenses 
an unrelated company, Ydrug, to produce 
and sell drug Z in country Y, a neighboring 
country. Prior to licensing the drug, 
USpharm had obtained patent protection and 
regulatory approvals in both countries and 
both countries provide similar protection for 
intellectual property rights. Country X and 
country Y are similar countries in terms of 
population, per capita income and the inci-
dence of disease zeezee. Consequently, drug Z 
is expected to sell in similar quantities and 
at similar prices in both countries. In addi-
tion, costs of producing and marketing drug 
Z in each country are expected to be approxi-
mately the same. 

(iii) USpharm and Xpharm establish terms 
for the license of drug Z that are identical in 
every material respect, including royalty 
rate, to the terms established between 
USpharm and Ydrug. In this case the district 
director determines that the royalty rate es-
tablished in the Ydrug license agreement is a 
reliable measure of the arm’s length royalty 
rate for the Xpharm license agreement. 

Example 2. The facts are the same as in Ex-
ample 1, except that the incidence of the dis-

ease zeezee in Country Y is much higher 
than in Country X. In this case, the profit 
potential from exploitation of the right to 
make and sell drug Z is likely to be much 
higher in country Y than it is in Country X. 
Consequently, the Ydrug license agreement 
is unlikely to provide a reliable measure of 
the arm’s length royalty rate for the 
Xpharm license. 

Example 3. (i) FP, is a foreign company 
that designs, manufactures and sells indus-
trial equipment. FP has developed propri-
etary components that are incorporated in 
its products. These components are impor-
tant in the operation of FP’s equipment and 
some of them have distinctive features, but 
other companies produce similar components 
and none of these components by itself ac-
counts for a substantial part of the value of 
FP’s products. 

(ii) FP licenses its U.S. subsidiary, USSub, 
exclusive North American rights to use the 
patented technology for producing compo-
nent X, a heat exchanger used for cooling op-
erating mechanisms in industrial equipment. 
Component X incorporates proven tech-
nology that makes it somewhat more effi-
cient than the heat exchangers commonly 
used in industrial equipment. FP also agrees 
to provide technical support to help adapt 
component X to USSub’s products and to as-
sist with initial production. Under the terms 
of the license agreement USSub pays FP a 
royalty equal to 3 percent of sales of USSub 
equipment incorporating component X. 

(iii) FP does not license unrelated parties 
to use component X, but many similar com-
ponents are transferred between uncon-
trolled taxpayers. Consequently, the district 
director decides to apply the comparable un-
controlled transaction method to evaluate 
whether the 3 percent royalty for component 
X is an arm’s length royalty. 

(iv) The district director uses a database of 
company documents filed with the Securities 
and Exchange Commission (SEC) to identify 
potentially comparable license agreements 
between uncontrolled taxpayers that are on 
file with the SEC. The district director iden-
tifies 40 license agreements that were en-
tered into in the same year as the controlled 
transfer or in the prior or following year, 
and that relate to transfers of technology as-
sociated with industrial equipment that has 
similar applications to USSub’s products. 
Further review of these uncontrolled agree-
ments indicates that 25 of them involved 
components that have a similar level of 
technical sophistication as component X and 
could be expected to play a similar role in 
contributing to the total value of the final 
product. 

(v) The district director makes a detailed 
review of the terms of each of the 25 uncon-
trolled agreements and finds that 15 of them 
are similar to the controlled agreement in 
that they all involve— 
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(A) The transfer of exclusive rights for the 
North American market; 

(B) Products for which the market could be 
expected to be of a similar size to the market 
for the products into which USSub incor-
porates component X; 

(C) The transfer of patented technology; 
(D) Continuing technical support; 
(E) Access to technical improvements; 
(F) Technology of a similar age; and 
(G) A similar duration of the agreement. 
(vi) Based on these factors and the fact 

that none of the components to which these 
license agreements relate accounts for a sub-
stantial part of the value of the final prod-
ucts, the district director concludes that 
these fifteen intangibles have similar profit 
potential to the component X technology. 

(vii) The 15 uncontrolled comparables 
produce the following royalty rates: 

License 
Royalty 

rate 
(percent) 

1 ........................................................................... 1 .0 
2 ........................................................................... 1 .0 
3 ........................................................................... 1 .25 
4 ........................................................................... 1 .25 
5 ........................................................................... 1 .5 
6 ........................................................................... 1 .5 
7 ........................................................................... 1 .75 
8 ........................................................................... 2 .0 
9 ........................................................................... 2 .0 
10 ......................................................................... 2 .0 
11 ......................................................................... 2 .25 
12 ......................................................................... 2 .5 
13 ......................................................................... 2 .5 
14 ......................................................................... 2 .75 
15 ......................................................................... 3 .0 

(viii) Although the uncontrolled 
comparables are clearly similar to the con-
trolled transaction, it is likely that uniden-
tified material differences exist between the 
uncontrolled comparables and the controlled 
transaction. Therefore, an appropriate sta-
tistical technique must be used to establish 
the arm’s length range. In this case the dis-
trict director uses the interquartile range to 
determine the arm’s length range. Therefore, 
the arm’s length range covers royalty rates 
from 1.25 to 2.5 percent, and an adjustment is 
warranted to the 3 percent royalty charged 
in the controlled transfer. The district direc-
tor determines that the appropriate adjust-
ment corresponds to a reduction in the roy-
alty rate to 2.0 percent, which is the median 
of the uncontrolled comparables. 

Example 4. (i) USdrug, a U.S. pharma-
ceutical company, has developed a new drug, 
Nosplit, that is useful in treating migraine 
headaches and produces no significant side 
effects. Nosplit replaces another drug, 
Lessplit, that USdrug had previously pro-
duced and marketed as a treatment for mi-
graine headaches. A number of other drugs 
for treating migraine headaches are already 
on the market, but Nosplit can be expected 
rapidly to dominate the worldwide market 

for such treatments and to command a pre-
mium price since all other treatments 
produce side effects. Thus, USdrug projects 
that extraordinary profits will be derived 
from Nosplit in the U.S. market and other 
markets. 

(ii) USdrug licenses its newly established 
European subsidiary, Eurodrug, the rights to 
produce and market Nosplit in the European 
market. In setting the royalty rate for this 
license, USdrug considers the royalty that it 
established previously when it licensed the 
right to produce and market Lessplit in the 
European market to an unrelated European 
pharmaceutical company. In many respects 
the two license agreements are closely com-
parable. The drugs were licensed at the same 
stage in their development and the agree-
ments conveyed identical rights to the li-
censees. Moreover, there appear to have been 
no significant changes in the European mar-
ket for migraine headache treatments since 
Lessplit was licensed. However, at the time 
that Lessplit was licensed there were several 
other similar drugs already on the market to 
which Lessplit was not in all cases superior. 
Consequently, the projected and actual 
Lessplit profits were substantially less than 
the projected Nosplit profits. Thus, USdrug 
concludes that the profit potential of 
Lessplit is not similar to the profit potential 
of Nosplit, and the Lessplit license agree-
ment consequently is not a comparable un-
controlled transaction for purposes of this 
paragraph (c) in spite of the other indicia of 
comparability between the two intangibles. 

(d) Unspecified methods—(1) In general. 
Methods not specified in paragraphs 
(a)(1), (2), and (3) of this section may be 
used to evaluate whether the amount 
charged in a controlled transaction is 
arm’s length. Any method used under 
this paragraph (d) must be applied in 
accordance with the provisions of 
§ 1.482–1. Consistent with the specified 
methods, an unspecified method should 
take into account the general principle 
that uncontrolled taxpayers evaluate 
the terms of a transaction by consid-
ering the realistic alternatives to that 
transaction, and only enter into a par-
ticular transaction if none of the alter-
natives is preferable to it. For exam-
ple, the comparable uncontrolled trans-
action method compares a controlled 
transaction to similar uncontrolled 
transactions to provide a direct esti-
mate of the price the parties would 
have agreed to had they resorted di-
rectly to a market alternative to the 
controlled transaction. Therefore, in 
establishing whether a controlled 
transaction achieved an arm’s length 
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result, an unspecified method should 
provide information on the prices or 
profits that the controlled taxpayer 
could have realized by choosing a real-
istic alternative to the controlled 
transaction. As with any method, an 
unspecified method will not be applied 
unless it provides the most reliable 
measure of an arm’s length result 
under the principles of the best method 
rule. See § 1.482–1(c). Therefore, in ac-
cordance with § 1.482–1(d) (Com-
parability), to the extent that a meth-
od relies on internal data rather than 
uncontrolled comparables, its reli-
ability will be reduced. Similarly, the 
reliability of a method will be affected 
by the reliability of the data and as-
sumptions used to apply the method, 
including any projections used. 

(2) Example. The following example il-
lustrates an application of the prin-
ciple of this paragraph (d). 

Example. (i) USbond is a U.S. company that 
licenses to its foreign subsidiary, Eurobond, 
a proprietary process that permits the manu-
facture of Longbond, a long-lasting indus-
trial adhesive, at a substantially lower cost 
than otherwise would be possible. Using the 
proprietary process, Eurobond manufactures 
Longbond and sells it to related and unre-
lated parties for the market price of $550 per 
ton. Under the terms of the license agree-
ment, Eurobond pays USbond a royalty of 
$100 per ton of Longbond sold. USbond also 
manufactures and markets Longbond in the 
United States. 

(ii) In evaluating whether the consider-
ation paid for the transfer of the proprietary 
process to Eurobond was arm’s length, the 
district director may consider, subject to the 
best method rule of § 1.482–1(c), USbond’s al-
ternative of producing and selling Longbond 
itself. Reasonably reliable estimates indicate 
that if USbond directly supplied Longbond to 
the European market, a selling price of $300 
per ton would cover its costs and provide a 
reasonable profit for its functions, risks and 
investment of capital associated with the 
production of Longbond for the European 
market. Given that the market price of 
Longbond was $550 per ton, by licensing the 
proprietary process to Eurobond, USbond 
forgoes $250 per ton of profit over the profit 
that would be necessary to compensate it for 
the functions, risks and investment involved 
in supplying Longbond to the European mar-
ket itself. Based on these facts, the district 
director concludes that a royalty of $100 for 
the proprietary process is not arm’s length. 

(e) Coordination with tangible property 
rules. See § 1.482–3(f) for the provisions 

regarding the coordination between the 
tangible property and intangible prop-
erty rules. 

(f) Special rules for transfers of intan-
gible property—(1) Form of consideration. 
If a transferee of an intangible pays 
nominal or no consideration and the 
transferor has retained a substantial 
interest in the property, the arm’s 
length consideration shall be in the 
form of a royalty, unless a different 
form is demonstrably more appro-
priate. 

(2) Periodic adjustments—(i) General 
rule. If an intangible is transferred 
under an arrangement that covers 
more than one year, the consideration 
charged in each taxable year may be 
adjusted to ensure that it is commen-
surate with the income attributable to 
the intangible. Adjustments made pur-
suant to this paragraph (f)(2) shall be 
consistent with the arm’s length stand-
ard and the provisions of § 1.482–1. In 
determining whether to make such ad-
justments in the taxable year under ex-
amination, the district director may 
consider all relevant facts and cir-
cumstances throughout the period the 
intangible is used. The determination 
in an earlier year that the amount 
charged for an intangible was an arm’s 
length amount will not preclude the 
district director in a subsequent tax-
able year from making an adjustment 
to the amount charged for the intan-
gible in the subsequent year. A periodic 
adjustment under the commensurate 
with income requirement of section 482 
may be made in a subsequent taxable 
year without regard to whether the 
taxable year of the original transfer re-
mains open for statute of limitation 
purposes. For exceptions to this rule 
see paragraph (f)(2)(ii) of this section. 

(ii) Exceptions—(A) Transactions in-
volving the same intangible. If the same 
intangible was transferred to an uncon-
trolled taxpayer under substantially 
the same circumstances as those of the 
controlled transaction; this trans-
action serves as the basis for the appli-
cation of the comparable uncontrolled 
transaction method in the first taxable 
year in which substantial periodic con-
sideration was required to be paid; and 
the amount paid in that year was an 
arm’s length amount, then no alloca-
tion in a subsequent year will be made 
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under paragraph (f)(2)(i) of this para-
graph for a controlled transfer of in-
tangible property. 

(B) Transactions involving comparable 
intangible. If the arm’s length result is 
derived from the application of the 
comparable uncontrolled transaction 
method based on the transfer of a com-
parable intangible under comparable 
circumstances to those of the con-
trolled transaction, no allocation will 
be made under paragraph (f)(2)(i) of 
this section if each of the following 
facts is established— 

(1) The controlled taxpayers entered 
into a written agreement (controlled 
agreement) that provided for an 
amount of consideration with respect 
to each taxable year subject to such 
agreement, such consideration was an 
arm’s length amount for the first tax-
able year in which substantial periodic 
consideration was required to be paid 
under the agreement, and such agree-
ment remained in effect for the taxable 
year under review; 

(2) There is a written agreement set-
ting forth the terms of the comparable 
uncontrolled transaction relied upon to 
establish the arm’s length consider-
ation (uncontrolled agreement), which 
contains no provisions that would per-
mit any change to the amount of con-
sideration, a renegotiation, or a termi-
nation of the agreement, in cir-
cumstances comparable to those of the 
controlled transaction in the taxable 
year under review (or that contains 
provisions permitting only specified, 
non-contingent, periodic changes to 
the amount of consideration); 

(3) The controlled agreement is sub-
stantially similar to the uncontrolled 
agreement, with respect to the time pe-
riod for which it is effective and the 
provisions described in paragraph 
(f)(2)(ii)(B)(2) of this section; 

(4) The controlled agreement limits 
use of the intangible to a specified field 
or purpose in a manner that is con-
sistent with industry practice and any 
such limitation in the uncontrolled 
agreement; 

(5) There were no substantial changes 
in the functions performed by the con-
trolled transferee after the controlled 
agreement was executed, except 
changes required by events that were 
not foreseeable; and 

(6) The aggregate profits actually 
earned or the aggregate cost savings 
actually realized by the controlled tax-
payer from the exploitation of the in-
tangible in the year under examina-
tion, and all past years, are not less 
than 80% nor more than 120% of the 
prospective profits or cost savings that 
were foreseeable when the com-
parability of the uncontrolled agree-
ment was established under paragraph 
(c)(2) of this section. 

(C) Methods other than comparable un-
controlled transaction. If the arm’s 
length amount was determined under 
any method other than the comparable 
uncontrolled transaction method, no 
allocation will be made under para-
graph (f)(2)(i) of this section if each of 
the following facts is established— 

(1) The controlled taxpayers entered 
into a written agreement (controlled 
agreement) that provided for an 
amount of consideration with respect 
to each taxable year subject to such 
agreement, and such agreement re-
mained in effect for the taxable year 
under review; 

(2) The consideration called for in the 
controlled agreement was an arm’s 
length amount for the first taxable 
year in which substantial periodic con-
sideration was required to be paid, and 
relevant supporting documentation 
was prepared contemporaneously with 
the execution of the controlled agree-
ment; 

(3) There have been no substantial 
changes in the functions performed by 
the transferee since the controlled 
agreement was executed, except 
changes required by events that were 
not foreseeable; and 

(4) The total profits actually earned 
or the total cost savings realized by 
the controlled transferee from the ex-
ploitation of the intangible in the year 
under examination, and all past years, 
are not less than 80% nor more than 
120% of the prospective profits or cost 
savings that were foreseeable when the 
controlled agreement was entered into. 

(D) Extraordinary events. No alloca-
tion will be made under paragraph 
(f)(2)(i) of this section if the following 
requirements are met— 

(1) Due to extraordinary events that 
were beyond the control of the con-
trolled taxpayers and that could not 
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reasonably have been anticipated at 
the time the controlled agreement was 
entered into, the aggregate actual prof-
its or aggregate cost savings realized 
by the taxpayer are less than 80% or 
more than 120% of the prospective prof-
its or cost savings; and 

(2) All of the requirements of para-
graph (f)(2)(ii) (B) or (C) of this section 
are otherwise satisfied. 

(E) Five-year period. If the require-
ments of § 1.482–4 (f)(2)(ii)(B) or 
(f)(2)(ii)(C) are met for each year of the 
five-year period beginning with the 
first year in which substantial periodic 
consideration was required to be paid, 
then no periodic adjustment will be 
made under paragraph (f)(2)(i) of this 
section in any subsequent year. 

(iii) Examples. The following exam-
ples illustrate this paragraph (f)(2). 

Example 1. (i) USdrug, a U.S. pharma-
ceutical company, has developed a new drug, 
Nosplit, that is useful in treating migraine 
headaches and produces no significant side 
effects. A number of other drugs for treating 
migraine headaches are already on the mar-
ket, but Nosplit can be expected rapidly to 
dominate the worldwide market for such 
treatments and to command a premium price 
since all other treatments produce side ef-
fects. Thus, USdrug projects that extraor-
dinary profits will be derived from Nosplit in 
the U.S. and European markets. 

(ii) USdrug licenses its newly established 
European subsidiary, Eurodrug, the rights to 
produce and market Nosplit for the Euro-
pean market for 5 years. In setting the roy-
alty rate for this license, USdrug makes pro-
jections of the annual sales revenue and the 
annual profits to be derived from the exploi-
tation of Nosplit by Eurodrug. Based on the 
projections, a royalty rate of 3.9% is estab-
lished for the term of the license. 

(iii) In Year 1, USdrug evaluates the roy-
alty rate it received from Eurodrug. Given 
the high profit potential of Nosplit, USdrug 
is unable to locate any uncontrolled trans-
actions dealing with licenses of comparable 
intangible property. USdrug therefore deter-
mines that the comparable uncontrolled 
transaction method will not provide a reli-
able measure of an arm’s length royalty. 
However, applying the comparable profits 
method to Eurodrug, USdrug determines 
that a royalty rate of 3.9% will result in 
Eurodrug earning an arm’s length return for 
its manufacturing and marketing functions. 

(iv) In Year 5, the U.S. income tax return 
for USdrug is examined, and the district di-
rector must determine whether the royalty 
rate between USdrug and Eurodrug is com-
mensurate with the income attributable to 
Nosplit. In making this determination, the 

district director considers whether any of 
the exceptions in § 1.482–4(f)(2)(ii) are applica-
ble. In particular, the district director com-
pares the profit projections attributable to 
Nosplit made by USdrug against the actual 
profits realized by Eurodrug. The projected 
and actual profits are as follows: 

Profit 
projections Actual profits 

Year 1 ................................ 200 250 
Year 2 ................................ 250 300 
Year 3 ................................ 500 600 
Year 4 ................................ 350 200 
Year 5 ................................ 100 100 

Total ............................ 1400 1450 

(v) The total profits earned through Year 5 
were not less than 80% nor more than 120% 
of the profits that were projected when the 
license was entered into. If the district direc-
tor determines that the other requirements 
of § 1.482–4(f)(2)(ii)(C) were met, no adjust-
ment will be made to the royalty rate be-
tween USdrug and Eurodrug for the license 
of Nosplit. 

Example 2. (i) The facts are the same as in 
Example 1, except that Eurodrug’s actual 
profits earned were much higher than the 
projected profits, as follows: 

Profit 
projections Actual profits 

Year 1 ................................ 200 250 
Year 2 ................................ 250 500 
Year 3 ................................ 500 800 
Year 4 ................................ 350 700 
Year 5 ................................ 100 600 

Total ............................ 1400 2850 

(ii) In examining USdrug’s tax return for 
Year 5, the district director considers the ac-
tual profits realized by Eurodrug in Year 5, 
and all past years. Accordingly, although 
Years 1 through 4 may be closed under the 
statute of limitations, for purposes of deter-
mining whether an adjustment should be 
made with respect to the royalty rate in 
Year 5 with respect to Nosplit, the district 
director aggregates the actual profits from 
those years with the profits of Year 5. How-
ever, the district director will make an ad-
justment, if any, only with respect to Year 5. 

Example 3. (i) FP, a foreign corporation, li-
censes to USS, its U.S. subsidiary, a new air- 
filtering process that permits manufacturing 
plants to meet new environmental standards. 
The license runs for a 10-year period, and the 
profit derived from the new process is pro-
jected to be $15 million per year, for an ag-
gregate profit of $150 million. 

(ii) The royalty rate for the license is 
based on a comparable uncontrolled trans-
action involving a comparable intangible 
under comparable circumstances. The re-
quirements of paragraphs (f)(2)(ii)(B)(1) 
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through (5) of this section have been met. 
Specifically, FP and USS have entered into a 
written agreement that provides for a roy-
alty in each year of the license, the royalty 
rate is considered arm’s length for the first 
taxable year in which a substantial royalty 
was required to be paid, the license limited 
the use of the process to a specified field, 
consistent with industry practice, and there 
are no substantial changes in the functions 
performed by USS after the license was en-
tered into. 

(iii) In examining Year 4 of the license, the 
district director determines that the aggre-
gate actual profits earned by USS through 
Year 4 are $30 million, less than 80% of the 
projected profits of $60 million. However, 
USS establishes to the satisfaction of the 
district director that the aggregate actual 
profits from the process are less than 80% of 
the projected profits in Year 3 because an 
earthquake severely damaged USS’s manu-
facturing plant. Because the difference be-
tween the projected profits and actual prof-
its was due to an extraordinary event that 
was beyond the control of USS, and could 
not reasonably have been anticipated at the 
time the license was entered into, the re-
quirement under § 1.482–4(f)(2)(ii)(D) has been 
met, and no adjustment under this section is 
made. 

(3) Ownership of intangible property— 
(i) Identification of owner—(A) In gen-
eral. The legal owner of intangible 
property pursuant to the intellectual 
property law of the relevant jurisdic-
tion, or the holder of rights consti-
tuting an intangible property pursuant 
to contractual terms (such as the 
terms of a license) or other legal provi-
sion, will be considered the sole owner 
of the respective intangible property 
for purposes of this section unless such 
ownership is inconsistent with the eco-
nomic substance of the underlying 
transactions. See § 1.482–1(d)(3)(ii)(B) 
(identifying contractual terms). If no 
owner of the respective intangible 
property is identified under the intel-
lectual property law of the relevant ju-
risdiction, or pursuant to contractual 
terms (including terms imputed pursu-
ant to § 1.482–1(d)(3)(ii)(B)) or other 
legal provision, then the controlled 
taxpayer who has control of the intan-
gible property, based on all the facts 
and circumstances, will be considered 
the sole owner of the intangible prop-
erty for purposes of this section. 

(B) Cost sharing arrangements. The 
rules in this paragraph (f)(3) regarding 
ownership with respect to cost shared 

intangibles and cost sharing arrange-
ments will apply only as provided in 
§ 1.482–7. 

(ii) Examples. The principles of this 
paragraph (f)(3) are illustrated by the 
following examples: 

Example 1. FP, a foreign corporation, is the 
registered holder of the AA trademark in the 
United States. FP licenses to its U.S. sub-
sidiary, USSub, the exclusive rights to man-
ufacture and market products in the United 
States under the AA trademark. FP is the 
owner of the trademark pursuant to intellec-
tual property law. USSub is the owner of the 
license pursuant to the terms of the license, 
but is not the owner of the trademark. See 
paragraphs (b)(3) and (4) of this section (de-
fining an intangible as, among other things, 
a trademark or a license). 

Example 2. The facts are the same as in Ex-
ample 1. As a result of its sales and mar-
keting activities, USSub develops a list of 
several hundred creditworthy customers that 
regularly purchase AA trademarked prod-
ucts. Neither the terms of the contract be-
tween FP and USSub nor the relevant intel-
lectual property law specify which party 
owns the customer list. Because USSub has 
knowledge of the contents of the list, and 
has practical control over its use and dis-
semination, USSub is considered the sole 
owner of the customer list for purposes of 
this paragraph (f)(3). 

(4) Contribution to the value of intan-
gible property owned by another—(i) In 
general. The arm’s length consideration 
for a contribution by one controlled 
taxpayer that develops or enhances the 
value, or may be reasonably antici-
pated to develop or enhance the value, 
of intangible property owned by an-
other controlled taxpayer will be deter-
mined in accordance with the applica-
ble rules under section 482. If the con-
sideration for such a contribution is 
embedded within the contractual terms 
for a controlled transaction that in-
volves such intangible property, then 
ordinarily no separate allocation will 
be made with respect to such contribu-
tion. In such cases, pursuant to § 1.482– 
1(d)(3), the contribution must be ac-
counted for in evaluating the com-
parability of the controlled transaction 
to uncontrolled comparables, and ac-
cordingly in determining the arm’s 
length consideration in the controlled 
transaction. 

(ii) Examples. The principles of this 
paragraph (f)(4) are illustrated by the 
following examples: 
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Example 1. A, a member of a controlled 
group, allows B, another member of the con-
trolled group, to use tangible property, such 
as laboratory equipment, in connection with 
B’s development of an intangible that B 
owns. By furnishing tangible property, A 
makes a contribution to the development of 
intangible property owned by another con-
trolled taxpayer, B. Pursuant to paragraph 
(f)(4)(i) of this section, the arm’s length 
charge for A’s furnishing of tangible prop-
erty will be determined under the rules for 
use of tangible property in § 1.482–2(c). 

Example 2. (i) Facts. FP, a foreign producer 
of wristwatches, is the registered holder of 
the YY trademark in the United States and 
in other countries worldwide. FP enters into 
an exclusive, five-year, renewable agreement 
with its newly organized U.S. subsidiary, 
USSub. The contractual terms of the agree-
ment grant USSub the exclusive right to re- 
sell YY trademark wristwatches in the 
United States, obligate USSub to pay a fixed 
price per wristwatch throughout the entire 
term of the contract, and obligate both FP 
and USSub to undertake without separate 
compensation specified types and levels of 
marketing activities. 

(ii) The consideration for FP’s and USSub’s 
marketing activities, as well as the consider-
ation for the exclusive right to re-sell YY 
trademarked merchandise in the United 
States, are embedded in the transfer price 
paid for the wristwatches. Accordingly, pur-
suant to paragraph (f)(4)(i) of this section, 
ordinarily no separate allocation would be 
appropriate with respect to these embedded 
contributions. 

(iii) Whether an allocation is warranted 
with respect to the transfer price for the 
wristwatches is determined under §§ 1.482–1, 
1.482–3, and this section through § 1.482–6. The 
comparability analysis would include consid-
eration of all relevant factors, including the 
nature of the intangible property embedded 
in the wristwatches and the nature of the 
marketing activities required under the 
agreement. This analysis would also take 
into account that the compensation for the 
activities performed by USSub and FP, as 
well as the consideration for USSub’s use of 
the YY trademark, is embedded in the trans-
fer price for the wristwatches, rather than 
provided for in separate agreements. See 
§§ 1.482–3(f) and 1.482–9(m)(4). 

Example 3. (i) Facts. FP, a foreign producer 
of athletic gear, is the registered holder of 
the AA trademark in the United States and 
in other countries. In year 1, FP licenses to 
a newly organized U.S. subsidiary, USSub, 
the exclusive rights to use certain manufac-
turing and marketing intangible property to 
manufacture and market athletic gear in the 
United States under the AA trademark. The 
license agreement obligates USSub to pay a 
royalty based on sales of trademarked mer-
chandise. The license agreement also obli-

gates FP and USSub to perform without sep-
arate compensation specified types and lev-
els of marketing activities. In year 1, USSub 
manufactures and sells athletic gear under 
the AA trademark in the United States. 

(ii) The consideration for FP’s and USSub’s 
respective marketing activities is embedded 
in the contractual terms of the license for 
the AA trademark. Accordingly, pursuant to 
paragraph (f)(4)(i) of this section, ordinarily 
no separate allocation would be appropriate 
with respect to the embedded contributions 
in year 1. See § 1.482–9(m)(4). 

(iii) Whether an allocation is warranted 
with respect to the royalty under the license 
agreement would be analyzed under § 1.482–1, 
and this section through § 1.482–6. The com-
parability analysis would include consider-
ation of all relevant factors, such as the 
term and geographical exclusivity of the li-
cense, the nature of the intangible property 
subject to the license, and the nature of the 
marketing activities required to be under-
taken pursuant to the license. Pursuant to 
paragraph (f)(4)(i) of this section, the anal-
ysis would also take into account the fact 
that the compensation for the marketing 
services is embedded in the royalty paid for 
use of the AA trademark, rather than pro-
vided for in a separate services agreement. 
For illustrations of application of the best 
method rule, see § 1.482–8 Examples 10, 11, and 
12. 

Example 4. (i) Facts. The year 1 facts are 
the same as in Example 3, with the following 
exceptions. In year 2, USSub undertakes cer-
tain incremental marketing activities in ad-
dition to those required by the contractual 
terms of the license for the AA trademark 
executed in year 1. The parties do not exe-
cute a separate agreement with respect to 
these incremental marketing activities per-
formed by USSub. The license agreement ex-
ecuted in year 1 is of sufficient duration that 
it is reasonable to anticipate that USSub 
will obtain the benefit of its incremental ac-
tivities, in the form of increased sales or rev-
enues of trademarked products in the U.S. 
market. 

(ii) To the extent that it was reasonable to 
anticipate that USSub’s incremental mar-
keting activities would increase the value 
only of USSub’s intangible property (that is, 
USSub’s license to use the AA trademark for 
a specified term), and not the value of the 
AA trademark owned by FP, USSub’s incre-
mental activities do not constitute a con-
tribution for which an allocation is war-
ranted under paragraph (f)(4)(i) of this sec-
tion. 

Example 5. (i) Facts. The year 1 facts are 
the same as in Example 3. In year 2, FP and 
USSub enter into a separate services agree-
ment that obligates USSub to perform cer-
tain incremental marketing activities to 
promote AA trademark athletic gear in the 
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United States, above and beyond the activi-
ties specified in the license agreement exe-
cuted in year 1. In year 2, USSub begins to 
perform these incremental activities, pursu-
ant to the separate services agreement with 
FP. 

(ii) Whether an allocation is warranted 
with respect to USSub’s incremental mar-
keting activities covered by the separate 
services agreement would be evaluated under 
§§ 1.482–1 and 1.482–9, including a comparison 
of the compensation provided for the serv-
ices with the results obtained under a meth-
od pursuant to § 1.482–9, selected and applied 
in accordance with the best method rule of 
§ 1.482–1(c). 

(iii) Whether an allocation is warranted 
with respect to the royalty under the license 
agreement is determined under § 1.482–1, and 
this section through § 1.482–6. The com-
parability analysis would include consider-
ation of all relevant factors, such as the 
term and geographical exclusivity of the li-
cense, the nature of the intangible property 
subject to the license, and the nature of the 
marketing activities required to be under-
taken pursuant to the license. The com-
parability analysis would take into account 
that the compensation for the incremental 
activities by USSub is provided for in the 
separate services agreement, rather than em-
bedded in the royalty paid for use of the AA 
trademark. For illustrations of application 
of the best method rule, see § 1.482–8 Examples 
10, 11, and 12. 

Example 6. (i) Facts. The year 1 facts are 
the same as in Example 3. In year 2, FP and 
USSub enter into a separate services agree-
ment that obligates FP to perform incre-
mental marketing activities, not specified in 
the year 1 license, by advertising AA 
trademarked athletic gear in selected inter-
national sporting events, such as the Olym-
pics and the soccer World Cup. FP’s cor-
porate advertising department develops and 
coordinates these special promotions. The 
separate services agreement obligates USSub 
to pay an amount to FP for the benefit to 
USSub that may reasonably be anticipated 
as the result of FP’s incremental activities. 
The separate services agreement is not a 
qualified cost sharing arrangement under 
§ 1.482–7T. FP begins to perform the incre-
mental activities in year 2 pursuant to the 
separate services agreement. 

(ii) Whether an allocation is warranted 
with respect to the incremental marketing 
activities performed by FP under the sepa-
rate services agreement would be evaluated 
under § 1.482–9. Under the circumstances, it is 
reasonable to anticipate that FP’s activities 
would increase the value of USSub’s license 
as well as the value of FP’s trademark. Ac-
cordingly, the incremental activities by FP 
may constitute in part a controlled services 
transaction for which USSub must com-
pensate FP. The analysis of whether an allo-

cation is warranted would include a compari-
son of the compensation provided for the 
services with the results obtained under a 
method pursuant to § 1.482–9, selected and ap-
plied in accordance with the best method 
rule of § 1.482–1(c). 

(iii) Whether an allocation is appropriate 
with respect to the royalty under the license 
agreement would be evaluated under §§ 1.482– 
1 through 1.482–3, this section, and §§ 1.482–5 
and 1.482–6. The comparability analysis 
would include consideration of all relevant 
factors, such as the term and geographical 
exclusivity of USSub’s license, the nature of 
the intangible property subject to the li-
cense, and the marketing activities required 
to be undertaken by both FP and USSub pur-
suant to the license. This comparability 
analysis would take into account that the 
compensation for the incremental activities 
performed by FP was provided for in the sep-
arate services agreement, rather than em-
bedded in the royalty paid for use of the AA 
trademark. For illustrations of application 
of the best method rule, see § 1.482–8, Example 
10, Example 11, and Example 12. 

(5) Consideration not artificially lim-
ited. The arm’s length consideration for 
the controlled transfer of an intangible 
is not limited by the consideration paid 
in any uncontrolled transactions that 
do not meet the requirements of the 
comparable uncontrolled transaction 
method described in paragraph (c) of 
this section. Similarly, the arm’s 
length consideration for an intangible 
is not limited by the prevailing rates of 
consideration paid for the use or trans-
fer of intangibles within the same or 
similar industry. 

(6) Lump sum payments—(i) In general. 
If an intangible is transferred in a con-
trolled transaction for a lump sum, 
that amount must be commensurate 
with the income attributable to the in-
tangible. A lump sum is commensurate 
with income in a taxable year if the 
equivalent royalty amount for that 
taxable year is equal to an arm’s 
length royalty. The equivalent royalty 
amount for a taxable year is the 
amount determined by treating the 
lump sum as an advance payment of a 
stream of royalties over the useful life 
of the intangible (or the period covered 
by an agreement, if shorter), taking 
into account the projected sales of the 
licensee as of the date of the transfer. 
Thus, determining the equivalent roy-
alty amount requires a present value 
calculation based on the lump sum, an 
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appropriate discount rate, and the pro-
jected sales over the relevant period. 
The equivalent royalty amount is sub-
ject to periodic adjustments under 
§ 1.482–4(f)(2)(i) to the same extent as an 
actual royalty payment pursuant to a 
license agreement. 

(ii) Exceptions. No periodic adjust-
ment will be made under paragraph 
(f)(2)(i) of this section if any of the ex-
ceptions to periodic adjustments pro-
vided in paragraph (f)(2)(ii) of this sec-
tion apply. 

(iii) Example. The following example 
illustrates the principle of this para-
graph (f)(5). 

Example. Calculation of the equivalent roy-
alty amount. (i) FSub is the foreign sub-
sidiary of USP, a U.S. company. USP li-
censes FSub the right to produce and sell the 
whopperchopper, a patented new kitchen ap-
pliance, for the foreign market. The license 
is for a period of five years, and payment 
takes the form of a single lump-sum charge 
of $500,000 that is paid at the beginning of the 
period. 

(ii) The equivalent royalty amount for this 
license is determined by deriving an equiva-
lent royalty rate equal to the lump-sum pay-
ment divided by the present discounted value 
of FSub’s projected sales of whopperchoppers 
over the life of the license. Based on the 
riskiness of the whopperchopper business, an 
appropriate discount rate is determined to be 
10 percent. Projected sales of 
whopperchoppers for each year of the license 
are as follows: 

Year Projected 
sales 

1 ..................................................................... $2,500,000 
2 ..................................................................... 2,600,000 
3 ..................................................................... 2,700,000 
4 ..................................................................... 2,700,000 
5 ..................................................................... 2,750,000 

(iii) Based on this information, the present 
discounted value of the projected 
whopperchopper sales is approximately $10 
million, yielding an equivalent royalty rate 
of approximately 5%. Thus, the equivalent 
royalty amounts for each year are as follows: 

Year Projected 
sales 

Equivalent roy-
alty amount 

1 ......................................... $2,500,000 $125,000 
2 ......................................... 2,600,000 130,000 
3 ......................................... 2,700,000 135,000 
4 ......................................... 2,700,000 135,000 
5 ......................................... 2,750,000 137,500 

(iv) If in any of the five taxable years the 
equivalent royalty amount is determined not 
to be an arm’s length amount, a periodic ad-
justment may be made pursuant to § 1.482– 

4(f)(2)(i). The adjustment in such case would 
be equal to the difference between the equiv-
alent royalty amount and the arm’s length 
royalty in that taxable year. 

(g) Coordination with rules governing 
cost sharing arrangements. Section 1.482– 
7 provides the specific methods to be 
used to determine arm’s length results 
of controlled transactions in connec-
tion with a cost sharing arrangement. 
This section provides the specific 
methods to be used to determine arm’s 
length results of a transfer of intan-
gible property, including in an arrange-
ment for sharing the costs and risks of 
developing intangibles other than a 
cost sharing arrangement covered by 
§ 1.482–7. In the case of such an arrange-
ment, consideration of the principles, 
methods, comparability, and reliability 
considerations set forth in § 1.482–7 is 
relevant in determining the best meth-
od, including an unspecified method, 
under this section, as appropriately ad-
justed in light of the differences in the 
facts and circumstances between such 
arrangement and a cost sharing ar-
rangement. 

(h) Effective/applicability date—(1) In 
general. Except as provided in the suc-
ceeding sentence, the provisions of 
paragraphs (f)(3) and (4) of this section 
are generally applicable for taxable 
years beginning after December 31, 
2006. The provisions of paragraphs 
(f)(3)(i)(B) and (g) of this section are 
generally applicable on January 5, 2009. 

(2) Election to apply regulation to ear-
lier taxable years. A person may elect to 
apply the provisions of paragraphs 
(f)(3) and (4) of this section to earlier 
taxable years in accordance with the 
rules set forth in § 1.482–9(n)(2). 

[T.D. 8552, 59 FR 35016, July 8, 1994; T.D. 9278, 
71 FR 44484, Aug. 4, 2006; T.D. 9456, 74 FR 
38842, Aug. 4, 2009; T.D. 9568, 76 FR 80090, Dec. 
22, 2011] 

§ 1.482–5 Comparable profits method. 

(a) In general. The comparable profits 
method evaluates whether the amount 
charged in a controlled transaction is 
arm’s length based on objective meas-
ures of profitability (profit level indi-
cators) derived from uncontrolled tax-
payers that engage in similar business 
activities under similar circumstances. 
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(b) Determination of arm’s length re-
sult—(1) In general. Under the com-
parable profits method, the determina-
tion of an arm’s length result is based 
on the amount of operating profit that 
the tested party would have earned on 
related party transactions if its profit 
level indicator were equal to that of an 
uncontrolled comparable (comparable 
operating profit). Comparable oper-
ating profit is calculated by deter-
mining a profit level indicator for an 
uncontrolled comparable, and applying 
the profit level indicator to the finan-
cial data related to the tested party’s 
most narrowly identifiable business ac-
tivity for which data incorporating the 
controlled transaction is available (rel-
evant business activity). To the extent 
possible, profit level indicators should 
be applied solely to the tested party’s 
financial data that is related to con-
trolled transactions. The tested party’s 
reported operating profit is compared 
to the comparable operating profits de-
rived from the profit level indicators of 
uncontrolled comparables to determine 
whether the reported operating profit 
represents an arm’s length result. 

(2) Tested party—(i) In general. For 
purposes of this section, the tested 
party will be the participant in the 
controlled transaction whose operating 
profit attributable to the controlled 
transactions can be verified using the 
most reliable data and requiring the 
fewest and most reliable adjustments, 
and for which reliable data regarding 
uncontrolled comparables can be lo-
cated. Consequently, in most cases the 
tested party will be the least complex 
of the controlled taxpayers and will 
not own valuable intangible property 
or unique assets that distinguish it 
from potential uncontrolled 
comparables. 

(ii) Adjustments for tested party. The 
tested party’s operating profit must 
first be adjusted to reflect all other al-
locations under section 482, other than 
adjustments pursuant to this section. 

(3) Arm’s length range. See § 1.482– 
1(e)(2) for the determination of the 
arm’s length range. For purposes of the 
comparable profits method, the arm’s 
length range will be established using 
comparable operating profits derived 
from a single profit level indicator. 

(4) Profit level indicators. Profit level 
indicators are ratios that measure rela-
tionships between profits and costs in-
curred or resources employed. A vari-
ety of profit level indicators can be cal-
culated in any given case. Whether use 
of a particular profit level indicator is 
appropriate depends upon a number of 
factors, including the nature of the ac-
tivities of the tested party, the reli-
ability of the available data with re-
spect to uncontrolled comparables, and 
the extent to which the profit level in-
dicator is likely to produce a reliable 
measure of the income that the tested 
party would have earned had it dealt 
with controlled taxpayers at arm’s 
length, taking into account all of the 
facts and circumstances. The profit 
level indicators should be derived from 
a sufficient number of years of data to 
reasonably measure returns that ac-
crue to uncontrolled comparables. Gen-
erally, such a period should encompass 
at least the taxable year under review 
and the preceding two taxable years. 
This analysis must be applied in ac-
cordance with § 1.482–1(f)(2)(iii)(D). 
Profit level indicators that may pro-
vide a reliable basis for comparing op-
erating profits of the tested party and 
uncontrolled comparables include the 
following— 

(i) Rate of return on capital employed. 
The rate of return on capital employed 
is the ratio of operating profit to oper-
ating assets. The reliability of this 
profit level indicator increases as oper-
ating assets play a greater role in gen-
erating operating profits for both the 
tested party and the uncontrolled com-
parable. In addition, reliability under 
this profit level indicator depends on 
the extent to which the composition of 
the tested party’s assets is similar to 
that of the uncontrolled comparable. 
Finally, difficulties in properly valuing 
operating assets will diminish the reli-
ability of this profit level indicator. 

(ii) Financial ratios. Financial ratios 
measure relationships between profit 
and costs or sales revenue. Since func-
tional differences generally have a 
greater effect on the relationship be-
tween profit and costs or sales revenue 
than the relationship between profit 
and operating assets, financial ratios 
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are more sensitive to functional dif-
ferences than the rate of return on cap-
ital employed. Therefore, closer func-
tional comparability normally is re-
quired under a financial ratio than 
under the rate of return on capital em-
ployed to achieve a similarly reliable 
measure of an arm’s length result. Fi-
nancial ratios that may be appropriate 
include the following— 

(A) Ratio of operating profit to sales; 
and 

(B) Ratio of gross profit to operating 
expenses. Reliability under this profit 
level indicator also depends on the ex-
tent to which the composition of the 
tested party’s operating expenses is 
similar to that of the uncontrolled 
comparables. 

(iii) Other profit level indicators. Other 
profit level indicators not described in 
this paragraph (b)(4) may be used if 
they provide reliable measures of the 
income that the tested party would 
have earned had it dealt with con-
trolled taxpayers at arm’s length. How-
ever, profit level indicators based sole-
ly on internal data may not be used 
under this paragraph (b)(4) because 
they are not objective measures of 
profitability derived from operations of 
uncontrolled taxpayers engaged in 
similar business activities under simi-
lar circumstances. 

(c) Comparability and reliability consid-
erations—(1) In general. Whether results 
derived from application of this meth-
od are the most reliable measure of the 
arm’s length result must be determined 
using the factors described under the 
best method rule in § 1.482–1(c). 

(2) Comparability—(i) In general. The 
degree of comparability between an un-
controlled taxpayer and the tested 
party is determined by applying the 
provisions of § 1.482–1(d)(2). The com-
parable profits method compares the 
profitability of the tested party, meas-
ured by a profit level indicator (gen-
erally based on operating profit), to the 
profitability of uncontrolled taxpayers 
in similar circumstances. As with all 
methods that rely on external market 
benchmarks, the greater the degree of 
comparability between the tested party 
and the uncontrolled taxpayer, the 
more reliable will be the results de-
rived from the application of this 
method. The determination of the de-

gree of comparability between the test-
ed party and the uncontrolled taxpayer 
depends upon all the relevant facts and 
circumstances, including the relevant 
lines of business, the product or service 
markets involved, the asset composi-
tion employed (including the nature 
and quantity of tangible assets, intan-
gible assets and working capital), the 
size and scope of operations, and the 
stage in a business or product cycle. 

(ii) Functional, risk and resource com-
parability. An operating profit rep-
resents a return for the investment of 
resources and assumption of risks. 
Therefore, although all of the factors 
described in § 1.482–1(d)(3) must be con-
sidered, comparability under this 
method is particularly dependent on 
resources employed and risks assumed. 
Moreover, because resources and risks 
usually are directly related to func-
tions performed, it is also important to 
consider functions performed in deter-
mining the degree of comparability be-
tween the tested party and an uncon-
trolled taxpayer. The degree of func-
tional comparability required to obtain 
a reliable result under the comparable 
profits method, however, is generally 
less than that required under the resale 
price or cost plus methods. For exam-
ple, because differences in functions 
performed often are reflected in oper-
ating expenses, taxpayers performing 
different functions may have very dif-
ferent gross profit margins but earn 
similar levels of operating profit. 

(iii) Other comparability factors. Other 
factors listed in § 1.482–1(d)(3) also may 
be particularly relevant under the com-
parable profits method. Because oper-
ating profit usually is less sensitive 
than gross profit to product dif-
ferences, reliability under the com-
parable profits method is not as de-
pendent on product similarity as the 
resale price or cost plus method. How-
ever, the reliability of profitability 
measures based on operating profit 
may be adversely affected by factors 
that have less effect on results under 
the comparable uncontrolled price, re-
sale price, and cost plus methods. For 
example, operating profit may be af-
fected by varying cost structures (as 
reflected, for example, in the age of 
plant and equipment), differences in 
business experience (such as whether 
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the business is in a start-up phase or is 
mature), or differences in management 
efficiency (as indicated, for example, 
by objective evidence such as expand-
ing or contracting sales or executive 
compensation over time). Accordingly, 
if material differences in these factors 
are identified based on objective evi-
dence, the reliability of the analysis 
may be affected. 

(iv) Adjustments for the differences be-
tween the tested party and the uncon-
trolled taxpayers. If there are dif-
ferences between the tested party and 
an uncontrolled comparable that would 
materially affect the profits deter-
mined under the relevant profit level 
indicator, adjustments should be made 
according to the comparability provi-
sions of § 1.482–1(d)(2). In some cases, 
the assets of an uncontrolled com-
parable may need to be adjusted to 
achieve greater comparability between 
the tested party and the uncontrolled 
comparable. In such cases, the uncon-
trolled comparable’s operating income 
attributable to those assets must also 
be adjusted before computing a profit 
level indicator in order to reflect the 
income and expense attributable to the 
adjusted assets. In certain cases it may 
also be appropriate to adjust the oper-
ating profit of the tested party and 
comparable parties. For example, 
where there are material differences in 
accounts payable among the com-
parable parties and the tested party, it 
will generally be appropriate to adjust 
the operating profit of each party by 
increasing it to reflect an imputed in-
terest charge on each party’s accounts 
payable. As another example, it may be 
appropriate to adjust the operating 
profit of a party to account for mate-
rial differences in the utilization of or 
accounting for stock-based compensa-
tion (as defined by § 1.482–7(d)(3)(i)) 
among the tested party and com-
parable parties. 

(3) Data and assumptions—(i) In gen-
eral. The reliability of the results de-
rived from the comparable profits 
method is affected by the quality of the 
data and assumptions used to apply 
this method. 

(ii) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled 

comparables that materially affect op-
erating profit affects the reliability of 
the result. Thus, for example, if dif-
ferences in inventory and other cost 
accounting practices would materially 
affect operating profit, the ability to 
make reliable adjustments for such dif-
ferences would affect the reliability of 
the results. 

(iii) Allocations between the relevant 
business activity and other activities. The 
reliability of the allocation of costs, 
income, and assets between the rel-
evant business activity and other ac-
tivities of the tested party or an un-
controlled comparable will affect the 
reliability of the determination of op-
erating profit and profit level indica-
tors. If it is not possible to allocate 
costs, income, and assets directly based 
on factual relationships, a reasonable 
allocation formula may be used. To the 
extent direct allocations are not made, 
the reliability of the results derived 
from the application of this method is 
reduced relative to the results of a 
method that requires fewer allocations 
of costs, income, and assets. Similarly, 
the reliability of the results derived 
from the application of this method is 
affected by the extent to which it is 
possible to apply the profit level indi-
cator to the tested party’s financial 
data that is related solely to the con-
trolled transactions. For example, if 
the relevant business activity is the as-
sembly of components purchased from 
both controlled and uncontrolled sup-
pliers, it may not be possible to apply 
the profit level indicator solely to fi-
nancial data related to the controlled 
transactions. In such a case, the reli-
ability of the results derived from the 
application of this method will be re-
duced. 

(d) Definitions. The definitions set 
forth in paragraphs (d)(1) through (6) of 
this section apply for purposes of this 
section. 

(1) Sales revenue means the amount of 
the total receipts from sale of goods 
and provision of services, less returns 
and allowances. Accounting principles 
and conventions that are generally ac-
cepted in the trade or industry of the 
controlled taxpayer under review must 
be used. 

(2) Gross profit means sales revenue 
less cost of goods sold. 
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(3) Operating expenses includes all ex-
penses not included in cost of goods 
sold except for interest expense, for-
eign income taxes (as defined in § 1.901– 
2(a)), domestic income taxes, and any 
other expenses not related to the oper-
ation of the relevant business activity. 
Operating expenses ordinarily include 
expenses associated with advertising, 
promotion, sales, marketing, 
warehousing and distribution, adminis-
tration, and a reasonable allowance for 
depreciation and amortization. 

(4) Operating profit means gross profit 
less operating expenses. Operating 
profit includes all income derived from 
the business activity being evaluated 
by the comparable profits method, but 
does not include interest and dividends, 
income derived from activities not 
being tested by this method, or ex-
traordinary gains and losses that do 
not relate to the continuing operations 
of the tested party. 

(5) Reported operating profit means the 
operating profit of the tested party re-
flected on a timely filed U.S. income 
tax return. If the tested party files a 
U.S. income tax return, its operating 
profit is considered reflected on a U.S. 
income tax return if the calculation of 
taxable income on its return for the 
taxable year takes into account the in-
come attributable to the controlled 
transaction under review. If the tested 
party does not file a U.S. income tax 
return, its operating profit is consid-
ered reflected on a U.S. income tax re-
turn in any taxable year for which in-
come attributable to the controlled 
transaction under review affects the 
calculation of the U.S. taxable income 
of any other member of the same con-
trolled group. If the comparable oper-
ating profit of the tested party is de-
termined from profit level indicators 
derived from financial statements or 
other accounting records and reports of 
comparable parties, adjustments may 
be made to the reported operating prof-
it of the tested party in order to ac-
count for material differences between 
the tested party’s operating profit re-
ported for U.S income tax purposes and 
the tested party’s operating profit for 
financial statement purposes. In addi-
tion, in accordance with § 1.482– 
1(f)(2)(iii)(D), adjustments under sec-
tion 482 that are finally determined 

may be taken into account in deter-
mining reported operating profit. 

(6) Operating assets. The term oper-
ating assets means the value of all as-
sets used in the relevant business ac-
tivity of the tested party, including 
fixed assets and current assets (such as 
cash, cash equivalents, accounts re-
ceivable, and inventories). 

The term does not include invest-
ments in subsidiaries, excess cash, and 
portfolio investments. Operating assets 
may be measured by their net book 
value or by their fair market value, 
provided that the same method is con-
sistently applied to the tested party 
and the comparable parties, and con-
sistently applied from year to year. In 
addition, it may be necessary to take 
into account recent acquisitions, 
leased assets, intangibles, currency 
fluctuations, and other items that may 
not be explicitly recorded in the finan-
cial statements of the tested party or 
uncontrolled comparable. Finally, op-
erating assets must be measured by the 
average of the values for the beginning 
of the year and the end of the year, un-
less substantial fluctuations in the 
value of operating assets during the 
year make this an inaccurate measure 
of the average value over the year. In 
such a case, a more accurate measure 
of the average value of operating assets 
must be applied. 

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

Example 1. Transfer of tangible property re-
sulting in no adjustment. (i) FP is a publicly 
traded foreign corporation with a U.S. sub-
sidiary, USSub, that is under audit for its 
1996 taxable year. FP manufactures a con-
sumer product for worldwide distribution. 
USSub imports the assembled product and 
distributes it within the United States at the 
wholesale level under the FP name. 

(ii) FP does not allow uncontrolled tax-
payers to distribute the product. Similar 
products are produced by other companies 
but none of them is sold to uncontrolled tax-
payers or to uncontrolled distributors. 

(iii) Based on all the facts and cir-
cumstances, the district director determines 
that the comparable profits method will pro-
vide the most reliable measure of an arm’s 
length result. USSub is selected as the tested 
party because it engages in activities that 
are less complex than those undertaken by 
FP. 
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There is data from a number of inde-
pendent operators of wholesale distribution 
businesses. These potential comparables are 
further narrowed to select companies in the 
same industry segment that perform similar 
functions and bear similar risks to USSub. 
An analysis of the information available on 

these taxpayers shows that the ratio of oper-
ating profit to sales is the most appropriate 
profit level indicator, and this ratio is rel-
atively stable where at least three years are 
included in the average. For the taxable 
years 1994 through 1996, USSub shows the fol-
lowing results: 

1994 1995 1996 Average 

Sales ................................................................................................... $500,000 $560,000 $500,000 $520,000 
Cost of Goods Sold ............................................................................. 393,000 412,400 400,000 401,800 
Operating Expenses ............................................................................ 80,000 110,000 104,600 98,200 
Operating Profit ................................................................................... 27,000 37,600 (4,600 ) 20,000 

(iv) After adjustments have been made to 
account for identified material differences 
between USSub and the uncontrolled dis-
tributors, the average ratio of operating 
profit to sales is calculated for each of the 
uncontrolled distributors. Applying each 
ratio to USSub would lead to the following 
comparable operating profit (COP) for 
USSub: 

Uncontrolled distributor 
OP/S 
(per-
cent) 

USSub 
COP 

A ............................................................ 1.7 $8,840 
B ............................................................ 3.1 16,120 
C ............................................................ 3.8 19,760 
D ............................................................ 4.5 23,400 
E ............................................................ 4.7 24,440 
F ............................................................ 4.8 24,960 
G ............................................................ 4.9 25,480 
H ............................................................ 6.7 34,840 
I .............................................................. 9.9 51,480 
J ............................................................. 10.5 54,600 

(v) The data is not sufficiently complete to 
conclude that it is likely that all material 
differences between USSub and the uncon-
trolled distributors have been identified. 
Therefore, an arm’s length range can be es-
tablished only pursuant to § 1.482- 
1(e)(2)(iii)(B). The district director measures 
the arm’s length range by the interquartile 
range of results, which consists of the results 
ranging from $19,760 to $34,840. Although 
USSub’s operating income for 1996 shows a 
loss of $4,600, the district director determines 
that no allocation should be made, because 
USSub’s average reported operating profit of 
$20,000 is within this range. 

Example 2. Transfer of tangible property re-
sulting in adjustment. (i) The facts are the 
same as in Example 1 except that USSub re-
ported the following income and expenses: 

1994 1995 1996 Average 

Sales ................................................................................................. $500,000 $560,000 $500,000 $520,000 
Cost of Good Sold ............................................................................ 370,000 460,000 400,000 410,000 
Operating Expenses .......................................................................... 110,000 110,000 110,000 110,000 
Operating Profit ................................................................................. 20,000 (10,000 ) (10,000 ) 0 

(ii) The interquartile range of comparable 
operating profits remains the same as de-
rived in Example 1: $19,760 to $34,840. USSub’s 
average operating profit for the years 1994 
through 1996 ($0) falls outside this range. 
Therefore, the district director determines 
that an allocation may be appropriate. 

(iii) To determine the amount, if any, of 
the allocation, the district director com-
pares USSub’s reported operating profit for 
1996 to comparable operating profits derived 
from the uncontrolled distributors’ results 
for 1996. The ratio of operating profit to sales 
in 1996 is calculated for each of the uncon-
trolled comparables and applied to USSub’s 
1996 sales to derive the following results: 

Uncontrolled distributor 
OP/S 
(per-
cent) 

USSub 
COP 

C ................................................................ 0.5 $2,500 
D ................................................................ 1.5 7,500 
E ................................................................ 2.0 10,000 
A ................................................................ 1.6 13,000 
F ................................................................ 2.8 14,000 
B ................................................................ 2.9 14,500 
J ................................................................. 3.0 15,000 
I .................................................................. 4.4 22,000 
H ................................................................ 6.9 34,500 
G ................................................................ 7.4 37,000 

(iv) Based on these results, the median of 
the comparable operating profits for 1996 is 
$14,250. Therefore, USSub’s income for 1996 is 
increased by $24,250, the difference between 
USSub’s reported operating profit for 1996 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00668 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



659 

Internal Revenue Service, Treasury § 1.482–5 

and the median of the comparable operating 
profits for 1996. 

Example 3. Multiple year analysis. (i) The 
facts are the same as in Example 2. In addi-
tion, the district director examines the tax-
payer’s results for the 1997 taxable year. As 

in Example 2, the district director increases 
USSub’s income for the 1996 taxable year by 
$24,250. The results for the 1997 taxable year, 
together with the 1995 and 1996 taxable years, 
are as follows: 

1995 1996 1997 Average 

Sales ............................................................................................. $560,000 $500,000 $530,000 $530,000 
Cost of Good Sold ........................................................................ 460,000 400,000 430,000 430,000 
Operating Expenses ...................................................................... 110,000 110,000 110,000 110,000 
Operating Profit ............................................................................. (10,000 ) (10,000 ) (10,000 ) (10,000 ) 

(ii) The interquartile range of comparable 
operating profits, based on average results 
from the uncontrolled comparables and aver-
age sales for USSub for the years 1995 
through 1997, ranges from $15,500 to $30,000. 
In determining whether an allocation for the 
1997 taxable year may be made, the district 
director compares USSub’s average reported 
operating profit for the years 1995 through 
1997 to the interquartile range of average 
comparable operating profits over this pe-
riod. USSub’s average reported operating 
profit is determined without regard to the 
adjustment made with respect to the 1996 
taxable year. See § 1.482–1(f)(2)(iii)(D). There-
fore, USSub’s average reported operating 
profit for the years 1995 through 1997 is 
($10,000). Because this amount of income falls 
outside the interquartile range, the district 
director determines that an allocation may 
be appropriate. 

(iii) To determine the amount, if any, of 
the allocation for the 1997 taxable year, the 
district director compares USSub’s reported 
operating profit for 1997 to the median of the 
comparable operating profits derived from 
the uncontrolled distributors’ results for 
1997. The median of the comparable oper-
ating profits derived from the uncontrolled 
comparables results for the 1997 taxable year 
is $12,000. Based on this comparison, the dis-
trict director increases USSub’s 1997 taxable 
income by $22,000, the difference between the 
median of the comparable operating profits 
for the 1997 taxable year and USSub’s re-
ported operating profit of ($10,000) for the 
1997 taxable year. 

Example 4. Transfer of intangible to offshore 
manufacturer. (i) DevCo is a U.S. developer, 
producer and marketer of widgets. DevCo de-
velops a new ‘‘high tech widget’’ (htw) that 
is manufactured by its foreign subsidiary 
ManuCo located in Country H. ManuCo sells 

the htw to MarkCo (a U.S. subsidiary of 
DevCo) for distribution and marketing in the 
United States. The taxable year 1996 is under 
audit, and the district director examines 
whether the royalty rate of 5 percent paid by 
ManuCo to DevCo is an arm’s length consid-
eration for the htw technology. 

(ii) Based on all the facts and cir-
cumstances, the district director determines 
that the comparable profits method will pro-
vide the most reliable measure of an arm’s 
length result. ManuCo is selected as the test-
ed party because it engages in relatively rou-
tine manufacturing activities, while DevCo 
engages in a variety of complex activities 
using unique and valuable intangibles. Fi-
nally, because ManuCo engages in manufac-
turing activities, it is determined that the 
ratio of operating profit to operating assets 
is an appropriate profit level indicator. 

(iii) Uncontrolled taxpayers performing 
similar functions cannot be found in country 
H. It is determined that data available in 
countries M and N provides the best match 
of companies in a similar market performing 
similar functions and bearing similar risks. 
Such data is sufficiently complete to iden-
tify many of the material differences be-
tween ManuCo and the uncontrolled 
comparables, and to make adjustments to 
account for such differences. However, data 
is not sufficiently complete so that it is like-
ly that no material differences remain. In 
particular, the differences in geographic 
markets might have materially affected the 
results of the various companies. 

(iv) In a separate analysis, it is determined 
that the price that ManuCo charged to 
MarkCo for the htw’s is an arm’s length 
price under § 1.482–3(b). Therefore, ManuCo’s 
financial data derived from its sales to 
MarkCo are reliable. ManuCo’s financial 
data from 1994–1996 is as follows: 

1994 1995 1996 Average 

Assets .................................................................................................. $24,000 $25,000 $26,000 $25,000 
Sales to MarkCo ................................................................................. 25,000 30,000 35,000 30,000 
Cost of Goods Sold ............................................................................. 6,250 7,500 8,750 7,500 

Royalty to DevCo (5%) ................................................................ 1,250 1,500 1,750 1,500 
Other ............................................................................................ 5,000 6,000 7,000 6,000 

Operating Expenses ............................................................................ 1,000 1,000 1,000 1,000 
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1994 1995 1996 Average 

Operating Profit ................................................................................... 17,750 21,500 25,250 21,500 

(v) Applying the ratios of average oper-
ating profit to operating assets for the 1994 
through 1996 taxable years derived from a 
group of similar uncontrolled comparables 
located in country M and N to ManuCo’s av-
erage operating assets for the same period 
provides a set of comparable operating prof-
its. The interquartile range for these average 
comparable operating profits is $3,000 to 
$4,500. ManuCo’s average reported operating 
profit for the years 1994 through 1996 ($21,500) 
falls outside this range. Therefore, the dis-
trict director determines that an allocation 
may be appropriate for the 1996 taxable year. 

(vi) To determine the amount, if any, of 
the allocation for the 1996 taxable year, the 
district director compares ManuCo’s re-
ported operating profit for 1996 to the me-
dian of the comparable operating profits de-
rived from the uncontrolled distributors’ re-
sults for 1996. The median result for the un-
controlled comparables for 1996 is $3,750. 
Based on this comparison, the district direc-
tor increases royalties that ManuCo paid by 
$21,500 (the difference between $25,250 and the 
median of the comparable operating profits, 
$3,750). 

Example 5. Adjusting operating assets and op-
erating profit for differences in accounts receiv-
able. (i) USM is a U.S. company that manu-
factures parts for industrial equipment and 
sells them to its foreign parent corporation. 
For purposes of applying the comparable 
profits method, 15 uncontrolled manufactur-
ers that are similar to USM have been iden-
tified. 

(ii) USM has a significantly lower level of 
accounts receivable than the uncontrolled 
manufacturers. Since the rate of return on 
capital employed is to be used as the profit 
level indicator, both operating assets and op-
erating profits must be adjusted to account 
for this difference. Each uncontrolled 
comparable’s operating assets is reduced by 
the amount (relative to sales) by which they 
exceed USM’s accounts receivable. Each un-
controlled comparable’s operating profit is 
adjusted by deducting imputed interest in-
come on the excess accounts receivable. This 
imputed interest income is calculated by 
multiplying the uncontrolled comparable’s 
excess accounts receivable by an interest 
rate appropriate for short-term debt. 

Example 6. Adjusting operating profit for dif-
ferences in accounts payable. (i) USD is the 
U.S. subsidiary of a foreign corporation. USD 
purchases goods from its foreign parent and 
sells them in the U.S. market. For purposes 
of applying the comparable profits method, 
10 uncontrolled distributors that are similar 
to USD have been identified. 

(ii) There are significant differences in the 
level of accounts payable among the uncon-
trolled distributors and USD. To adjust for 
these differences, the district director in-
creases the operating profit of the uncon-
trolled distributors and USD to reflect inter-
est expense imputed to the accounts payable. 
The imputed interest expense for each com-
pany is calculated by multiplying the com-
pany’s accounts payable by an interest rate 
appropriate for its short-term debt. 

[T.D. 8552, 59 FR 35021, July 8, 1994; 60 FR 
16703, Mar. 31, 1995; T.D. 9088, 68 FR 51177, 
Aug. 26, 2003; T.D. 9441, 74 FR 352, Jan. 5, 
2009;T.D. 9568, 76 FR 80090, Dec. 22, 2011] 

§ 1.482–6 Profit split method. 

(a) In general. The profit split method 
evaluates whether the allocation of the 
combined operating profit or loss at-
tributable to one or more controlled 
transactions is arm’s length by ref-
erence to the relative value of each 
controlled taxpayer’s contribution to 
that combined operating profit or loss. 
The combined operating profit or loss 
must be derived from the most nar-
rowly identifiable business activity of 
the controlled taxpayers for which data 
is available that includes the con-
trolled transactions (relevant business 
activity). 

(b) Appropriate share of profits and 
losses. The relative value of each con-
trolled taxpayer’s contribution to the 
success of the relevant business activ-
ity must be determined in a manner 
that reflects the functions performed, 
risks assumed, and resources employed 
by each participant in the relevant 
business activity, consistent with the 
comparability provisions of § 1.482– 
1(d)(3). Such an allocation is intended 
to correspond to the division of profit 
or loss that would result from an ar-
rangement between uncontrolled tax-
payers, each performing functions 
similar to those of the various con-
trolled taxpayers engaged in the rel-
evant business activity. The profit al-
located to any particular member of a 
controlled group is not necessarily lim-
ited to the total operating profit of the 
group from the relevant business activ-
ity. For example, in a given year, one 
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member of the group may earn a profit 
while another member incurs a loss. In 
addition, it may not be assumed that 
the combined operating profit or loss 
from the relevant business activity 
should be shared equally, or in any 
other arbitrary proportion. The spe-
cific method of allocation must be de-
termined under paragraph (c) of this 
section. 

(c) Application—(1) In general. The al-
location of profit or loss under the 
profit split method must be made in ac-
cordance with one of the following al-
location methods—(i) The comparable 
profit split, described in paragraph 
(c)(2) of this section; or 

(ii) The residual profit split, de-
scribed in paragraph (c)(3) of this sec-
tion. 

(2) Comparable profit split—(i) In gen-
eral. A comparable profit split is de-
rived from the combined operating 
profit of uncontrolled taxpayers whose 
transactions and activities are similar 
to those of the controlled taxpayers in 
the relevant business activity. Under 
this method, each uncontrolled tax-
payer’s percentage of the combined op-
erating profit or loss is used to allocate 
the combined operating profit or loss of 
the relevant business activity. 

(ii) Comparability and reliability con-
siderations—(A) In general. Whether re-
sults derived from application of this 
method are the most reliable measure 
of the arm’s length result is deter-
mined using the factors described 
under the best method rule in § 1.482– 
1(c). 

(B) Comparability—(1) In general. The 
degree of comparability between the 
controlled and uncontrolled taxpayers 
is determined by applying the com-
parability provisions of § 1.482–1(d). The 
comparable profit split compares the 
division of operating profits among the 
controlled taxpayers to the division of 
operating profits among uncontrolled 
taxpayers engaged in similar activities 
under similar circumstances. Although 
all of the factors described in § 1.482– 
1(d)(3) must be considered, com-
parability under this method is par-
ticularly dependent on the consider-
ations described under the comparable 
profits method in § 1.482–5(c)(2) or 
§ 1.482–9(f)(2)(iii) because this method is 
based on a comparison of the operating 

profit of the controlled and uncon-
trolled taxpayers. In addition, because 
the contractual terms of the relation-
ship among the participants in the rel-
evant business activity will be a prin-
cipal determinant of the allocation of 
functions and risks among them, com-
parability under this method also de-
pends particularly on the degree of 
similarity of the contractual terms of 
the controlled and uncontrolled tax-
payers. Finally, the comparable profit 
split may not be used if the combined 
operating profit (as a percentage of the 
combined assets) of the uncontrolled 
comparables varies significantly from 
that earned by the controlled tax-
payers. 

(2) Adjustments for differences between 
the controlled and uncontrolled tax-
payers. If there are differences between 
the controlled and uncontrolled tax-
payers that would materially affect the 
division of operating profit, adjust-
ments must be made according to the 
provisions of § 1.482–1(d)(2). 

(C) Data and assumptions. The reli-
ability of the results derived from the 
comparable profit split is affected by 
the quality of the data and assump-
tions used to apply this method. In par-
ticular, the following factors must be 
considered— 

(1) The reliability of the allocation of 
costs, income, and assets between the 
relevant business activity and the par-
ticipants’ other activities will affect 
the accuracy of the determination of 
combined operating profit and its allo-
cation among the participants. If it is 
not possible to allocate costs, income, 
and assets directly based on factual re-
lationships, a reasonable allocation 
formula may be used. To the extent di-
rect allocations are not made, the reli-
ability of the results derived from the 
application of this method is reduced 
relative to the results of a method that 
requires fewer allocations of costs, in-
come, and assets. Similarly, the reli-
ability of the results derived from the 
application of this method is affected 
by the extent to which it is possible to 
apply the method to the parties’ finan-
cial data that is related solely to the 
controlled transactions. For example, 
if the relevant business activity is the 
assembly of components purchased 
from both controlled and uncontrolled 
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suppliers, it may not be possible to 
apply the method solely to financial 
data related to the controlled trans-
actions. In such a case, the reliability 
of the results derived from the applica-
tion of this method will be reduced. 

(2) The degree of consistency between 
the controlled and uncontrolled tax-
payers in accounting practices that 
materially affect the items that deter-
mine the amount and allocation of op-
erating profit affects the reliability of 
the result. Thus, for example, if dif-
ferences in inventory and other cost 
accounting practices would materially 
affect operating profit, the ability to 
make reliable adjustments for such dif-
ferences would affect the reliability of 
the results. Further, accounting con-
sistency among the participants in the 
controlled transaction is required to 
ensure that the items determining the 
amount and allocation of operating 
profit are measured on a consistent 
basis. 

(D) Other factors affecting reliability. 
Like the methods described in §§ 1.482– 
3, 1.482–4, 1.482–5, and 1.482–9, the com-
parable profit split relies exclusively 
on external market benchmarks. As in-
dicated in § 1.482–1(c)(2)(i), as the degree 
of comparability between the con-
trolled and uncontrolled transactions 
increases, the relative weight accorded 
the analysis under this method will in-
crease. In addition, the reliability of 
the analysis under this method may be 
enhanced by the fact that all parties to 
the controlled transaction are evalu-
ated under the comparable profit split. 
However, the reliability of the results 
of an analysis based on information 
from all parties to a transaction is af-
fected by the reliability of the data and 
the assumptions pertaining to each 
party to the controlled transaction. 
Thus, if the data and assumptions are 
significantly more reliable with re-
spect to one of the parties than with 
respect to the others, a different meth-
od, focusing solely on the results of 
that party, may yield more reliable re-
sults. 

(3) Residual profit split—(i) In general. 
Under this method, the combined oper-
ating profit or loss from the relevant 
business activity is allocated between 
the controlled taxpayers following the 
two-step process set forth in para-

graphs (c)(3)(i)(A) and (B) of this sec-
tion. 

(A) Allocate income to routine contribu-
tions. The first step allocates operating 
income to each party to the controlled 
transactions to provide a market re-
turn for its routine contributions to 
the relevant business activity. Routine 
contributions are contributions of the 
same or a similar kind to those made 
by uncontrolled taxpayers involved in 
similar business activities for which it 
is possible to identify market returns. 
Routine contributions ordinarily in-
clude contributions of tangible prop-
erty, services and intangible property 
that are generally owned by uncon-
trolled taxpayers engaged in similar 
activities. A functional analysis is re-
quired to identify these contributions 
according to the functions performed, 
risks assumed, and resources employed 
by each of the controlled taxpayers. 
Market returns for the routine con-
tributions should be determined by ref-
erence to the returns achieved by un-
controlled taxpayers engaged in simi-
lar activities, consistent with the 
methods described in §§ 1.482–3, 1.482–4, 
1.482–5 and 1.482–9. 

(B) Allocate residual profit—(1) Nonrou-
tine contributions generally. The alloca-
tion of income to the controlled tax-
payer’s routine contributions will not 
reflect profits attributable to each con-
trolled taxpayer’s contributions to the 
relevant business activity that are not 
routine (nonroutine contributions). A 
nonroutine contribution is a contribu-
tion that is not accounted for as a rou-
tine contribution. Thus, in cases where 
such nonroutine contributions are 
present, there normally will be an 
unallocated residual profit after the al-
location of income described in para-
graph (c)(3)(i)(A) of this section. Under 
this second step, the residual profit 
generally should be divided among the 
controlled taxpayers based upon the 
relative value of their nonroutine con-
tributions to the relevant business ac-
tivity. The relative value of the non-
routine contributions of each taxpayer 
should be measured in a manner that 
most reliably reflects each nonroutine 
contribution made to the controlled 
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transaction and each controlled tax-
payer’s role in the nonroutine con-
tributions. If the nonroutine contribu-
tion by one of the controlled taxpayers 
is also used in other business activities 
(such as transactions with other con-
trolled taxpayers), an appropriate allo-
cation of the value of the nonroutine 
contribution must be made among all 
the business activities in which it is 
used. 

(2) Nonroutine contributions of intan-
gible property. In many cases, nonrou-
tine contributions of a taxpayer to the 
relevant business activity may be con-
tributions of intangible property. For 
purposes of paragraph (c)(3)(i)(B)(1) of 
this section, the relative value of non-
routine intangible property contrib-
uted by taxpayers may be measured by 
external market benchmarks that re-
flect the fair market value of such in-
tangible property. Alternatively, the 
relative value of nonroutine intangible 
property contributions may be esti-
mated by the capitalized cost of devel-
oping the intangible property and all 
related improvements and updates, less 
an appropriate amount of amortization 
based on the useful life of each intan-
gible property. Finally, if the intan-
gible property development expendi-
tures of the parties are relatively con-
stant over time and the useful life of 
the intangible property contributed by 
all parties is approximately the same, 
the amount of actual expenditures in 
recent years may be used to estimate 
the relative value of nonroutine intan-
gible property contributions. 

(ii) Comparability and reliability con-
siderations—(A) In general. Whether re-
sults derived from this method are the 
most reliable measure of the arm’s 
length result is determined using the 
factors described under the best meth-
od rule in § 1.482–1(c). Thus, com-
parability and the quality of data and 
assumptions must be considered in de-
termining whether this method pro-
vides the most reliable measure of an 
arm’s length result. The application of 
these factors to the residual profit split 
is discussed in paragraph (c)(3)(ii)(B), 
(C), and (D) of this section. 

(B) Comparability. The first step of 
the residual profit split relies on mar-
ket benchmarks of profitability. Thus, 
the comparability considerations that 

are relevant for the first step of the re-
sidual profit split are those that are 
relevant for the methods that are used 
to determine market returns for the 
routine contributions. The second step 
of the residual profit split, however, 
may not rely so directly on market 
benchmarks. Thus, the reliability of 
the results under this method is re-
duced to the extent that the allocation 
of profits in the second step does not 
rely on market benchmarks. 

(C) Data and assumptions. The reli-
ability of the results derived from the 
residual profit split is affected by the 
quality of the data and assumptions 
used to apply this method. In par-
ticular, the following factors must be 
considered— 

(1) The reliability of the allocation of 
costs, income, and assets as described 
in paragraph (c)(2)(ii)(C)(1) of this sec-
tion; 

(2) Accounting consistency as de-
scribed in paragraph (c)(2)(ii)(C)(2) of 
this section; 

(3) The reliability of the data used 
and the assumptions made in valuing 
the intangible property contributed by 
the participants. In particular, if cap-
italized costs of development are used 
to estimate the value of intangible 
property, the reliability of the results 
is reduced relative to the reliability of 
other methods that do not require such 
an estimate, for the following reasons. 
First, in any given case, the costs of 
developing the intangible may not be 
related to its market value. Second, 
the calculation of the capitalized costs 
of development may require the alloca-
tion of indirect costs between the rel-
evant business activity and the con-
trolled taxpayer’s other activities, 
which may affect the reliability of the 
analysis. Finally, the calculation of 
costs may require assumptions regard-
ing the useful life of the intangible 
property. 

(D) Other factors affecting reliability. 
Like the methods described in §§ 1.482– 
3, 1.482–4, 1.482–5, and 1.482–9, the first 
step of the residual profit split relies 
exclusively on external market bench-
marks. As indicated in § 1.482–1(c)(2)(i), 
as the degree of comparability between 
the controlled and uncontrolled trans-
actions increases, the relative weight 
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accorded the analysis under this meth-
od will increase. In addition, to the ex-
tent the allocation of profits in the sec-
ond step is not based on external mar-
ket benchmarks, the reliability of the 
analysis will be decreased in relation 
to an analysis under a method that re-
lies on market benchmarks. Finally, 
the reliability of the analysis under 
this method may be enhanced by the 
fact that all parties to the controlled 
transaction are evaluated under the re-
sidual profit split. However, the reli-
ability of the results of an analysis 
based on information from all parties 
to a transaction is affected by the reli-
ability of the data and the assumptions 
pertaining to each party to the con-
trolled transaction. Thus, if the data 
and assumptions are significantly more 
reliable with respect to one of the par-
ties than with respect to the others, a 
different method, focusing solely on 
the results of that party, may yield 
more reliable results. 

(iii) Example. The provisions of this 
paragraph (c)(3) are illustrated by the 
following example. 

Example—Application of Residual Profit Split. 
(i) XYZ is a U.S. corporation that develops, 
manufactures and markets a line of products 
for police use in the United States. XYZ’s re-
search unit developed a bulletproof material 
for use in protective clothing and headgear 
(Nulon). XYZ obtains patent protection for 
the chemical formula for Nulon. Since its in-
troduction in the U.S., Nulon has captured a 
substantial share of the U.S. market for bul-
letproof material. 

(ii) XYZ licensed its European subsidiary, 
XYZ-Europe, to manufacture and market 
Nulon in Europe. XYZ-Europe is a well- es-
tablished company that manufactures and 
markets XYZ products in Europe. XYZ-Eu-
rope has a research unit that adapts XYZ 
products for the defense market, as well as a 
well-developed marketing network that em-
ploys brand names that it developed. 

(iii) XYZ-Europe’s research unit alters 
Nulon to adapt it to military specifications 
and develops a high-intensity marketing 
campaign directed at the defense industry in 
several European countries. Beginning with 
the 1995 taxable year, XYZ-Europe manufac-
tures and sells Nulon in Europe through its 
marketing network under one of its brand 
names. 

(iv) For the 1995 taxable year, XYZ has no 
direct expenses associated with the license of 
Nulon to XYZ-Europe and incurs no expenses 
related to the marketing of Nulon in Europe. 
For the 1995 taxable year, XYZ-Europe’s 
Nulon sales and pre-royalty expenses are $500 

million and $300 million, respectively, result-
ing in net pre-royalty profit of $200 million 
related to the Nulon business. The operating 
assets employed in XYZ-Europe’s Nulon 
business are $200 million. Given the facts and 
circumstances, the district director deter-
mines under the best method rule that a re-
sidual profit split will provide the most reli-
able measure of an arm’s length result. 
Based on an examination of a sample of Eu-
ropean companies performing functions simi-
lar to those of XYZ-Europe, the district di-
rector determines that an average market 
return on XYZ-Europe’s operating assets in 
the Nulon business is 10 percent, resulting in 
a market return of $20 million (10% X $200 
million) for XYZ- Europe’s Nulon business, 
and a residual profit of $180 million. 

(v) Since the first stage of the residual 
profit split allocated profits to XYZ-Europe’s 
contributions other than those attributable 
to highly valuable intangible property, it is 
assumed that the residual profit of $180 mil-
lion is attributable to the valuable intangi-
bles related to Nulon, i.e., the European 
brand name for Nulon and the Nulon formula 
(including XYZ-Europe’s modifications). To 
estimate the relative values of these intangi-
bles, the district director compares the ra-
tios of the capitalized value of expenditures 
as of 1995 on Nulon-related research and de-
velopment and marketing over the 1995 sales 
related to such expenditures. 

(vi) Because XYZ’s protective product re-
search and development expenses support the 
worldwide protective product sales of the 
XYZ group, it is necessary to allocate such 
expenses among the worldwide business ac-
tivities to which they relate. The district di-
rector determines that it is reasonable to al-
locate the value of these expenses based on 
worldwide protective product sales. Using in-
formation on the average useful life of its in-
vestments in protective product research and 
development, the district director capitalizes 
and amortizes XYZ’s protective product re-
search and development expenses. This anal-
ysis indicates that the capitalized research 
and development expenditures have a value 
of $0.20 per dollar of global protective prod-
uct sales in 1995. 

(vii) XYZ-Europe’s expenditures on Nulon 
research and development and marketing 
support only its sales in Europe. Using infor-
mation on the average useful life of XYZ-Eu-
rope’s investments in marketing and re-
search and development, the district director 
capitalizes and amortizes XYZ-Europe’s ex-
penditures and determines that they have a 
value in 1995 of $0.40 per dollar of XYZ-Eu-
rope’s Nulon sales. 

(viii) Thus, XYZ and XYZ-Europe together 
contributed $0.60 in capitalized intangible 
development expenses for each dollar of 
XYZ-Europe’s protective product sales for 
1995, of which XYZ contributed one-third (or 
$0.20 per dollar of sales). Accordingly, the 
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district director determines that an arm’s 
length royalty for the Nulon license for the 
1995 taxable year is $60 million, i.e., one- 
third of XYZ-Europe’s $180 million in resid-
ual Nulon profit. 

(d) Effective/applicability date—(1) In 
general. The provisions of paragraphs 
(c)(2)(ii)(B)(1) and (D), (c)(3)(i)(A) and 
(B), and (c)(3)(ii)(D) of this section are 
generally applicable for taxable years 
beginning after July 31, 2009. 

(2) Election to apply regulation to ear-
lier taxable years. A person may elect to 
apply the provisions of paragraphs 
(c)(2)(ii)(B)(1) and (D), (c)(3)(i)(A) and 
(B), and (c)(3)(ii)(D) of this section to 
earlier taxable years in accordance 
with the rules set forth in § 1.482– 
9(n)(2). 

[T.D. 8552, 59 FR 35025, July 8, 1994; 60 FR 
16382, Mar. 30, 1995, as amended by T.D. 9278, 
71 FR 44486, Aug. 4, 2006; T.D. 9456, 74 FR 
38844, Aug. 4, 2009; 74 FR 46345, Sept. 9, 2009] 

§ 1.482–7 Methods to determine taxable 
income in connection with a cost 
sharing arrangement. 

(a) In general. The arm’s length 
amount charged in a controlled trans-
action reasonably anticipated to con-
tribute to developing intangibles pur-
suant to a cost sharing arrangement 
(CSA), as described in paragraph (b) of 
this section, must be determined under 
a method described in this section. 
Each method must be applied in ac-
cordance with the provisions of § 1.482– 
1, except as those provisions are modi-
fied in this section. 

(1) RAB share method for cost sharing 
transactions (CSTs). See paragraph 
(b)(1)(i) of this section regarding the 
requirement that controlled partici-
pants, as defined in section (j)(1)(i) of 
this section, share intangible develop-
ment costs (IDCs) in proportion to 
their shares of reasonably anticipated 
benefits (RAB shares) by entering into 
cost sharing transactions (CSTs). 

(2) Methods for platform contribution 
transactions (PCTs). The arm’s length 
amount charged in a platform con-
tribution transaction (PCT) described 
in paragraph (b)(1)(ii) of this section 
must be determined under the method 
or methods applicable under the other 
section or sections of the section 482 
regulations, as supplemented by para-
graph (g) of this section. See § 1.482– 
1(b)(2)(ii) (Selection of category of 

method applicable to transaction), 
§ 1.482–1(b)(2)(iii) (Coordination of 
methods applicable to certain intan-
gible development arrangements), and 
paragraph (g) of this section (Supple-
mental guidance on methods applicable 
to PCTs). 

(3) Methods for other controlled trans-
actions—(i) Contribution to a CSA by a 
controlled taxpayer that is not a con-
trolled participant. If a controlled tax-
payer that is not a controlled partici-
pant contributes to developing a cost 
shared intangible, as defined in section 
(j)(1)(i) of this section, it must receive 
consideration from the controlled par-
ticipants under the rules of § 1.482– 
4(f)(4) (Contribution to the value of an 
intangible owned by another). Such 
consideration will be treated as an in-
tangible development cost for purposes 
of paragraph (d) of this section. 

(ii) Transfer of interest in a cost shared 
intangible. If at any time (during the 
term, or upon or after the termination, 
of a CSA) a controlled participant 
transfers an interest in a cost shared 
intangible to another controlled tax-
payer, the controlled participant must 
receive an arm’s length amount of con-
sideration from the transferee under 
the rules of §§ 1.482–4 through 1.482–6 as 
supplemented by paragraph (f)(4) of 
this section regarding arm’s length 
consideration for a change in participa-
tion. For this purpose, a capability var-
iation described in paragraph (f)(3) of 
this section is considered to be a con-
trolled transfer of interests in cost 
shared intangibles. 

(iii) Other controlled transactions in 
connection with a CSA. Controlled 
transactions between controlled par-
ticipants that are not PCTs or CSTs 
and are not described in paragraph 
(a)(3)(ii) of this section (for example, 
provision of a cross operating contribu-
tion, as defined in paragraph (j)(1)(i) of 
this section, or make-or-sell rights, as 
defined in paragraph (c)(4) of this sec-
tion) require arm’s length consider-
ation under the rules of §§ 1.482–1 
through 1.482–6, and 1.482–9 as supple-
mented by paragraph (g)(2)(iv) of this 
section. 

(iv) Controlled transactions in the ab-
sence of a CSA. If a controlled trans-
action is reasonably anticipated to 
contribute to developing intangibles 
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pursuant to an arrangement that is not 
a CSA described in paragraph (b)(1) or 
(5) of this section, whether the results 
of any such controlled transaction are 
consistent with an arm’s length result 
must be determined under the applica-
ble rules of the other sections of the 
regulations under section 482. For ex-
ample, an arrangement for developing 
intangibles in which one controlled 
taxpayer’s costs of developing the in-
tangibles significantly exceeds its 
share of reasonably anticipated bene-
fits from exploiting the developed in-
tangibles would not in substance be a 
CSA, as described in paragraphs 
(b)(1)(i) through (iii) of this section or 
paragraph (b)(5)(i) of this section. In 
such a case, unless the rules of this sec-
tion are applicable by reason of para-
graph (b)(5) of this section, the ar-
rangement must be analyzed under 
other applicable sections of regulations 
under section 482 to determine whether 
it achieves arm’s length results, and if 
not, to determine any allocations by 
the Commissioner that are consistent 
with such other regulations under sec-
tion 482. See § 1.482–1(b)(2)(ii) (Selection 
of category of method applicable to 
transaction) and (iii) (Coordination of 
methods applicable to certain intan-
gible development arrangements). 

(4) Coordination with the arm’s length 
standard. A CSA produces results that 
are consistent with an arm’s length re-
sult within the meaning of § 1.482– 
1(b)(1) if, and only if, each controlled 
participant’s IDC share (as determined 
under paragraph (d)(4) of this section) 
equals its RAB share, each controlled 
participant compensates its RAB share 
of the value of all platform contribu-
tions by other controlled participants, 
and all other requirements of this sec-
tion are satisfied. 

(b) Cost sharing arrangement. A cost 
sharing arrangement is an arrange-
ment by which controlled participants 
share the costs and risks of developing 
cost shared intangibles in proportion 
to their RAB shares. An arrangement 
is a CSA if and only if the require-
ments of paragraphs (b)(1) through (4) 
of this section are met. 

(1) Substantive requirements–(i) CSTs. 
All controlled participants must com-
mit to, and in fact, engage in cost shar-
ing transactions. In CSTs, the con-

trolled participants make payments to 
each other (CST Payments) as appro-
priate, so that in each taxable year 
each controlled participant’s IDC share 
is in proportion to its respective RAB 
share. 

(ii) PCTs. All controlled participants 
must commit to, and in fact, engage in 
platform contributions transactions to 
the extent that there are platform con-
tributions pursuant to paragraph (c) of 
this section. In a PCT, each other con-
trolled participant (PCT Payor) is obli-
gated to, and must in fact, make arm’s 
length payments (PCT Payments) to 
each controlled participant (PCT 
Payee) that provides a platform con-
tribution. For guidance on determining 
such arm’s length obligation, see para-
graph (g) of this section. 

(iii) Divisional interests. Each con-
trolled participant must receive a non- 
overlapping interest in the cost shared 
intangibles without further obligation 
to compensate another controlled par-
ticipant for such interest. 

(iv) Examples. The following examples 
illustrate the principles of this para-
graph (b)(1): 

Example 1. Company A and Company B, 
who are members of the same controlled 
group, execute an agreement to jointly de-
velop vaccine X and own the exclusive rights 
to commercially exploit vaccine X in their 
respective territories, which together com-
prise the whole world. The agreement pro-
vides that they will share some, but not all, 
of the costs for developing Vaccine X in pro-
portion to RAB share. Such agreement is not 
a CSA because Company A and Company B 
have not agreed to share all of the IDCs in 
proportion to their respective RAB shares. 

Example 2. Company A and Company B 
agree to share all the costs of developing 
Vaccine X. The agreement also provides for 
employing certain resources and capabilities 
of Company A in this program including a 
skilled research team and certain research 
facilities, and provides for Company B to 
make payments to Company A in this re-
spect. However, the agreement expressly pro-
vides that the program will not employ, and 
so Company B is expressly relieved of the 
payments in regard to, certain software de-
veloped by Company A as a medical research 
tool to model certain cellular processes ex-
pected to be implicated in the operation of 
Vaccine X even though such software would 
reasonably be anticipated to be relevant to 
developing Vaccine X and, thus, would be a 
platform contribution. See paragraph (c) of 
this section. Such agreement is not a CSA 
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because Company A and Company B have not 
engaged in a necessary PCT for purposes of 
developing Vaccine X. 

Example 3. Companies C and D, who are 
members of the same controlled group, enter 
into a CSA. In the first year of the CSA, C 
and D conduct the intangible development 
activity, as described in paragraph (d)(1) of 
this section. The total IDCs in regard to such 
activity are $3,000,000 of which C and D pay 
$2,000,000 and $1,000,000, respectively, directly 
to third parties. As between C and D, how-
ever, their CSA specifies that they will share 
all IDCs in accordance with their RAB shares 
(as described in paragraph (e)(1) of this sec-
tion), which are 60% for C and 40% for D. It 
follows that C should bear $1,800,000 of the 
total IDCs (60% of total IDCs of $3,000,000) 
and D should bear $1,200,000 of the total IDCs 
(40% of total IDCs of $3,000,000). D makes a 
CST payment to C of $200,000, that is, the 
amount by which D’s share of IDCs in ac-
cordance with its RAB share exceeds the 
amount of IDCs initially borne by D 
($1,200,000–$1,000,000), and which also equals 
the amount by which the total IDCs initially 
borne by C exceeds its share of IDCS in ac-
cordance with its RAB share ($2,000,000— 
$1,800,000). As a result of D’s CST payment to 
C, the IDC shares of C and D are in propor-
tion to their respective RAB shares. 

(2) Administrative requirements. The 
CSA must meet the requirements of 
paragraph (k) of this section. 

(3) Date of a PCT. The controlled par-
ticipants must enter into a PCT as of 
the earliest date on or after the CSA is 
entered into on which a platform con-
tribution is reasonably anticipated to 
contribute to developing cost shared 
intangibles. 

(4) Divisional interests—(i) In general. 
Pursuant to paragraph (b)(1)(iii) of this 
section, each controlled participant 
must receive a non-overlapping inter-
est in the cost shared intangibles with-
out further obligation to compensate 
another controlled participant for such 
interest. Each controlled participant 
must be entitled to the perpetual and 
exclusive right to the profits from 
transactions of any member of the con-
trolled group that includes the con-
trolled participant with uncontrolled 
taxpayers to the extent that such prof-
its are attributable to such interest in 
the cost shared intangibles. 

(ii) Territorial based divisional inter-
ests. The CSA may divide all interests 
in cost shared intangibles on a terri-
torial basis as follows. The entire world 
must be divided into two or more non- 

overlapping geographic territories. 
Each controlled participant must re-
ceive at least one such territory, and in 
the aggregate all the participants must 
receive all such territories. Each con-
trolled participant will be assigned the 
perpetual and exclusive right to exploit 
the cost shared intangibles through the 
use, consumption, or disposition of 
property or services in its territories. 
Thus, compensation will be required if 
other members of the controlled group 
exploit the cost shared intangibles in 
such territory. 

(iii) Field of use based divisional inter-
ests. The CSA may divide all interests 
in cost shared intangibles on the basis 
of all uses (whether or not known at 
the time of the division) to which cost 
shared intangibles are to be put as fol-
lows. All anticipated uses of cost 
shared intangibles must be identified. 
Each controlled participant must be 
assigned at least one such anticipated 
use, and in the aggregate all the par-
ticipants must be assigned all such an-
ticipated uses. Each controlled partici-
pant will be assigned the perpetual and 
exclusive right to exploit the cost 
shared intangibles through the use or 
uses assigned to it and one controlled 
participant must be assigned the exclu-
sive and perpetual right to exploit cost 
shared intangibles through any unan-
ticipated uses. 

(iv) Other divisional bases. (A) In the 
event that the CSA does not divide in-
terests in the cost shared intangibles 
on the basis of exclusive territories or 
fields of use as described in paragraphs 
(b)(4)(ii) and (iii) of this section, the 
CSA may adopt some other basis on 
which to divide all interests in the cost 
shared intangibles among the con-
trolled participants, provided that each 
of the following criteria is met: 

(1) The basis clearly and unambig-
uously divides all interests in cost 
shared intangibles among the con-
trolled participants. 

(2) The consistent use of such basis 
for the division of all interests in the 
cost shared intangibles can be depend-
ably verified from the records main-
tained by the controlled participants. 

(3) The rights of the controlled par-
ticipants to exploit cost shared intan-
gibles are non-overlapping, exclusive, 
and perpetual. 
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(4) The resulting benefits associated 
with each controlled participant’s in-
terest in cost shared intangibles are 
predictable with reasonable reliability. 

(B) See paragraph (f)(3) of this sec-
tion for rules regarding the require-
ment of arm’s length consideration for 
changes in participation in CSAs in-
volving divisions of interest described 
in this paragraph (b)(4)(iv). 

(v) Examples. The following examples 
illustrate the principles of this para-
graph (b)(4): 

Example 1. Companies P and S, both mem-
bers of the same controlled group, enter into 
a CSA to develop product Z. Under the CSA, 
P receives the interest in product Z in the 
United States and S receives the interest in 
product Z in the rest of the world, as de-
scribed in paragraph (b)(4)(ii) of this section. 
Both P and S have plants for manufacturing 
product Z located in their respective geo-
graphic territories. However, for commercial 
reasons, product Z is nevertheless manufac-
tured by P in the United States for sale to 
customers in certain locations just outside 
the United States in close proximity to P’s 
U.S. manufacturing plant. Because S owns 
the territorial rights outside the United 
States, P must compensate S to ensure that 
S realizes all the cost shared intangible prof-
its from P’s sales of product Z in S’s terri-
tory. The pricing of such compensation must 
also ensure that P realizes an appropriate re-
turn for its manufacturing efforts. Benefits 
projected with respect to such sales will be 
included for purposes of estimating S’s, but 
not P’s, RAB share. 

Example 2. The facts are the same as in Ex-
ample 1 except that P and S agree to divide 
their interest in product Z based on site of 
manufacturing. P will have exclusive and 
perpetual rights in product Z manufactured 
in facilities owned by P. S will have exclu-
sive and perpetual rights to product Z manu-
factured in facilities owned by S. P and S 
agree that neither will license manufac-
turing rights in product Z to any related or 
unrelated party. Both P and S maintain 
books and records that allow production at 
all sites to be verified. Both own facilities 
that will manufacture product Z and the rel-
ative capacities of these sites are known. All 
facilities are currently operating at near ca-
pacity and are expected to continue to oper-
ate at near capacity when product Z enters 
production so that it will not be feasible to 
shift production between P’s and S’s facili-
ties. P and S have no plans to build new fa-
cilities and the lead time required to plan 
and build a manufacturing facility precludes 
the possibility that P or S will build a new 
facility during the period for which sales of 
Product Z are expected. Based on these facts, 

this basis for the division of interests in 
Product Z is a division described in para-
graph (b)(4)(iv) of this section. The basis for 
the division of interest is unambiguous and 
clearly defined and its use can be dependably 
verified. P and S both have non-overlapping, 
exclusive and perpetual rights in Product Z. 
The division of interest results in the par-
ticipant’s relative benefits being predictable 
with reasonable reliability. 

Example 3. The facts are the same as in Ex-
ample 2 except that P’s and S’s manufac-
turing facilities are not expected to operate 
at full capacity when product Z enters pro-
duction. Production of Product Z can be 
shifted at any time between sites owned by P 
and sites owned by S, although neither P nor 
S intends to shift production as a result of 
the agreement. The division of interests in 
Product Z between P and S based on manu-
facturing site is not a division described in 
paragraph (b)(4)(iv) of this section because 
their relative shares of benefits are not pre-
dictable with reasonable reliability. The fact 
that neither P nor S intends to shift produc-
tion is irrelevant. 

(5) Treatment of certain arrangements 
as CSAs—(i) Situation in which Commis-
sioner must treat arrangement as a CSA. 
The Commissioner must apply the 
rules of this section to an arrangement 
among controlled taxpayers if the ad-
ministrative requirements of para-
graph (b)(2) of this section are met 
with respect to such arrangement and 
the controlled taxpayers reasonably 
concluded that such arrangement was a 
CSA meeting the requirements of para-
graphs (b)(1), (3), and (4) of this section. 

(ii) Situation in which Commissioner 
may treat arrangement as a CSA. For ar-
rangements among controlled tax-
payers not described in paragraph 
(b)(5)(i) of this section, the Commis-
sioner may apply the provisions of this 
section if the Commissioner concludes 
that the administrative requirements 
of paragraph (b)(2) of this section are 
met, and, notwithstanding technical 
failure to meet the substantive require-
ments of paragraph (b)(1), (3), or (4) of 
this section, the rules of this section 
will provide the most reliable measure 
of an arm’s length result. See § 1.482– 
1(c)(1) (the best method rule). For pur-
poses of applying this paragraph 
(b)(5)(ii), any such arrangement shall 
be interpreted by reference to para-
graph (k)(1)(iv) of this section. 

(iii) Examples. The following exam-
ples illustrate the principles of this 
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paragraph (b)(5). In the examples, as-
sume that Companies P and S are both 
members of the same controlled group. 

Example 1. (i) P owns the patent on a for-
mula for a capsulated pain reliever, P-Cap. P 
reasonably anticipates, pending further re-
search and experimentation, that the P-Cap 
formula could form the platform for a for-
mula for P-Ves, an effervescent version of P- 
Cap. P also owns proprietary software that it 
reasonably anticipates to be critical to the 
research efforts. P and S execute a contract 
that purports to be a CSA by which they 
agree to proportionally share the costs and 
risks of developing a formula for P-Ves. The 
agreement reflects the various contractual 
requirements described in paragraph (k)(1) of 
this section and P and S comply with the 
documentation, accounting, and reporting 
requirements of paragraphs (k)(2) through (4) 
of this section. Both the patent rights for P- 
Cap and the software are reasonably antici-
pated to contribute to the development of P- 
Ves and therefore are platform contributions 
for which compensation is due from S as part 
of PCTs. Though P and S enter into and im-
plement a PCT for the P-Cap patent rights 
that satisfies the arm’s length standard, 
they fail to enter into a PCT for the soft-
ware. 

(ii) In this case, P and S have substantially 
complied with the contractual requirements 
of paragraph (k)(1) of this section and the 
documentation, accounting, and reporting 
requirements of paragraphs (k)(2) through (4) 
of this section and therefore have met the 
administrative requirements of paragraph 
(b)(2) of this section. However, because they 
did not enter into a PCT, as required under 
paragraphs (b)(1)(ii) and (b)(3) of this section, 
for the software that was reasonably antici-
pated to contribute to the development of P- 
Ves (see paragraph (c) of this section), they 
cannot reasonably conclude that their ar-
rangement was a CSA. Accordingly, the 
Commissioner is not required under para-
graph (b)(5)(i) of this section to apply the 
rules of this section to their arrangement. 

(iii) Nevertheless, the arrangement be-
tween P and S closely resembles a CSA. If 
the Commissioner concludes that the rules of 
this section provide the most reliable meas-
ure of an arm’s length result for such ar-
rangement, then pursuant to paragraph 
(b)(5)(ii) of this section, the Commissioner 
may apply the rules of this section and treat 
P and S as entering into a PCT for the soft-
ware in accordance with the requirements of 
paragraph (b)(1)(ii) of this section, and make 
any appropriate allocations under paragraph 
(i) of this section. Alternatively, the Com-
missioner may conclude that the rules of 
this section do not provide the most reliable 
measure of an arm’s length result. In such 
case, the arrangement would be analyzed 
under the methods under other sections of 

the 482 regulations to determine whether the 
arrangement reaches an arm’s length result. 

Example 2. The facts are the same as in Ex-
ample 1 except that P and S do enter into and 
implement a PCT for the software as re-
quired under this paragraph (b). The Com-
missioner determines that the PCT Pay-
ments for the software were not arm’s 
length; nevertheless, under the facts and cir-
cumstances at the time they entered into 
the CSA and PCTs, P and S reasonably con-
cluded their arrangement to be a CSA. Be-
cause P and S have met the requirements of 
paragraph (b)(2) of this section and reason-
ably concluded their arrangement is a CSA, 
pursuant to paragraph (b)(5)(i) of this sec-
tion, the Commissioner must apply the rules 
of this section to their arrangement. Accord-
ingly, the Commissioner treats the arrange-
ment as a CSA and makes adjustments to 
the PCT Payments as appropriate under this 
section to achieve an arm’s length result for 
the PCT for the software. 

Example 3. (i) The facts are the same as in 
Example 1 except that P and S do enter into 
a PCT for the software as required under this 
paragraph (b). The agreement entered into 
by P and S provides for a fixed consideration 
of $50 million per year for four years, payable 
at the end of each year. This agreement sat-
isfies the arm’s length standard. However, S 
actually pays P consideration at the end of 
each year in the form of four annual royal-
ties equal to two percent of sales. While such 
royalties at the time of the PCT were ex-
pected to be $50 million per year, actual sales 
during the first year were less than antici-
pated and the first royalty payment was 
only $25 million. 

(ii) In this case, P and S failed to imple-
ment the terms of their agreement. Under 
these circumstances, P and S could not rea-
sonably conclude that their arrangement 
was a CSA, as described in paragraph (b)(1) of 
this section. Accordingly, the Commissioner 
is not required under paragraph (b)(5)(i) of 
this section to apply the rules of this section 
to their arrangement. 

(iii) Nevertheless, the arrangement be-
tween P and S closely resembles a CSA. If 
the Commissioner concludes that the rules of 
this section provide the most reliable meas-
ure of an arm’s length result for such ar-
rangement, then pursuant to paragraph 
(b)(5)(ii) of this section, the Commissioner 
may apply the rules of this section and make 
any appropriate allocations under paragraph 
(i) of this section. Alternatively, the Com-
missioner may conclude that the rules of 
this section do not provide the most reliable 
measure of an arm’s length result. In such 
case, the arrangement would be analyzed 
under the methods under other sections of 
the 482 regulations to determine whether the 
arrangement reaches an arm’s length result. 
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Example 4. (i) The facts are the same as in 
Example 1 except that P does not own propri-
etary software and P and S use a method for 
determining the arm’s length amount of the 
PCT Payment for the P-Cap patent rights 
different from the method used in Example 1. 

(ii) P and S determine that the arm’s 
length amount of the PCT Payments for the 
P-Cap patent is $10 million. However, the 
Commissioner determines the best method 
for determining the arm’s length amount of 
the PCT Payments for the P-Cap patent 
rights and under such method the arm’s 
length amount is $100 million. To determine 
this $10 million present value, P and S as-
sumed a useful life of eight years for the 
platform contribution, because the P-Cap 
patent rights will expire after eight years. 
However, the P-Cap patent rights are ex-
pected to lead to benefits attributable to ex-
ploitation of the cost shared intangibles ex-
tending many years beyond the expiration of 
the P-Cap patent, because use of the P-Cap 
patent rights will let P and S bring P-Ves to 
market before the competition, and because 
P and S expect to apply for additional pat-
ents covering P-Ves, which would bar com-
petitors from selling that product for many 
future years. The assumption by P and S of 
a useful life for the platform contribution 
that is less than the anticipated period of ex-
ploitation of the cost shared intangibles is 
contrary to paragraph (g)(2)(ii) of this sec-
tion, and reduces the reliability of the meth-
od used by P and S. 

(iii) The method used by P and S employs 
a declining royalty. The royalty starts at 8% 
of sales, based on an application of the CUT 
method in which the purported CUTs all in-
volve licenses to manufacture and sell the 
current generation of P-Cap, and declines to 
0% over eight years, declining by 1% each 
year. Such make-or-sell rights are fun-
damentally different from use of the P-Cap 
patent rights to generate a new product. 
This difference raises the issue of whether 
the make-or-sell rights are sufficiently com-
parable to the rights that are the subject of 
the PCT Payment. See § 1.482–4(c). While a 
royalty rate for make-or-sell rights can form 
the basis for a reliable determination of an 
arm’s length PCT Payment in the CUT-based 
implementation of the income method de-
scribed in paragraph (g)(4) of this section, 
under that method such royalty rate does 
not decline to zero. Therefore, the use of a 
declining royalty rate based on an initial 
rate for make-or-sell rights further reduces 
the reliability of the method used by P and 
S. 

(iv) Sales of the next-generation product 
are not anticipated until after seven years, 
at which point the royalty rate will have de-
clined to 1%. The temporal mismatch be-
tween the period of the royalty rate decline 
and the period of exploitation raises further 
concerns about the method’s reliability. 

(v) For the reasons given in paragraphs (ii) 
through (iv) of this Example 4, the method 
used by P and S is so unreliable and so con-
trary to provisions of this section that P and 
S could not reasonably conclude that they 
had contracted to make arm’s length PCT 
Payments as required by paragraphs (b)(1)(ii) 
and (b)(3) of this section, and thus could not 
reasonably conclude that their arrangement 
was a CSA. Accordingly, the Commissioner 
is not required under paragraph (b)(5)(i) of 
this section to apply the rules of this section 
to their arrangement. 

(vi) Nevertheless, the arrangement be-
tween P and S closely resembles a CSA. If 
the Commissioner concludes that the rules of 
this section provide the most reliable meas-
ure of an arm’s length result for such ar-
rangement, then pursuant to paragraph 
(b)(5)(ii) of this section, the Commissioner 
may apply the rules of this section and make 
any appropriate allocations under paragraph 
(i) of this section. Alternatively, the Com-
missioner may conclude that the rules of 
this section do not provide the most reliable 
measure of an arm’s length result. In such 
case, the arrangement would be analyzed 
under the methods under other section 482 
regulations to determine whether the ar-
rangement reaches an arm’s length result. 

(6) Entity classification of CSAs. See 
§ 301.7701–1(c) of this chapter for the 
classification of CSAs for purposes of 
the Internal Revenue Code. 

(c) Platform contributions—(1) In gen-
eral. A platform contribution is any re-
source, capability, or right that a con-
trolled participant has developed, 
maintained, or acquired externally to 
the intangible development activity 
(whether prior to or during the course 
of the CSA) that is reasonably antici-
pated to contribute to developing cost 
shared intangibles. The determination 
whether a resource, capability, or right 
is reasonably anticipated to contribute 
to developing cost shared intangibles is 
ongoing and based on the best available 
information. Therefore, a resource, ca-
pability, or right reasonably deter-
mined not to be a platform contribu-
tion as of an earlier point in time, may 
be reasonably determined to be a plat-
form contribution at a later point in 
time. The PCT obligation regarding a 
resource or capability or right once de-
termined to be a platform contribution 
does not terminate merely because it 
may later be determined that such re-
source or capability or right has not 
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contributed, and no longer is reason-
ably anticipated to contribute, to de-
veloping cost shared intangibles. Not-
withstanding the other provisions of 
this paragraph (c), platform contribu-
tions do not include rights in land or 
depreciable tangible property, and do 
not include rights in other resources 
acquired by IDCs. See paragraph (d)(1) 
of this section. 

(2) Terms of platform contributions—(i) 
Presumed to be exclusive. For purposes of 
a PCT, the PCT Payee’s provision of a 
platform contribution is presumed to 
be exclusive. Thus, it is presumed that 
the platform resource, capability, or 
right is not reasonably anticipated to 
be committed to any business activi-
ties other than the CSA Activity, as 
defined in paragraph (j)(1)(i) of this sec-
tion, whether carried out by the con-
trolled participants, other controlled 
taxpayers, or uncontrolled taxpayers. 

(ii) Rebuttal of exclusivity. The con-
trolled participants may rebut the pre-
sumption set forth in paragraph 
(c)(2)(i) of this section to the satisfac-
tion of the Commissioner. For exam-
ple, if the platform resource is a re-
search tool, then the controlled par-
ticipants could rebut the presumption 
by establishing to the satisfaction of 
the Commissioner that, as of the date 
of the PCT, the tool is reasonably an-
ticipated not only to contribute to the 
CSA Activity but also to be licensed to 
an uncontrolled taxpayer. In such case, 
the PCT Payments may need to be pro-
rated as described in paragraph 
(c)(2)(iii) of this section. 

(iii) Proration of PCT Payments to the 
extent allocable to other business activi-
ties—(A) In general. Some transfer pric-
ing methods employed to determine 
the arm’s length amount of the PCT 
Payments do so by considering the 
overall value of the platform contribu-
tions as opposed to, for example, the 
value of the anticipated use of the plat-
form contributions in the CSA Activ-
ity. Such a transfer pricing method is 
consistent with the presumption that 
the platform contribution is exclusive 
(that is, that the resources, capabili-
ties or rights that are the subject of a 
platform contribution are reasonably 
anticipated to contribute only to the 
CSA Activity). See paragraph (c)(2)(i) 
(Terms of platform contributions—Pre-

sumed to be exclusive) of this section. 
The PCT Payments determined under 
such transfer pricing method may have 
to be prorated if the controlled partici-
pants can rebut the presumption that 
the platform contribution is exclusive 
to the satisfaction of the Commissioner 
as provided in paragraph (c)(2)(ii) of 
this section. In the case of a platform 
contribution that also contributes to 
lines of business of a PCT Payor that 
are not reasonably anticipated to in-
volve exploitation of the cost shared 
intangibles, the need for explicit prora-
tion may in some cases be avoided 
through aggregation of transactions. 
See paragraph (g)(2)(iv) of this section 
(Aggregation of transactions). 

(B) Determining the proration of PCT 
Payments. Proration will be done on a 
reasonable basis in proportion to the 
relative economic value, as of the date 
of the PCT, reasonably anticipated to 
be derived from the platform contribu-
tion by the CSA Activity as compared 
to the value reasonably anticipated to 
be derived from the platform contribu-
tion by other business activities. In the 
case of an aggregate valuation done 
under the principles of paragraph 
(g)(2)(iv) of this section that addresses 
payment for resources, capabilities, or 
rights used for business activities other 
than the CSA Activity (for example, 
the right to exploit an existing intan-
gible without further development), 
the proration of the aggregate pay-
ments may have to reflect the eco-
nomic value attributable to such re-
sources, capabilities, or rights as well. 
For purposes of the best method rule 
under § 1.482–1(c), the reliability of the 
analysis under a method that requires 
proration pursuant to this paragraph is 
reduced relative to the reliability of an 
analysis under a method that does not 
require proration. 

(3) Categorization of the PCT. For pur-
poses of § 1.482–1(b)(2)(ii) and paragraph 
(a)(2) of this section, a PCT must be 
identified by the controlled partici-
pants as a particular type of trans-
action (for example, a license for roy-
alty payments). See paragraph 
(k)(2)(ii)(H) of this section. Such des-
ignation must be consistent with the 
actual conduct of the controlled par-
ticipants. If the conduct is consistent 
with different, economically equivalent 
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types of transactions then the con-
trolled participants may designate the 
PCT as being any of such types of 
transactions. If the controlled partici-
pants fail to make such designation in 
their documentation, the Commis-
sioner may make a designation con-
sistent with the principles of paragraph 
(k)(1)(iv) of this section. 

(4) Certain make-or-sell rights ex-
cluded—(i) In general. Any right to ex-
ploit an existing resource, capability, 
or right without further development 
of such item, such as the right to 
make, replicate, license, or sell exist-
ing products, does not constitute a 
platform contribution to a CSA (and 
the arm’s length compensation for such 
rights (make-or-sell rights) does not 
satisfy the compensation obligation 
under a PCT) unless exploitation with-
out further development of such item 
is reasonably anticipated to contribute 
to developing or further developing a 
cost shared intangible. 

(ii) Examples. The following examples 
illustrate the principles of this para-
graph (c)(4): 

Example 1. P and S, which are members of 
the same controlled group, execute a CSA. 
Under the CSA, P and S will bear their RAB 
shares of IDCs for developing the second gen-
eration of ABC, a computer software pro-
gram. Prior to that arrangement, P had in-
curred substantial costs and risks to develop 
ABC. Concurrent with entering into the ar-
rangement, P (as the licensor) executes a li-
cense with S (as the licensee) by which S 
may make and sell copies of the existing 
ABC. Such make-or-sell rights do not con-
stitute a platform contribution to the CSA. 
The rules of §§ 1.482–1 and 1.482–4 through 
1.482–6 must be applied to determine the 
arm’s length consideration in connection 
with the make-or-sell licensing arrange-
ment. In certain circumstances, this deter-
mination of the arm’s length consideration 
may be done on an aggregate basis with the 
evaluation of compensation obligations pur-
suant to the PCTs entered into by P and S in 
connection with the CSA. See paragraph 
(g)(2)(iv) of this section. 

Example 2. (i) P, a software company, has 
developed and currently exploits software 
program ABC. P and S enter into a CSA to 
develop future generations of ABC. The ABC 
source code is the platform on which future 
generations of ABC will be built and is there-
fore a platform contribution of P for which 
compensation is due from S pursuant to a 
PCT. Concurrent with entering into the CSA, 
P licenses to S the make-or-sell rights for 
the current version of ABC. P has entered 

into similar licenses with uncontrolled par-
ties calling for sales-based royalty payments 
at a rate of 20%. The current version of ABC 
has an expected product life of three years. P 
and S enter into a contingent payment 
agreement to cover both the PCT Payments 
due from S for P’s platform contribution and 
payments due from S for the make-or-sell li-
cense. Based on the uncontrolled make-or- 
sell licenses, P and S agree on a sales-based 
royalty rate of 20% in Year 1 that declines on 
a straight line basis to 0% over the 3 year 
product life of ABC. 

(ii) The make-or-sell rights for the current 
version of ABC are not platform contribu-
tions, though paragraph (g)(2)(iv) of this sec-
tion provides for the possibility that the 
most reliable determination of an arm’s 
length charge for the platform contribution 
and the make-or-sell license may be one that 
values the two transactions in the aggregate. 
A contingent payment schedule based on the 
uncontrolled make-or-sell licenses may pro-
vide an arm’s length charge for the separate 
make-or-sell license between P and S, pro-
vided the royalty rates in the uncontrolled 
licenses similarly decline, but as a measure 
of the aggregate PCT and licensing payments 
it does not account for the arm’s length 
value of P’s platform contributions which in-
clude the rights in the source code and fu-
ture development rights in ABC. 

Example 3. S is a controlled participant 
that owns Patent Q, which protects S’s use 
of a research tool that is helpful in devel-
oping and testing new pharmaceutical com-
pounds. The research tool, which is not itself 
such a compound, is used in the CSA Activ-
ity to develop such compounds. However, the 
CSA Activity is not anticipated to result in 
the further development of the research tool 
or in patents based on Patent Q. Although 
the right to use Patent Q is not anticipated 
to result in the further development of Pat-
ent Q or the technology that it protects, that 
right constitutes a platform contribution (as 
opposed to make-or-sell rights) because it is 
anticipated to contribute to the research ac-
tivity to develop cost shared intangibles re-
lating to pharmaceutical compounds covered 
by the CSA. 

(5) Examples. The following examples 
illustrate the principles of this para-
graph (c). In each example, Companies 
P and S are members of the same con-
trolled group, and execute a CSA pro-
viding that each will have the exclu-
sive right to exploit cost shared intan-
gibles in its own territory. See para-
graph (b)(4)(ii) of this section (Terri-
torial based divisional interests). 
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Example 1. Company P has developed and 
currently markets version 1.0 of a new soft-
ware application XYZ. Company P and Com-
pany S execute a CSA under which they will 
share the IDCs for developing future versions 
of XYZ. Version 1.0 is reasonably anticipated 
to contribute to the development of future 
versions of XYZ and therefore Company P’s 
rights in version 1.0 constitute a platform 
contribution from Company P that must be 
compensated by Company S pursuant to a 
PCT. Pursuant to paragraph (c)(3) of this 
section, the controlled participants des-
ignate the platform contribution as a trans-
fer of intangibles that would otherwise be 
governed by § 1.482–4, if entered into by con-
trolled parties. Accordingly, pursuant to 
paragraph (a)(2) of this section, the applica-
ble method for determining the arm’s length 
value of the compensation obligation under 
the PCT between Company P and Company S 
will be governed by § 1.482–4 as supplemented 
by paragraph (g) of this section. Absent a 
showing to the contrary by P and S, the plat-
form contribution in this case is presumed to 
be the exclusive provision of the benefit of 
all rights in version 1.0, other than the rights 
described in paragraph (c)(4) of this section 
(Certain make-or-sell rights excluded). This 
includes the right to use version 1.0 for pur-
poses of research and the exclusive right in 
S’s territory to exploit any future products 
that incorporated the technology of version 
1.0, and would cover a term extending as long 
as the controlled participants were to exploit 
future versions of XYZ or any other product 
based on the version 1.0 platform. The com-
pensation obligation of Company S pursuant 
to the PCT will reflect the full value of the 
platform contribution, as limited by Com-
pany S’s RAB share. 

Example 2. Company P and Company S exe-
cute a CSA under which they will share the 
IDCs for developing Vaccine Z. Company P 
will commit to the project its research team 
that has successfully developed a number of 
other vaccines. The expertise and existing 
integration of the research team is a unique 
resource or capability of Company P which is 
reasonably anticipated to contribute to the 
development of Vaccine Z. Therefore, P’s 
provision of the capabilities of the research 
team constitute a platform contribution for 
which compensation is due from Company S 
as part of a PCT. Pursuant to paragraph 
(c)(3) of this section, the controlled parties 
designate the platform contribution as a pro-
vision of services that would otherwise be 
governed by § 1.482–9(a) if entered into by 
controlled parties. Accordingly, pursuant to 
paragraph (a)(2) of this section, the applica-
ble method for determining the arm’s length 
value of the compensation obligation under 
the PCT between Company P and Company S 
will be governed by § 1.482–9(a) as supple-
mented by paragraph (g) of this section. Ab-

sent a showing to the contrary by P and S, 
the platform contribution in this case is pre-
sumed to be the exclusive provision of the 
benefits by Company P of its research team 
to the development of Vaccine Z. Because 
the IDCs include the ongoing compensation 
of the researchers, the compensation obliga-
tion under the PCT is only for the value of 
the commitment of the research team by 
Company P to the CSA’s development efforts 
net of such researcher compensation. The 
value of the compensation obligation of 
Company S for the PCT will reflect the full 
value of the provision of services, as limited 
by Company S’s RAB share. 

(d) Intangible development costs—(1) 
Determining whether costs are IDCs. 
Costs included in IDCs are determined 
by reference to the scope of the intan-
gible development activity (IDA). 

(i) Definition and scope of the IDA. For 
purposes of this section, the IDA means 
the activity under the CSA of devel-
oping or attempting to develop reason-
ably anticipated cost shared intangi-
bles. The scope of the IDA includes all 
of the controlled participants’ activi-
ties that could reasonably be antici-
pated to contribute to developing the 
reasonably anticipated cost shared in-
tangibles. The IDA cannot be described 
merely by a list of particular re-
sources, capabilities, or rights that will 
be used in the CSA, because such a list 
would not identify reasonably antici-
pated cost shared intangibles. Also, the 
scope of the IDA may change as the na-
ture or identity of the reasonably an-
ticipated cost shared intangibles 
changes or the nature of the activities 
necessary for their development be-
come clearer. For example, the rel-
evance of certain ongoing work to de-
veloping reasonably anticipated cost 
shared intangibles or the need for addi-
tional work may only become clear 
over time. 

(ii) Reasonably anticipated cost shared 
intangible. For purposes of this section, 
reasonably anticipated cost shared intan-
gible means any intangible, within the 
meaning of § 1.482–4(b), that, at the ap-
plicable point in time, the controlled 
participants intend to develop under 
the CSA. Reasonably anticipated cost 
shared intangibles may change over 
the course of the CSA. The controlled 
participants may at any time change 
the reasonably anticipated cost shared 
intangibles but must document any 
such change pursuant to paragraph 
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(k)(2)(ii)(A)(1) of this section. Removal 
of reasonably anticipated cost shared 
intangibles does not affect the con-
trolled participants’ interests in cost 
shared intangibles already developed 
under the CSA. In addition, the reason-
ably anticipated cost shared intangi-
bles automatically expand to include 
the intended result of any further de-
velopment of a cost shared intangible 
already developed under the CSA, or 
applications of such an intangible. 
However, the controlled participants 
may override this automatic expansion 
in a particular case if they separately 
remove specified further development 
of such intangible (or specified applica-
tions of such intangible) from the IDA, 
and document such separate removal 
pursuant to paragraph (k)(2)(ii)(A)(3) of 
this section. 

(iii) Costs included in IDCs. For pur-
poses of this section, IDCs mean all 
costs, in cash or in kind (including 
stock-based compensation, as described 
in paragraph (d)(3) of this section), but 
excluding acquisition costs for land or 
depreciable property, in the ordinary 
course of business after the formation 
of a CSA that, based on analysis of the 
facts and circumstances, are directly 
identified with, or are reasonably allo-
cable to, the IDA. Thus, IDCs include 
costs incurred in attempting to develop 
reasonably anticipated cost shared in-
tangibles regardless of whether such 
costs ultimately lead to development 
of those intangibles, other intangibles 
developed unexpectedly, or no intangi-
bles. IDCs shall also include the arm’s 
length rental charge for the use of any 
land or depreciable tangible property 
(as determined under § 1.482–2(c) (Use of 
tangible property)) directly identified 
with, or reasonably allocable to, the 
IDA. Reference to generally accepted 
accounting principles or Federal in-
come tax accounting rules may provide 
a useful starting point but will not be 
conclusive regarding inclusion of costs 
in IDCs. IDCs do not include interest 
expense, foreign income taxes (as de-
fined in § 1.901–2(a)), or domestic in-
come taxes. 

(iv) Examples. The following examples 
illustrate the principles of this para-
graph (d)(1): 

Example 1. A contract that purports to be a 
CSA provides that the IDA to which the 

agreement applies consists of all research 
and development activity conducted at lab-
oratories A, B, and C but not at other facili-
ties maintained by the controlled partici-
pants. The contract does not describe the 
reasonably anticipated cost shared intangi-
bles with respect to which research and de-
velopment is to be undertaken. The contract 
fails to meet the requirements set forth in 
paragraph (k)(1)(ii)(B) of this section because 
it fails to adequately describe the scope of 
the IDA to be undertaken. 

Example 2. A contract that purports to be a 
CSA provides that the IDA to which the 
agreement applies consists of all research 
and development activity conducted by any 
of the controlled participants with the goal 
of developing a cure for a particular disease. 
Such a cure is thus a reasonably anticipated 
cost shared intangible. The contract also 
contains a provision that the IDA will ex-
clude any activity that builds on the results 
of the controlled participants’ prior research 
concerning Enzyme X even though such ac-
tivity could reasonably be anticipated to 
contribute to developing such cure. The con-
tract fails to meet the requirement set forth 
in paragraph (d)(1)(i) of this section that the 
scope of the IDA include all of the controlled 
participants’ activities that could reason-
ably be anticipated to contribute to devel-
oping reasonably anticipated cost shared in-
tangibles. 

(2) Allocation of costs. If a particular 
cost is directly identified with, or rea-
sonably allocable to, a function the re-
sults of which will benefit both the IDA 
and other business activities, the cost 
must be allocated on a reasonable basis 
between the IDA and such other busi-
ness activities in proportion to the rel-
ative economic value that the IDA and 
such other business activities are an-
ticipated to derive from such results. 

(3) Stock-based compensation—(i) In 
general. As used in this section, the 
term stock-based compensation means 
any compensation provided by a con-
trolled participant to an employee or 
independent contractor in the form of 
equity instruments, options to acquire 
stock (stock options), or rights with re-
spect to (or determined by reference 
to) equity instruments or stock op-
tions, including but not limited to 
property to which section 83 applies 
and stock options to which section 421 
applies, regardless of whether ulti-
mately settled in the form of cash, 
stock, or other property. 
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(ii) Identification of stock-based com-
pensation with the IDA. The determina-
tion of whether stock-based compensa-
tion is directly identified with, or rea-
sonably allocable to, the IDA is made 
as of the date that the stock-based 
compensation is granted. Accordingly, 
all stock-based compensation that is 
granted during the term of the CSA 
and, at date of grant, is directly identi-
fied with, or reasonably allocable to, 
the IDA is included as an IDC under 
paragraph (d)(1) of this section. In the 
case of a repricing or other modifica-
tion of a stock option, the determina-
tion of whether the repricing or other 
modification constitutes the grant of a 
new stock option for purposes of this 
paragraph (d)(3)(ii) will be made in ac-
cordance with the rules of section 
424(h) and related regulations. 

(iii) Measurement and timing of stock- 
based compensation IDC—(A) In general. 
Except as otherwise provided in this 
paragraph (d)(3)(iii), the cost attrib-
utable to stock-based compensation is 
equal to the amount allowable to the 
controlled participant as a deduction 
for federal income tax purposes with 
respect to that stock-based compensa-
tion (for example, under section 83(h)) 
and is taken into account as an IDC 
under this section for the taxable year 
for which the deduction is allowable. 

(1) Transfers to which section 421 ap-
plies. Solely for purposes of this para-
graph (d)(3)(iii)(A), section 421 does not 
apply to the transfer of stock pursuant 
to the exercise of an option that meets 
the requirements of section 422(a) or 
423(a). 

(2) Deductions of foreign controlled par-
ticipants. Solely for purposes of this 
paragraph (d)(3)(iii)(A), an amount is 
treated as an allowable deduction of a 
foreign controlled participant to the 
extent that a deduction would be al-
lowable to a United States taxpayer. 

(3) Modification of stock option. Solely 
for purposes of this paragraph 
(d)(3)(iii)(A), if the repricing or other 
modification of a stock option is deter-
mined, under paragraph (d)(3)(ii) of this 
section, to constitute the grant of a 
new stock option not identified with, 
or reasonably allocable to, the IDA, the 
stock option that is repriced or other-
wise modified will be treated as being 
exercised immediately before the modi-

fication, provided that the stock option 
is then exercisable and the fair market 
value of the underlying stock then ex-
ceeds the price at which the stock op-
tion is exercisable. Accordingly, the 
amount of the deduction that would be 
allowable (or treated as allowable 
under this paragraph (d)(3)(iii)(A)) to 
the controlled participant upon exer-
cise of the stock option immediately 
before the modification must be taken 
into account as an IDC as of the date of 
the modification. 

(4) Expiration or termination of CSA. 
Solely for purposes of this paragraph 
(d)(3)(iii)(A), if an item of stock-based 
compensation identified with, or rea-
sonably allocable to, the IDA is not ex-
ercised during the term of a CSA, that 
item of stock-based compensation will 
be treated as being exercised imme-
diately before the expiration or termi-
nation of the CSA, provided that the 
stock-based compensation is then exer-
cisable and the fair market value of the 
underlying stock then exceeds the 
price at which the stock-based com-
pensation is exercisable. Accordingly, 
the amount of the deduction that 
would be allowable (or treated as al-
lowable under this paragraph 
(d)(3)(iii)(A)) to the controlled partici-
pant upon exercise of the stock-based 
compensation must be taken into ac-
count as an IDC as of the date of the 
expiration or termination of the CSA. 

(B) Election with respect to options on 
publicly traded stock—(1) In general. 
With respect to stock-based compensa-
tion in the form of options on publicly 
traded stock, the controlled partici-
pants in a CSA may elect to take into 
account all IDCs attributable to those 
stock options in the same amount, and 
as of the same time, as the fair value of 
the stock options reflected as a charge 
against income in audited financial 
statements or disclosed in footnotes to 
such financial statements, provided 
that such statements are prepared in 
accordance with United States gen-
erally accepted accounting principles 
by or on behalf of the company issuing 
the publicly traded stock. 

(2) Publicly traded stock. As used in 
this paragraph (d)(3)(iii)(B), the term 
publicly traded stock means stock that 
is regularly traded on an established 
United States securities market and is 
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issued by a company whose financial 
statements are prepared in accordance 
with United States generally accepted 
accounting principles for the taxable 
year. 

(3) Generally accepted accounting prin-
ciples. For purposes of this paragraph 
(d)(3)(iii)(B), a financial statement pre-
pared in accordance with a comprehen-
sive body of generally accepted ac-
counting principles other than United 
States generally accepted accounting 
principles is considered to be prepared 
in accordance with United States gen-
erally accepted accounting principles 
provided that either— 

(i) The fair value of the stock options 
under consideration is reflected in the 
reconciliation between such other ac-
counting principles and United States 
generally accepted accounting prin-
ciples required to be incorporated into 
the financial statement by the securi-
ties laws governing companies whose 
stock is regularly traded on United 
States securities markets; or 

(ii) In the absence of a reconciliation 
between such other accounting prin-
ciples and United States generally ac-
cepted accounting principles that re-
flects the fair value of the stock op-
tions under consideration, such other 
accounting principles require that the 
fair value of the stock options under 
consideration be reflected as a charge 
against income in audited financial 
statements or disclosed in footnotes to 
such statements. 

(4) Time and manner of making the elec-
tion. The election described in this 
paragraph (d)(3)(iii)(B) is made by an 
explicit reference to the election in the 
written contract required by paragraph 
(k)(1) of this section or in a written 
amendment to the CSA entered into 
with the consent of the Commissioner 
pursuant to paragraph (d)(3)(iii)(C) of 
this section. In the case of a CSA in ex-
istence on August 26, 2003, the election 
by written amendment to the CSA may 
be made without the consent of the 
Commissioner if such amendment is 
entered into not later than the latest 
due date (with regard to extensions) of 
a federal income tax return of any con-
trolled participant for the first taxable 
year beginning after August 26, 2003. 

(C) Consistency. Generally, all con-
trolled participants in a CSA taking 

options on publicly traded stock into 
account under paragraph (d)(3)(ii), 
(d)(3)(iii)(A), or (d)(3)(iii)(B) of this sec-
tion must use that same method of 
identification, measurement and tim-
ing for all options on publicly traded 
stock with respect to that CSA. Con-
trolled participants may change their 
method only with the consent of the 
Commissioner and only with respect to 
stock options granted during taxable 
years subsequent to the taxable year in 
which the Commissioner’s consent is 
obtained. All controlled participants in 
the CSA must join in requests for the 
Commissioner’s consent under this 
paragraph (d)(3)(iii)(C). Thus, for exam-
ple, if the controlled participants make 
the election described in paragraph 
(d)(3)(iii)(B) of this section upon the 
formation of the CSA, the election may 
be revoked only with the consent of the 
Commissioner, and the consent will 
apply only to stock options granted in 
taxable years subsequent to the tax-
able year in which consent is obtained. 
Similarly, if controlled participants al-
ready have granted stock options that 
have been or will be taken into account 
under the general rule of paragraph 
(d)(3)(iii)(A) of this section, then except 
in cases specified in the last sentence 
of paragraph (d)(3)(iii)(B)(4) of this sec-
tion, the controlled participants may 
make the election described in para-
graph (d)(3)(iii)(B) of this section only 
with the consent of the Commissioner, 
and the consent will apply only to 
stock options granted in taxable years 
subsequent to the taxable year in 
which consent is obtained. 

(4) IDC share. A controlled partici-
pant’s IDC share for a taxable year is 
equal to the controlled participant’s 
cost contribution for the taxable year, 
divided by the sum of all IDCs for the 
taxable year. A controlled participant’s 
cost contribution for a taxable year 
means all of the IDCs initially borne by 
the controlled participant, plus all of 
the CST Payments that the participant 
makes to other controlled participants, 
minus all of the CST Payments that 
the participant receives from other 
controlled participants. 

(5) Examples. The following examples 
illustrate this paragraph (d): 

Example 1. Foreign parent (FP) and its U.S. 
subsidiary (USS) enter into a CSA to develop 
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a better mousetrap. USS and FP share the 
costs of FP’s R&D facility that will be exclu-
sively dedicated to this research, the salaries 
of the researchers at the facility, and over-
head costs attributable to the project. They 
also share the cost of a conference facility 
that is at the disposal of the senior executive 
management of each company. Based on the 
facts and circumstances, the cost of the con-
ference facility cannot be directly identified 
with, and is not reasonably allocable to, the 
IDA. In this case, the cost of the conference 
facility must be excluded from the amount 
of IDCs. 

Example 2. U.S. parent (USP) and its for-
eign subsidiary (FS) enter into a CSA to de-
velop intangibles for producing a new device. 
USP and FS share the costs of an R&D facil-
ity, the salaries of the facility’s researchers, 
and overhead costs attributable to the 
project. Although USP also incurs costs re-
lated to field testing of the device, USP does 
not include those costs in the IDCs that USP 
and FS will share under the CSA. The Com-
missioner may determine, based on the facts 
and circumstances, that the costs of field 
testing are IDCs that the controlled partici-
pants must share. 

Example 3. U.S. parent (USP) and its for-
eign subsidiary (FS) enter into a CSA to de-
velop a new process patent. USP assigns cer-
tain employees to perform solely R&D to de-
velop a new mathematical algorithm to per-
form certain calculations. That algorithm 
will be used both to develop the new process 
patent and to develop a new design patent 
the development of which is outside the 
scope of the CSA. During years covered by 
the CSA, USP compensates such employees 
with cash salaries, stock-based compensa-
tion, or a combination of both. USP and FS 
anticipate that the economic value attrib-
utable to the R&D will be derived from the 
process patent and the design patent in a rel-
ative proportion of 75% and 25%, respec-
tively. Applying the principles of paragraph 
(d)(2) of this section, 75% of the compensa-
tion of such employees must be allocated to 
the development of the new process patent 
and, thus, treated as IDCs. With respect to 
the cash salary compensation, the IDC is 75% 
of the face value of the cash. With respect to 
the stock-based compensation, the IDC is 
75% of the value of the stock-based com-
pensation as determined under paragraph 
(d)(3)(iii) of this section. 

Example 4. Foreign parent (FP) and its U.S. 
subsidiary (USS) enter into a CSA to develop 
a new computer source code. FP has an exec-
utive officer who oversees a research facility 
and employees dedicated solely to the IDA. 
The executive officer also oversees other re-
search facilities and employees unrelated to 
the IDA, and performs certain corporate 
overhead functions. The full amount of the 
costs of the research facility and employees 
dedicated solely to the IDA can be directly 

identified with the IDA and, therefore, are 
IDCs. In addition, based on the executive of-
ficer’s records of time worked on various 
matters, the controlled participants reason-
ably allocate 20% of the executive officer’s 
compensation to supervision of the facility 
and employees dedicated to the IDA, 50% of 
the executive officer’s compensation to su-
pervision of the facilities and employees un-
related to the IDA, and 30% of the executive 
officer’s compensation to corporate overhead 
functions. The controlled participants also 
reasonably determine that the results of the 
executive officer’s corporate overhead func-
tions yield equal economic benefit to the 
IDA and the other business activities of FP. 
Applying the principles of paragraph (d)(1) of 
this section, the executive officer’s com-
pensation allocated to supervising the facil-
ity and employees dedicated to the IDA 
(amounting to 20% of the executive officer’s 
total compensation) must be treated as IDCs. 
Applying the principles of paragraph (d)(2) of 
this section, half of the executive officer’s 
compensation allocated to corporate over-
head functions (that is, half of 30% of the ex-
ecutive officer’s total compensation), must 
be treated as IDCs. Therefore, a total of 35% 
(20% plus 15%) of the executive officer’s total 
compensation must be treated as IDCs. 

(e) Reasonably anticipated benefits 
share—(1) Definition—(i) In general. A 
controlled participant’s share of rea-
sonably anticipated benefits is equal to 
its reasonably anticipated benefits di-
vided by the sum of the reasonably an-
ticipated benefits, as defined in para-
graph (j)(1)(i) of this section, of all the 
controlled participants. RAB shares 
must be updated to account for 
changes in economic conditions, the 
business operations and practices of 
the participants, and the ongoing de-
velopment of intangibles under the 
CSA. For purposes of determining RAB 
shares at any given time, reasonably 
anticipated benefits must be estimated 
over the entire period, past and future, 
of exploitation of the cost shared in-
tangibles, and must reflect appropriate 
updates to take into account the most 
reliable data regarding past and pro-
jected future results available at such 
time. RAB shares determined for a par-
ticular purpose shall not be further up-
dated for that purpose based on infor-
mation not available at the time that 
determination needed to be made. For 
example, RAB shares determined in 
order to determine IDC shares for a 
particular taxable year (as set forth in 
paragraphs (b)(1)(i) and (d)(4) of this 
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section) shall not be recomputed based 
on information not available at that 
time. Similarly, RAB shares deter-
mined for the purpose of using a par-
ticular method such as the acquisition 
price method (as set forth in paragraph 
(g)(5)(ii) of this section) to evaluate the 
arm’s length amount charged in a PCT 
shall not be recomputed based on infor-
mation not available at the date of 
that PCT. However, nothing in this 
paragraph (e)(1)(i) shall limit the Com-
missioner’s use of subsequently avail-
able information for purposes of its al-
location determinations in accordance 
with the provisions of paragraph (i) 
(Allocations by the Commissioner in 
connection with a CSA) of this section. 

(ii) Reliability. A controlled partici-
pant’s RAB share must be determined 
by using the most reliable estimate. In 
determining which of two or more 
available estimates is most reliable, 
the quality of the data and assump-
tions used in the analysis must be 
taken into account, consistent with 
§ 1.482–1(c)(2)(ii) (Data and assump-
tions). Thus, the reliability of an esti-
mate will depend largely on the com-
pleteness and accuracy of the data, the 
soundness of the assumptions, and the 
relative effects of particular defi-
ciencies in data or assumptions on dif-
ferent estimates. If two estimates are 
equally reliable, no adjustment should 
be made based on differences between 
the estimates. The following factors 
will be particularly relevant in deter-
mining the reliability of an estimate of 
RAB shares: 

(A) The basis used for measuring ben-
efits, as described in paragraph 
(e)(2)(ii) of this section. 

(B) The projections used to estimate 
benefits, as described in paragraph 
(e)(2)(iii) of this section. 

(iii) Examples. The following exam-
ples illustrate the principles of this 
paragraph (e)(1): 

Example 1. (i) USP and FS plan to conduct 
research to develop Product Lines A and B. 
USP and FS reasonably anticipate respective 
benefits from Product Line A of 100X and 
200X and respective benefits from Product 
Line B, respectively, of 300X and 400X. USP 
and FS thus reasonably anticipate combined 
benefits from Product Lines A and B of 400X 
and 600X, respectively. 

(ii) USP and FS could enter into a separate 
CSA to develop Product Line A with respec-

tive RAB shares of 331⁄3 percent and 662⁄3 per-
cent (reflecting a ratio of 100X to 200X), and 
into a separate CSA to develop Product Line 
B with respective RAB shares of 426⁄7 percent 
and 571⁄7 percent (reflecting a ratio of 300X to 
400X). Alternatively, USP and FS could enter 
into a single CSA to develop both Product 
Lines A and B with respective RAB shares of 
40 percent and 60 percent (in the ratio of 400X 
to 600X). If the separate CSAs are chosen, 
then any costs for activities that contribute 
to developing both Product Line A and Prod-
uct Line B will constitute IDCs of the respec-
tive CSAs as required by paragraphs (d)(1) 
and (2) of this section. 

Example 2. (i) USP, a US company, wholly 
owns foreign subsidiary, FS. USP and FS 
enter into a CSA at the start of Year 1. The 
CSA’s total IDCs are $100,000 in each year for 
Years 1 through 4. In Year 1, USP correctly 
estimates its RAB share as 50%, based on in-
formation available at the time, and there-
fore correctly computes $50,000 as its cost 
contribution for Year 1. 

(ii) In Year 4, USP correctly estimates its 
RAB share to be 70%, based on information 
available at the time and, therefore, cor-
rectly computes $70,000 as its cost contribu-
tion for Year 4. 

(iii) In Year 4, USP also files an amended 
return for Year 1 in which USP deducts a 
cost contribution of $70,000, asserting that, 
for this purpose, it should revise its Year 1 
estimated RAB share to 70% based on the in-
formation that is now available to it in Year 
4. The Commissioner determines that USP is 
incorrect for two reasons. First, a RAB share 
determined for a particular purpose (here, to 
determine USP’s IDC shares and thus USP’s 
cost contributions in Year 1) should not be 
revised based on information not available 
to USP until Year 4. See paragraph (e)(1)(i) 
of this section. Second, more generally, USP 
is not permitted to file an amended return 
for this purpose under § 1.482–1(a)(3). There-
fore, for both of these reasons, Commissioner 
adjusts USP’s amended return for Year 1 by 
disallowing $20,000 of the $70,000 deduction. 

(2) Measure of benefits—(i) In general. 
In order to estimate a controlled par-
ticipant’s RAB share, the amount of 
each controlled participant’s reason-
ably anticipated benefits must be 
measured on a basis that is consistent 
for all such participants. See paragraph 
(e)(2)(ii)(E) Example 9 of this section. If 
a controlled participant transfers a 
cost shared intangible to another con-
trolled taxpayer, other than by way of 
a transfer described in paragraph (f) of 
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this section, that controlled partici-
pant’s benefits from the transferred in-
tangible must be measured by ref-
erence to the transferee’s benefits, dis-
regarding any consideration paid by 
the transferee to the controlled partici-
pant (such as a royalty pursuant to a 
license agreement). Reasonably antici-
pated benefits are measured either on a 
direct basis, by reference to estimated 
benefits to be generated by the use of 
cost shared intangibles (generally 
based on additional revenues plus cost 
savings less any additional costs in-
curred), or on an indirect basis, by ref-
erence to certain measurements that 
reasonably can be assumed to relate to 
benefits to be generated. Such indirect 
bases of measurement of anticipated 
benefits are described in paragraph 
(e)(2)(ii) of this section. A controlled 
participant’s reasonably anticipated 
benefits must be measured on the 
basis, whether direct or indirect, that 
most reliably determines RAB shares. 
In determining which of two bases of 
measurement is most reliable, the fac-
tors set forth in § 1.482–1(c)(2)(ii) (Data 
and assumptions) must be taken into 
account. It normally will be expected 
that the basis that provided the most 
reliable estimate for a particular year 
will continue to provide the most reli-
able estimate in subsequent years, ab-
sent a material change in the factors 
that affect the reliability of the esti-
mate. Regardless of whether a direct or 
indirect basis of measurement is used, 
adjustments may be required to ac-
count for material differences in the 
activities that controlled participants 
undertake to exploit their interests in 
cost shared intangibles. See Examples 4 
and 7 of paragraph (e)(2)(ii)(E) of this 
section. 

(ii) Indirect bases for measuring antici-
pated benefits. Indirect bases for meas-
uring anticipated benefits from partici-
pation in a CSA include the following: 

(A) Units used, produced, or sold. Units 
of items used, produced, or sold by each 
controlled participant in the business 
activities in which cost shared intangi-
bles are exploited may be used as an in-
direct basis for measuring its antici-
pated benefits. This basis of measure-
ment will more reliably determine 
RAB shares to the extent that each 
controlled participant is expected to 

have a similar increase in net profit or 
decrease in net loss attributable to the 
cost shared intangibles per unit of the 
item or items used, produced, or sold. 
This circumstance is most likely to 
arise when the cost shared intangibles 
are exploited by the controlled partici-
pants in the use, production, or sale of 
substantially uniform items under 
similar economic conditions. 

(B) Sales. Sales by each controlled 
participant in the business activities in 
which cost shared intangibles are ex-
ploited may be used as an indirect 
basis for measuring its anticipated ben-
efits. This basis of measurement will 
more reliably determine RAB shares to 
the extent that each controlled partici-
pant is expected to have a similar in-
crease in net profit or decrease in net 
loss attributable to cost shared intan-
gibles per dollar of sales. This cir-
cumstance is most likely to arise if the 
costs of exploiting cost shared intangi-
bles are not substantial relative to the 
revenues generated, or if the principal 
effect of using cost shared intangibles 
is to increase the controlled partici-
pants’ revenues (for example, through a 
price premium on the products they 
sell) without affecting their costs sub-
stantially. Sales by each controlled 
participant are unlikely to provide a 
reliable basis for measuring RAB 
shares unless each controlled partici-
pant operates at the same market level 
(for example, manufacturing, distribu-
tion, etc.). 

(C) Operating profit. Operating profit 
of each controlled participant from the 
activities in which cost shared intangi-
bles are exploited, as determined before 
any expense (including amortization) 
on account of IDCs, may be used as an 
indirect basis for measuring antici-
pated benefits. This basis of measure-
ment will more reliably determine 
RAB shares to the extent that such 
profit is largely attributable to the use 
of cost shared intangibles, or if the 
share of profits attributable to the use 
of cost shared intangibles is expected 
to be similar for each controlled par-
ticipant. This circumstance is most 
likely to arise when cost shared intan-
gibles are closely associated with the 
activity that generates the profit and 
the activity could not be carried on or 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00689 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



680 

26 CFR Ch. I (4–1–13 Edition) § 1.482–7 

would generate little profit without 
use of those intangibles. 

(D) Other bases for measuring antici-
pated benefits. Other bases for meas-
uring anticipated benefits may in some 
circumstances be appropriate, but only 
to the extent that there is expected to 
be a reasonably identifiable relation-
ship between the basis of measurement 
used and additional revenue generated 
or net costs saved by the use of cost 
shared intangibles. For example, a di-
vision of costs based on employee com-
pensation would be considered unreli-
able unless there were a relationship 
between the amount of compensation 
and the expected additional revenue 
generated or net costs saved by the 
controlled participants from using the 
cost shared intangibles. 

(E) Examples. The following examples 
illustrates this paragraph (e)(2)(ii): 

Example 1. Controlled parties A and B enter 
into a CSA to develop product and process 
intangibles for already existing Product P. 
Without such intangibles, A and B would 
each reasonably anticipate revenue, in 
present value terms, of $100M from sales of 
Product P until it becomes obsolete. With 
the intangibles, A and B each reasonably an-
ticipate selling the same number of units 
each year, but reasonably anticipate that 
the price will be higher. Because the par-
ticular product intangible is more highly re-
garded in A’s market, A reasonably antici-
pates an increase of $20M in present value 
revenue from the product intangible, while B 
reasonably anticipates an increase of only 
$10M in present value from the product in-
tangible. Further, A and B each reasonably 
anticipate spending an additional amount 
equal to $5M in present value in production 
costs to include the feature embodying the 
product intangible. Finally, A and B each 
reasonably anticipate saving an amount 
equal to $2M in present value in production 
costs by using the process intangible. A and 
B reasonably anticipate no other economic 
effects from exploiting the cost shared intan-
gibles. A’s reasonably anticipated benefits 
from exploiting the cost shared intangibles 
equal its reasonably anticipated increase in 
revenue ($20M) plus its reasonably antici-
pated cost savings ($2M) less its reasonably 
anticipated increased costs ($5M), which 
equals $17M. Similarly, B’s reasonably an-
ticipated benefits from exploiting the cost 
shared intangibles equal its reasonably an-
ticipated increase in revenue ($10M) plus its 
reasonably anticipated cost savings ($2M) 
less its reasonably anticipated increased 
costs ($5M), which equals $7M. Thus A’s rea-

sonably anticipated benefits are $17M and B’s 
reasonably anticipated benefits are $7M. 

Example 2. Foreign Parent (FP) and U.S. 
Subsidiary (USS) both produce a feedstock 
for the manufacture of various high-perform-
ance plastic products. Producing the feed-
stock requires large amounts of electricity, 
which accounts for a significant portion of 
its production cost. FP and USS enter into a 
CSA to develop a new process that will re-
duce the amount of electricity required to 
produce a unit of the feedstock. FP and USS 
currently both incur an electricity cost of $2 
per unit of feedstock produced and rates for 
each are expected to remain similar in the 
future. The new process, if it is successful, 
will reduce the amount of electricity re-
quired by each company to produce a unit of 
the feedstock by 50%. Switching to the new 
process would not require FP or USS to 
incur significant investment or other costs. 
Therefore, the cost savings each company is 
expected to achieve after implementing the 
new process are $1 per unit of feedstock pro-
duced. Under the CSA, FP and USS divide 
the costs of developing the new process based 
on the units of the feedstock each is antici-
pated to produce in the future. In this case, 
units produced is the most reliable basis for 
measuring RAB shares and dividing the IDCs 
because each controlled participant is ex-
pected to have a similar $1 (50% of current 
charge of $2) decrease in costs per unit of the 
feedstock produced. 

Example 3. The facts are the same as in Ex-
ample 2, except that currently USS pays $3 
per unit of feedstock produced for electricity 
while FP pays $6 per unit of feedstock pro-
duced. In this case, units produced is not the 
most reliable basis for measuring RAB 
shares and dividing the IDCs because the 
participants do not expect to have a similar 
decrease in costs per unit of the feedstock 
produced. The Commissioner determines 
that the most reliable measure of RAB 
shares may be based on units of the feed-
stock produced if FP’s units are weighted 
relative to USS’s units by a factor of 2. This 
reflects the fact that FP pays twice as much 
as USS for electricity and, therefore, FP’s 
savings of $3 per unit of the feedstock (50% 
reduction of current charge of $6) would be 
twice USS’s savings of $1.50 per unit of feed-
stock (50% reduction of current charge of $3) 
from any new process eventually developed. 

Example 4. The facts are the same as in Ex-
ample 3, except that to supply the particular 
needs of the U.S. market USS manufactures 
the feedstock with somewhat different prop-
erties than FP’s feedstock. This requires 
USS to employ a somewhat different produc-
tion process than does FP. Because of this 
difference, USS would incur significant con-
struction costs in order to adopt any new 
process that may be developed under the cost 
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sharing agreement. In this case, units pro-
duced is not the most reliable basis for meas-
uring RAB shares. In order to reliably deter-
mine RAB shares, the Commissioner meas-
ures the reasonably anticipated benefits of 
USS and FP on a direct basis. USS’s reason-
ably anticipated benefits are its reasonably 
anticipated total savings in electricity costs, 
less its reasonably anticipated costs of 
adopting the new process. FS’s reasonably 
anticipated benefits are its reasonably an-
ticipated total savings in electricity costs. 

Example 5. U.S. Parent (USP) and Foreign 
Subsidiary (FS) enter into a CSA to develop 
new anesthetic drugs. USP obtains the right 
to market any resulting drugs in the United 
States and FS obtains the right to market 
any resulting drugs in the rest of the world. 
USP and FS determine RAB shares on the 
basis of their respective total anticipated op-
erating profit from all drugs under develop-
ment. USP anticipates that it will receive a 
much higher profit than FS per unit sold be-
cause the price of the drugs is not regulated 
in the United States, whereas the price of 
the drugs is regulated in many non-U.S. ju-
risdictions. In both controlled participants’ 
territories, the anticipated operating profits 
are almost entirely attributable to the use of 
the cost shared intangibles. In this case, the 
controlled participants’ basis for measuring 
RAB shares is the most reliable. 

Example 6. (i) Foreign Parent (FP) and U.S. 
Subsidiary (USS) manufacture and sell fer-
tilizers. They enter into a CSA to develop a 
new pellet form of a common agricultural 
fertilizer that is currently available only in 
powder form. Under the CSA, USS obtains 
the rights to produce and sell the new form 
of fertilizer for the U.S. market while FP ob-
tains the rights to produce and sell the new 
form of fertilizer in the rest of the world. 
The costs of developing the new form of fer-
tilizer are divided on the basis of the antici-
pated sales of fertilizer in the controlled par-
ticipants’ respective markets. 

(ii) If the research and development is suc-
cessful, the pellet form will deliver the fer-
tilizer more efficiently to crops and less fer-
tilizer will be required to achieve the same 
effect on crop growth. The pellet form of fer-
tilizer can be expected to sell at a price pre-
mium over the powder form of fertilizer 
based on the savings in the amount of fer-
tilizer that needs to be used. This price pre-
mium will be a similar premium per dollar of 
sales in each territory. If the research and 
development is successful, the costs of pro-
ducing pellet fertilizer are expected to be ap-
proximately the same as the costs of pro-
ducing powder fertilizer and the same for 
both FP and USS. Both FP and USS operate 
at approximately the same market levels, 
selling their fertilizers largely to inde-
pendent distributors. 

(iii) In this case, the controlled partici-
pants’ basis for measuring RAB shares is the 
most reliable. 

Example 7. The facts are the same as in Ex-
ample 6, except that FP distributes its fer-
tilizers directly while USS sells to inde-
pendent distributors. In this case, sales of 
USS and FP are not the most reliable basis 
for measuring RAB shares unless adjust-
ments are made to account for the difference 
in market levels at which the sales occur. 

Example 8. Foreign Parent (FP) and U.S. 
Subsidiary (USS) enter into a CSA to de-
velop materials that will be used to train all 
new entry-level employees. FP and USS de-
termine that the new materials will save ap-
proximately ten hours of training time per 
employee. Because their entry-level employ-
ees are paid on differing wage scales, FP and 
USS decide that they should not measure 
benefits based on the number of entry-level 
employees hired by each. Rather, they meas-
ure benefits based on compensation paid to 
the entry-level employees hired by each. In 
this case, the basis used for measuring RAB 
shares is the most reliable because there is a 
direct relationship between compensation 
paid to new entry-level employees and costs 
saved by FP and USS from the use of the new 
training materials. 

Example 9. U.S. Parent (USP), Foreign Sub-
sidiary 1 (FS1), and Foreign Subsidiary 2 
(FS2) enter into a CSA to develop computer 
software that each will market and install 
on customers’ computer systems. The con-
trolled participants measure benefits on the 
basis of projected sales by USP, FS1, and FS2 
of the software in their respective geo-
graphic areas. However, FS1 plans not only 
to sell but also to license the software to un-
related customers, and FS1’s licensing in-
come (which is a percentage of the licensees’ 
sales) is not counted in the projected bene-
fits. In this case, the basis used for meas-
uring the benefits of each controlled partici-
pant is not the most reliable because all of 
the benefits received by controlled partici-
pants are not taken into account. In order to 
reliably determine RAB shares, FS1’s pro-
jected benefits from licensing must be in-
cluded in the measurement on a basis that is 
the same as that used to measure its own 
and the other controlled participants’ pro-
jected benefits from sales (for example, all 
controlled participants might measure their 
benefits on the basis of operating profit). 

(iii) Projections used to estimate bene-
fits—(A) In general. The reliability of an 
estimate of RAB shares also depends 
upon the reliability of projections used 
in making the estimate. Projections 
required for this purpose generally in-
clude a determination of the time pe-
riod between the inception of the re-
search and development activities 
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under the CSA and the receipt of bene-
fits, a projection of the time over 
which benefits will be received, and a 
projection of the benefits anticipated 
for each year in which it is anticipated 
that the cost shared intangible will 
generate benefits. A projection of the 
relevant basis for measuring antici-
pated benefits may require a projection 
of the factors that underlie it. For ex-
ample, a projection of operating profits 
may require a projection of sales, cost 
of sales, operating expenses, and other 
factors that affect operating profits. If 
it is anticipated that there will be sig-
nificant variation among controlled 
participants in the timing of their re-
ceipt of benefits, and consequently ben-
efit shares are expected to vary signifi-
cantly over the years in which benefits 
will be received, it normally will be 
necessary to use the present value of 
the projected benefits to reliably deter-
mine RAB shares. See paragraph 
(g)(2)(v) of this section for best method 
considerations regarding discount rates 
used for this purpose. If it is not antici-
pated that benefit shares will signifi-
cantly change over time, current an-
nual benefit shares may provide a reli-
able projection of RAB shares. This cir-
cumstance is most likely to occur 
when the CSA is a long-term arrange-
ment, the arrangement covers a wide 
variety of intangibles, the composition 
of the cost shared intangibles is un-
likely to change, the cost shared intan-
gibles are unlikely to generate unusual 
profits, and each controlled partici-
pant’s share of the market is stable. 

(B) Examples. The following examples 
illustrate the principles of this para-
graph (e)(2)(iii): 

Example 1. (i) Foreign Parent (FP) and U.S. 
Subsidiary (USS) enter into a CSA to de-
velop a new car model. The controlled par-
ticipants plan to spend four years developing 
the new model and four years producing and 
selling the new model. USS and FP project 
total sales of $4 billion and $2 billion, respec-
tively, over the planned four years of exploi-
tation of the new model. The controlled par-
ticipants determine RAB shares for each 
year of 662⁄3% for USS and 331⁄3% for FP, 
based on projected total sales. 

(ii) USS typically begins producing and 
selling new car models a year after FP be-
gins producing and selling new car models. 
In order to reflect USS’s one-year lag in in-
troducing new car models, a more reliable 
projection of each participant’s RAB share 

would be based on a projection of all four 
years of sales for each participant, dis-
counted to present value. 

Example 2. U.S. Parent (USP) and Foreign 
Subsidiary (FS) enter into a CSA to develop 
new and improved household cleaning prod-
ucts. Both controlled participants have sold 
household cleaning products for many years 
and have stable worldwide market shares. 
The products under development are un-
likely to produce unusual profits for either 
controlled participant. The controlled par-
ticipants determine RAB shares on the basis 
of each controlled participant’s current sales 
of household cleaning products. In this case, 
the controlled participants’ RAB shares are 
reliably projected by current sales of clean-
ing products. 

Example 3. The facts are the same as in Ex-
ample 2, except that FS’s market share is 
rapidly expanding because of the business 
failure of a competitor in its geographic 
area. The controlled participants’ RAB 
shares are not reliably projected by current 
sales of cleaning products. FS’s benefit pro-
jections should take into account its growth 
in market share. 

Example 4. Foreign Parent (FP) and U.S. 
Subsidiary (USS) enter into a CSA to de-
velop synthetic fertilizers and insecticides. 
FP and USS share costs on the basis of each 
controlled participant’s current sales of fer-
tilizers and insecticides. The market shares 
of the controlled participants have been sta-
ble for fertilizers, but FP’s market share for 
insecticides has been expanding. The con-
trolled participants’ projections of RAB 
shares are reliable with regard to fertilizers, 
but not reliable with regard to insecticides; 
a more reliable projection of RAB shares 
would take into account the expanding mar-
ket share for insecticides. 

(f) Changes in participation under a 
CSA—(1) In general. A change in par-
ticipation under a CSA occurs when 
there is either a controlled transfer of 
interests or a capability variation. A 
change in participation requires arm’s 
length consideration under paragraph 
(a)(3)(ii) of this section, and as more 
fully described in this paragraph (f). 

(2) Controlled transfer of interests. A 
controlled transfer of interests occurs 
when a participant in a CSA transfers 
all or part of its interests in cost 
shared intangibles under the CSA in a 
controlled transaction, and the trans-
feree assumes the associated obliga-
tions under the CSA. For example, a 
change in the territorial based divi-
sional interests or field of use based di-
visional interests, as described in para-
graph (b)(4), is a controlled transfer of 
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interests. After the controlled transfer 
of interests occurs, the CSA will still 
exist if at least two controlled partici-
pants still have interests in the cost 
shared intangibles. In such a case, the 
transferee will be treated as succeeding 
to the transferor’s prior history under 
the CSA as pertains to the transferred 
interests, including the transferor’s 
cost contributions, benefits derived, 
and PCT Payments attributable to 
such rights or obligations. A transfer 
that would otherwise constitute a con-
trolled transfer of interests for pur-
poses of this paragraph (f)(2) shall not 
constitute a controlled transfer of in-
terests if it also constitutes a capa-
bility variation for purposes of para-
graph (f)(3) of this section. 

(3) Capability variation. A capability 
variation occurs when, in a CSA in 
which interests in cost shared intangi-
bles are divided as described in para-
graph (b)(4)(iv) of this section, the con-
trolled participants’ division of inter-
ests or their relative capabilities or ca-
pacities to benefit from the cost shared 
intangibles are materially altered. For 
purposes of paragraph (a)(3)(ii) of this 
section, a capability variation is con-
sidered to be a controlled transfer of 
interests in cost shared intangibles, in 
which any controlled participant whose 
RAB share decreases as a result of the 
capability variation is a transferor, 
and any controlled participant whose 
RAB share thus increases is the trans-
feree of the interests in cost shared in-
tangibles. 

(4) Arm’s length consideration for a 
change in participation. In the event of 
a change in participation, the arm’s 
length amount of consideration from 
the transferee, under the rules of 
§§ 1.482–1 and 1.482–4 through 1.482–6 and 
paragraph (a)(3)(ii) of this section, will 
be determined consistent with the rea-
sonably anticipated incremental 
change in the returns to the transferee 
and transferor resulting from such 
change in participation. Such changes 
in returns will themselves depend on 
the reasonably anticipated incremental 
changes in the benefits from exploiting 
the cost shared intangibles, IDCs 
borne, and PCT Payments (if any). 
However, any arm’s length consider-
ation required under this paragraph 
(f)(4) with respect to a capability vari-

ation shall be reduced as necessary to 
prevent duplication of an adjustment 
already performed under paragraph 
(i)(2)(ii)(A) of this section that resulted 
from the same capability variation. If 
an adjustment has been performed al-
ready under this paragraph (f)(4) with 
respect to a capability variation, then 
for purposes of any adjustment to be 
performed under paragraph (i)(2)(ii)(A) 
of this section, the controlled partici-
pants’ projected benefit shares referred 
to in paragraph (i)(2)(ii)(A) of this sec-
tion shall be considered to be the con-
trolled participants’ respective RAB 
shares after the capability variation 
occurred. 

(5) Examples. The following examples 
illustrate the principles of this para-
graph (f): 

Example 1. X, Y, and Z are the only con-
trolled participants in a CSA. The CSA di-
vides interests in cost shared intangibles on 
a territorial basis as described in paragraph 
(b)(4)(ii) of this section. X is assigned the ter-
ritories of the Americas, Y is assigned the 
territory of the UK and Australia, and Z is 
assigned the rest of the world. When the CSA 
is formed, X has a platform contribution T. 
Under the PCTs for T, Y and Z are each obli-
gated to pay X royalties equal to five per-
cent of their respective sales. Aside from T, 
there are no platform contributions. Two 
years after the formation of the CSA, Y 
transfers to Z its interest in cost shared in-
tangibles relating to the UK territory, and 
the associated obligations, in a controlled 
transfer of interests described in paragraph 
(f)(2) of this section. At that time the reason-
ably anticipated benefits from exploiting 
cost shared intangibles in the UK have a 
present value of $11M, the reasonably antici-
pated IDCs to be borne relating to the UK 
territory have a present value of $3M, and 
the reasonably anticipated PCT Payments to 
be made to X relating to sales in the UK ter-
ritory have a present value of $2M. As arm’s 
length consideration for the change in par-
ticipation due to the controlled transfer of 
interests, Z must pay Y compensation with 
an anticipated present value of $11M, less 
$3M, less $2M, which equals $6M. 

Example 2. As in Example 2 of paragraph 
(b)(4)(v) of this section, companies P and S, 
both members of the same controlled group, 
enter into a CSA to develop product Z. P and 
S agree to divide their interest in product Z 
based on site of manufacturing. P will have 
exclusive and perpetual rights in product Z 
manufactured in facilities owned by P. S will 
have exclusive and perpetual rights to prod-
uct Z manufactured in facilities owned by S. 
P and S agree that neither will license man-
ufacturing rights in product Z to any related 
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or unrelated party. Both P and S maintain 
books and records that allow production at 
all sites to be verified. Both own facilities 
that will manufacture product Z and the rel-
ative capacities of these sites are known. All 
facilities are currently operating at near ca-
pacity and are expected to continue to oper-
ate at near capacity when product Z enters 
production so that it will not be feasible to 
shift production between P’s and S’s facili-
ties. P and S have no plans to build new fa-
cilities and the lead time required to plan 
and build a manufacturing facility precludes 
the possibility that P or S will build a new 
facility during the period for which sales of 
Product Z are expected. When the CSA is 
formed, P has a platform contribution T. 
Under the PCT for T, S is obligated to pay P 
sales-based royalties according to a certain 
formula. Aside from T, there are no other 
platform contributions. Two years after the 
formation of the CSA, owing to a change in 
plans not reasonably foreseeable at the time 
the CSA was entered into, S acquires addi-
tional facilities F for the manufacture of 
Product Z. Such acquisition constitutes a ca-
pability variation described in paragraph 
(f)(3) of this section. Under this capability 
variation, S’s RAB share increases from 50% 
to 60%. Accordingly, there is a compensable 
change in participation under paragraph 
(f)(3) of this section. 

(g) Supplemental guidance on methods 
applicable to PCTs—(1) In general. This 
paragraph (g) provides supplemental 
guidance on applying the methods list-
ed in this paragraph (g)(1) for purposes 
of evaluating the arm’s length amount 
charged in a PCT. Each method will 
yield a value for the compensation ob-
ligation of each PCT Payor consistent 
with the product of the combined pre- 
tax value to all controlled participants 
of the platform contribution that is the 
subject of the PCT and the PCT 
Payor’s RAB share. Each method must 
yield results consistent with measuring 
the value of a platform contribution by 
reference to the future income antici-
pated to be generated by the resulting 
cost shared intangibles. The methods 
are— 

(i) The comparable uncontrolled 
transaction method described in § 1.482– 
4(c), or the comparable uncontrolled 
services price method described in 
§ 1.482–9(c), as further described in para-
graph (g)(3) of this section; 

(ii) The income method, described in 
paragraph (g)(4) of this section; 

(iii) The acquisition price method, 
described in paragraph (g)(5) of this 
section; 

(iv) The market capitalization meth-
od, described in paragraph (g)(6) of this 
section; 

(v) The residual profit split method, 
described in paragraph (g)(7) of this 
section; and 

(vi) Unspecified methods, described 
in paragraph (g)(8) of this section. 

(2) Best method analysis applicable for 
evaluation of a PCT pursuant to a CSA— 
(i) In general. Each method must be ap-
plied in accordance with the provisions 
of § 1.482–1, including the best method 
rule of § 1.482–1(c), the comparability 
analysis of § 1.482–1(d), and the arm’s 
length range of § 1.482–1(e), except as 
those provisions are modified in this 
paragraph (g). 

(ii) Consistency with upfront contrac-
tual terms and risk allocation—the inves-
tor model—(A) In general. Although all 
of the factors entering into a best 
method analysis described in § 1.482–1(c) 
and (d) must be considered, specific 
factors may be particularly relevant in 
the context of a CSA. In particular, the 
relative reliability of an application of 
any method depends on the degree of 
consistency of the analysis with the 
applicable contractual terms and allo-
cation of risk under the CSA and this 
section among the controlled partici-
pants as of the date of the PCT, unless 
a change in such terms or allocation 
has been made in return for arm’s 
length consideration. In this regard, a 
CSA involves an upfront division of the 
risks as to both reasonably anticipated 
obligations and reasonably anticipated 
benefits over the reasonably antici-
pated term of the CSA Activity. Ac-
cordingly, the relative reliability of an 
application of a method also depends 
on the degree of consistency of the 
analysis with the assumption that, as 
of the date of the PCT, each controlled 
participant’s aggregate net investment 
in the CSA Activity (including plat-
form contributions, operating con-
tributions, as such term is defined in 
paragraph (j)(1)(i) of this section, oper-
ating cost contributions, as such term 
is defined in paragraph (j)(1)(i) of this 
section, and cost contributions) is rea-
sonably anticipated to earn a rate of 
return (which might be reflected in a 
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discount rate used in applying a meth-
od) appropriate to the riskiness of the 
controlled participant’s CSA Activity 
over the entire period of such CSA Ac-
tivity. If the cost shared intangibles 
themselves are reasonably anticipated 
to contribute to developing other in-
tangibles, then the period described in 
the preceding sentence includes the pe-
riod, reasonably anticipated as of the 
date of the PCT, of developing and ex-
ploiting such indirectly benefited in-
tangibles. 

(B) Example. The following example 
illustrates the principles of this para-
graph (g)(2)(ii): 

Example. (i) P, a U.S. corporation, has de-
veloped a software program, DEF, which ap-
plies certain algorithms to reconstruct com-
plete DNA sequences from partially-observed 
DNA sequences. S is a wholly-owned foreign 
subsidiary of P. On the first day of Year 1, P 
and S enter into a CSA to develop a new gen-
eration of genetic tests, GHI, based in part 
on the use of DEF. DEF is therefore a plat-
form contribution of P for which compensa-
tion is due from S pursuant to a PCT. S 
makes no platform contributions to the CSA. 
Sales of GHI are projected to commence two 
years after the inception of the CSA and 
then to continue for eight more years. Based 
on industry experience, P and S are con-
fident that GHI will be replaced by a new 
type of genetic testing based on technology 
unrelated to DEF or GHI and that, at that 
point, GHI will have no further value. P and 
S project that that replacement will occur at 
the end of Year 10. 

(ii) For purposes of valuing the PCT for P’s 
platform contribution of DEF to the CSA, P 
and S apply a type of residual profit split 
method that is not described in paragraph 
(g)(7) of this section and which, accordingly, 
constitutes an unspecified method. See para-
graph (g)(7)(i) (last sentence) of this section. 
The principles of this paragraph (g)(2) apply 
to any method for valuing a PCT, including 
the unspecified method used by P and S. 

(iii) Under the method employed by P and 
S, in each year, a portion of the income from 
sales of GHI in S’s territory is allocated to 
certain routine contributions made by S. 
The residual of the profit or loss from GHI 
sales in S’s territory after the routine allo-
cation step is divided between P and S pro 
rata to their capital stocks allocable to S’s 
territory. Each controlled participant’s cap-
ital stock is computed by capitalizing, ap-
plying a capital growth factor to, and amor-
tizing its historical expenditures regarding 
DEF allocable to S’s territory (in the case of 
P), or its ongoing cost contributions towards 
developing GHI (in the case of S). The amor-
tization of the capital stocks is effected on a 

straight-line basis over an assumed four-year 
life for the relevant expenditures. The cap-
ital stocks are grown using an assumed 
growth factor that P and S consider to be ap-
propriate. 

(iv) The assumption that all expenditures 
amortize on a straight-line basis over four 
years does not appropriately reflect the prin-
ciple that as of the date of the PCT regard-
ing DEF, every contribution to the develop-
ment of GHI, including DEF, is reasonably 
anticipated to have value throughout the en-
tire period of exploitation of GHI which is 
projected to continue through Year 10. Under 
this method as applied by P and S, the share 
of the residual profit in S’s territory that is 
allocated to P as a PCT Payment from S will 
decrease every year. After Year 4, P’s capital 
stock in DEF will necessarily be $0, so that 
P will receive none of the residual profit or 
loss from GHI sales in S’s territory after 
Year 4 as a PCT Payment. 

(v) As a result of this limitation of the 
PCT Payments to be made by S, the antici-
pated return to S’s aggregate investment in 
the CSA, over the whole period of S’s CSA 
Activity, is at a rate that is significantly 
higher than the appropriate rate of return 
for S’s CSA Activity (as determined by a re-
liable method). This discrepancy is not con-
sistent with the investor model principle 
that S should anticipate a rate of return to 
its aggregate investment in the CSA, over 
the whole period of its CSA Activity, appro-
priate for the riskiness of its CSA Activity. 
The inconsistency of the method with the in-
vestor model materially lessens its reli-
ability for purposes of a best method anal-
ysis. See § 1.482–1(c)(2)(ii)(B). 

(iii) Consistency of evaluation with re-
alistic alternatives—(A) In general. The 
relative reliability of an application of 
a method also depends on the degree of 
consistency of the analysis with the as-
sumption that uncontrolled taxpayers 
dealing at arm’s length would have 
evaluated the terms of the transaction, 
and only entered into such transaction, 
if no alternative is preferable. This 
condition is not met, therefore, where 
for any controlled participant the total 
anticipated present value of its income 
attributable to its entering into the 
CSA, as of the date of the PCT, is less 
than the total anticipated present 
value of its income that could be 
achieved through an alternative ar-
rangement realistically available to 
that controlled participant. In prin-
ciple, this comparison is made on a 
post-tax basis but, in many cases, a 
comparison made on a pre-tax basis 
will yield equivalent results. See also 
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paragraph (g)(2)(v)(B)(1) of this section 
(Discount rate variation between real-
istic alternatives). 

(B) Examples. The following examples 
illustrate the principles of this para-
graph (g)(2)(iii): 

Example 1. (i) P, a corporation, and S, a 
wholly-owned subsidiary of P, enter into a 
CSA to develop a personal transportation de-
vice (the product). Under the arrangement, P 
will undertake all of the R&D, and manufac-
ture and market the product in Country X. S 
will make CST Payments to P for its appro-
priate share of P’s R&D costs, and manufac-
ture and market the product in the rest of 
the world. P owns existing patents and trade 
secrets that are reasonably anticipated to 
contribute to the development of the prod-
uct. Therefore the rights in the patents and 
trade secrets are platform contributions for 
which compensation is due from S as part of 
a PCT. 

(ii) S’s manufacturing and distribution ac-
tivities under the CSA will be routine in na-
ture, and identical to the activities it would 
undertake if it alternatively licensed the 
product from P. 

(iii) Reasonably reliable estimates indicate 
that P could develop the product without as-
sistance from S and license the product out-
side of Country X for a royalty of 20% of 
sales. Based on reliable financial projections 
that include all future development costs 
and licensing revenue that are allocable to 
the non-Country X market, and using a dis-
count rate appropriate for the riskiness of 
P’s role as a licensor (see paragraph (g)(2)(v) 
of this section), the post-tax present value of 
this licensing alternative to P for the non- 
Country X market (measured as of the date 
of the PCT) would be $500 million. Thus, 
based on this realistic alternative, the an-
ticipated post-tax present value under the 
CSA to P in the non-Country X market 
(measured as of the date of the PCT), taking 
into account anticipated development costs 
allocable to the non-Country X market, and 
anticipated CST Payments and PCT Pay-
ments from S, and using a discount rate ap-
propriate for the riskiness of P’s role as a 
participant in the CSA, should not be less 
than $500 million. 

Example 2. (i) The facts are the same as in 
Example 1, except that there are no reliable 
estimates of the value to P from the licens-
ing alternative to the CSA. Further, reason-
ably reliable estimates indicate that an 
arm’s length return for S’s routine manufac-
turing and distribution activities is a 10% 
mark-up on total costs of goods sold plus op-
erating expenses related to those activities. 
Finally, the Commissioner determines that 
the respective activities undertaken by P 
and S (other than licensing payments, cost 
contributions, and PCT Payments) would be 
identical regardless of whether the arrange-

ment was undertaken as a CSA (cost sharing 
alternative) or as a long-term licensing ar-
rangement (licensing alternative). In par-
ticular, in both alternatives, P would per-
form all research activities and S would un-
dertake routine manufacturing and distribu-
tion activities associated with its territory. 

(ii) P undertakes an economic analysis 
that derives S’s cost contributions under the 
CSA, based on reliable financial projections. 
Based on this and further economic analysis, 
P determines S’s PCT Payment as a certain 
lump sum amount to be paid as of the date 
of the PCT (Date D). 

(iii) Based on reliable financial projections 
that include S’s cost contributions and that 
incorporate S’s PCT Payment, as computed 
by P, and using a discount rate appropriate 
for the riskiness of S’s role as a CSA partici-
pant (see paragraphs (g)(2)(v) and (4)(vi)(F) of 
this section), the anticipated post-tax net 
present value to S in the cost sharing alter-
native (measured as of Date D) is $800 mil-
lion. Further, based on these same reliable 
projections (but incorporating S’s licensing 
payments instead of S’s cost contributions 
and PCT Payment), and using a discount 
rate appropriate for the riskiness of S’s role 
as a long-term licensee, the anticipated post- 
tax net present value to S in the licensing al-
ternative (measured as of Date D) is $100 mil-
lion. Thus, S’s anticipated post-tax net 
present value is $700 million greater in the 
cost sharing alternative than in the licens-
ing alternative. This result suggests that P’s 
anticipated post-tax present value must be 
significantly less under the cost sharing al-
ternative than under the licensing alter-
native. This means that the reliability of P’s 
analysis as described in paragraph (ii) of this 
Example 2 is reduced, because P would not be 
expected to enter into a CSA if its alter-
native of being a long-term licensor is pref-
erable. 

Example 3. (i) The facts are the same as in 
paragraphs (i) and (ii) of Example 2. In addi-
tion, based on reliable financial projections 
that include S’s cost contributions and S’s 
PCT Payment, and using a discount rate ap-
propriate for the riskiness of S’s role as a 
CSA participant, the anticipated post-tax 
net present value to S under the CSA (meas-
ured as of the date of the PCT) is $50 million. 
Also, instead of entering the CSA, S has the 
realistic alternative of manufacturing and 
distributing product Z unrelated to the per-
sonal transportation device, with the same 
anticipated 10% mark-up on total costs that 
it would anticipate for its routine activities 
in Example 2. Under its realistic alternative, 
at a discount rate appropriate for the riski-
ness of S’s role with respect to product Z, S 
anticipates a present value of $100 million. 

(ii) Because the lump sum PCT Payment 
made by S results in S having a considerably 
lower anticipated net present value than S 
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could achieve through an alternative ar-
rangement realistically available to it, the 
reliability of P’s calculation of the lump sum 
PCT Payment is reduced. 

(iv) Aggregation of transactions. The 
combined effect of multiple contem-
poraneous transactions, consisting ei-
ther of multiple PCTs, or of one or 
more PCT and one or more other trans-
actions in connection with a CSA that 
are not governed by this section (such 
as transactions involving cross oper-
ating contributions or make-or-sell 
rights), may require evaluation in ac-
cordance with the principles of aggre-
gation described in § 1.482–1(f)(2)(i). In 
such cases, it may be that the multiple 
transactions are reasonably antici-
pated, as of the date of the PCT(s), to 
be so interrelated that the method that 
provides the most reliable measure of 
an arm’s length charge is a method 
under this section applied on an aggre-
gate basis for the PCT(s) and other 
transactions. A section 482 adjustment 
may be made by comparing the aggre-
gate arm’s length charge so determined 
to the aggregate payments actually 
made for the multiple transactions. In 
such a case, it generally will not be 
necessary to allocate separately the 
aggregate arm’s length charge as be-
tween various PCTs or as between 
PCTs and such other transactions. 
However, such an allocation may be 
necessary for other purposes, such as 
applying paragraph (i)(6) (Periodic ad-
justments) of this section. An aggre-
gate determination of the arm’s length 
charge for multiple transactions will 
often yield a payment for a controlled 
participant that is equal to the aggre-
gate value of the platform contribu-
tions and other resources, capabilities, 
and rights covered by the multiple 
transactions multiplied by that con-
trolled participant’s RAB share. Be-
cause RAB shares only include benefits 
from cost shared intangibles, the reli-
ability of an aggregate determination 
of payments for multiple transactions 
may be reduced to the extent that it 
includes transactions covering re-
sources, capabilities, and rights for 
which the controlled participants’ ex-
pected benefit shares differ substan-
tially from their RAB shares. 

(v) Discount rate—(A) In general. The 
best method analysis in connection 

with certain methods or forms of pay-
ment may depend on a rate or rates of 
return used to convert projected re-
sults of transactions to present value, 
or to otherwise convert monetary 
amounts at one or more points in time 
to equivalent amounts at a different 
point or points in time. For this pur-
pose, a discount rate or rates should be 
used that most reliably reflect the 
market-correlated risks of activities or 
transactions and should be applied to 
the best estimates of the relevant pro-
jected results, based on all the infor-
mation potentially available at the 
time for which the present value cal-
culation is to be performed. Depending 
on the particular facts and cir-
cumstances, the market-correlated 
risk involved and thus, the discount 
rate, may differ among a company’s 
various activities or transactions. Nor-
mally, discount rates are most reliably 
determined by reference to market in-
formation. 

(B) Considerations in best method anal-
ysis of discount rate—(1) Discount rate 
variation between realistic alternatives. 
Realistic alternatives may involve 
varying risk exposure and, thus, may 
be more reliably evaluated using dif-
ferent discount rates. See paragraphs 
(g)(4)(i)(F) and (vi)(F) of this section. 
In some circumstances, a party may 
have less risk as a licensee of intangi-
bles needed in its operations, and so re-
quire a lower discount rate, than it 
would have by entering into a CSA to 
develop such intangibles, which may 
involve the party’s assumption of addi-
tional risk in funding its cost contribu-
tions to the IDA. Similarly, self-devel-
opment of intangibles and licensing out 
may be riskier for the licensor, and so 
require a higher discount rate, than en-
tering into a CSA to develop such in-
tangibles, which would relieve the li-
censor of the obligation to fund a por-
tion of the IDCs of the IDA. 

(2) [Reserved] For further guidance, 
see § 1.482–7T(g)(2)(v)(B)(2). 

(3) Discount rate variation between 
forms of payment. Certain forms of pay-
ment may involve different risks than 
others. For example, ordinarily a roy-
alty computed on a profits base would 
be more volatile, and so require a high-
er discount rate to discount projected 
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payments to present value, than a roy-
alty computed on a sales base. 

(4) Post-tax rate. In general, discount 
rate estimates that may be inferred 
from the operations of the capital mar-
kets are post-tax discount rates. There-
fore, an analysis would in principle 
apply post-tax discount rates to in-
come net of expense items including 
taxes (post-tax income). However, in 
certain circumstances the result of ap-
plying a post-tax discount rate to post- 
tax income is equivalent to the product 
of the result of applying a post-tax dis-
count rate to income net of expense 
items other than taxes (pre-tax in-
come), and the difference of one minus 
the tax rate (as defined in paragraph 
(j)(1)(i) of this section). Therefore, in 
such circumstances, calculation of pre- 
tax income, rather than post-tax in-
come, may be sufficient. See, for exam-
ple, paragraph (g)(4)(i)(G) of this sec-
tion. 

(C) Example. The following example 
illustrates the principles of this para-
graph (g)(2)(v): 

Example. (i) P and S form a CSA to develop 
intangible X, which will be used in product 
Y. P will develop X, and S will make CST 
Payments as its cost contributions. At the 
start of the CSA, P has a platform contribu-
tion, for which S commits to make a PCT 
Payment of 5% of its sales of product Y. As 
part of the evaluation of whether that PCT 
Payment is arm’s length, the Commissioner 
considers whether P had a more favorable re-
alistic alternative (see paragraph (g)(2)(iii) of 
this section).Specifically, the Commissioner 
compares P’s anticipated post-tax dis-
counted present value of the financial pro-
jections under the CSA (taking into account 
S’s PCT payment of 5% of its sale of product 
Y) with P’s anticipated post-tax discounted 
present value of the financial projections 
under a reasonably available licensing alter-
native that consists of developing intangible 
X on its own and then licensing X to S or to 
an uncontrolled party similar to S. In under-
taking the analysis, the Commissioner deter-
mines that, because it would be funding the 
entire development of the intangible, P un-
dertakes greater risks in the licensing alter-
native than in the cost sharing alternative 
(in the cost sharing alternative P would be 
funding only part of the development of the 
intangible). 

(ii) The Commissioner determines that, as 
between the two scenarios, all of the compo-
nents of P’s anticipated financial flows are 
identical, except for the CST and PCT Pay-
ments under the CSA, compared to the li-
censing payments under the licensing alter-

native. Accordingly, the Commissioner con-
cludes that the differences in market-cor-
related risks between the two scenarios, and 
therefore the differences in discount rates 
between the two scenarios, relate to the dif-
ferences in these components of the financial 
projections. 

(vi) Financial projections. The reli-
ability of an estimate of the value of a 
platform or operating contribution in 
connection with a PCT will often de-
pend upon the reliability of projections 
used in making the estimate. Such pro-
jections should reflect the best esti-
mates of the items projected (normally 
reflecting a probability weighted aver-
age of possible outcomes and thus also 
reflecting non-market-correlated risk). 
Projections necessary for this purpose 
may include a projection of sales, IDCs, 
costs of developing operating contribu-
tions, routine operating expenses, and 
costs of sales. Some method applica-
tions directly estimate projections of 
items attributable to separate develop-
ment and exploitation by the con-
trolled participants within their re-
spective divisions. Other method appli-
cations indirectly estimate projections 
of items from the perspective of the 
controlled group as a whole, rather 
than from the perspective of a par-
ticular participant, and then apportion 
the items so estimated on some as-
sumed basis. For example, in some ap-
plications, sales might be directly pro-
jected by division, but worldwide pro-
jections of other items such as oper-
ating expenses might be apportioned 
among divisions in the same ratio as 
the divisions’ respective sales. Which 
approach is more reliable depends on 
which provides the most reliable meas-
ure of an arm’s length result, consid-
ering the competing perspectives under 
the facts and circumstances in light of 
the completeness and accuracy of the 
underlying data, the reliability of the 
assumptions, and the sensitivity of the 
results to possible deficiencies in the 
data and assumptions. For these pur-
poses, projections that have been pre-
pared for non-tax purposes are gen-
erally more reliable than projections 
that have been prepared solely for pur-
poses of meeting the requirements in 
this paragraph (g). 

(vii) Accounting principles—(A) In gen-
eral. Allocations or other valuations 
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done for accounting purposes may pro-
vide a useful starting point but will not 
be conclusive for purposes of the best 
method analysis in evaluating the 
arm’s length charge in a PCT, particu-
larly where the accounting treatment 
of an asset is inconsistent with its eco-
nomic value. 

(B) Examples. The following examples 
illustrate the principles of this para-
graph (g)(2)(vii): 

Example 1. (i) USP, a U.S. corporation and 
FSub, a wholly-owned foreign subsidiary of 
USP, enter into a CSA in Year 1 to develop 
software programs with application in the 
medical field. Company X is an uncontrolled 
software company located in the United 
States that is engaged in developing soft-
ware programs that could significantly en-
hance the programs being developed by USP 
and FSub. Company X is still in a startup 
phase, so it has no currently exploitable 
products or marketing intangibles and its 
workforce consists of a team of software de-
velopers. Company X has negligible liabil-
ities and tangible property. In Year 2, USP 
purchases Company X as part of an uncon-
trolled transaction in order to acquire its in- 
process technology and workforce for pur-
poses of the development activities of the 
CSA. USP files a consolidated return that in-
cludes Company X. For accounting purposes, 
$50 million of the $100 million acquisition 
price is allocated to the in-process tech-
nology and workforce, and the residual $50 
million is allocated to goodwill. 

(ii) The in-process technology and work-
force of Company X acquired by USP are rea-
sonably anticipated to contribute to devel-
oping cost shared intangibles and therefore 
the rights in the in-process technology and 
workforce of Company X are platform con-
tributions for which FSub must compensate 
USP as part of a PCT. In determining wheth-
er to apply the acquisition price or another 
method for purposes of evaluating the arm’s 
length charge in the PCT, relevant best 
method analysis considerations must be 
weighed in light of the general principles of 
paragraph (g)(2) of this section. The alloca-
tion for accounting purposes raises an issue 
as to the reliability of using the acquisition 
price method in this case because it suggests 
that a significant portion of the value of 
Company X’s nonroutine contributions to 
USP’s business activities is allocable to 
goodwill, which is often difficult to value re-
liably and which, depending on the facts and 
circumstances, might not be attributable to 
platform contributions that are to be com-
pensated by PCTs. See paragraph 
(g)(5)(iv)(A) of this section. 

(iii) Paragraph (g)(2)(vii)(A) of this section 
provides that accounting treatment may be 
a starting point, but is not determinative for 

purposes of assessing or applying methods to 
evaluate the arm’s length charge in a PCT. 
The facts here reveal that Company X has 
nothing of economic value aside from its in- 
process technology and assembled workforce. 
The $50 million of the acquisition price allo-
cated to goodwill for accounting purposes, 
therefore, is economically attributable to ei-
ther of, or both, the in-process technology 
and the workforce. That moots the potential 
issue under the acquisition price method of 
the reliability of valuation of assets not to 
be compensated by PCTs, since there are no 
such assets. Assuming the acquisition price 
method is otherwise the most reliable meth-
od, the aggregate value of Company X’s in- 
process technology and workforce is the full 
acquisition price of $100 million. Accord-
ingly, the aggregate value of the arm’s 
length PCT Payments due from FSub to USP 
for the platform contributions consisting of 
the rights in Company X’s in-process tech-
nology and workforce will equal $100 million 
multiplied by FSub’s RAB share. 

Example 2. (i) The facts are the same as in 
Example 1, except that Company X is a ma-
ture software business in the United States 
with a successful current generation of soft-
ware that it markets under a recognized 
trademark, in addition to having the re-
search team and new generation software in 
process that could significantly enhance the 
programs being developed under USP’s and 
FSub’s CSA. USP continues Company X’s ex-
isting business and integrates the research 
team and the in-process technology into the 
efforts under its CSA with FSub. For ac-
counting purposes, the $100 million price for 
acquiring Company X is allocated $50 million 
to existing software and trademark, $25 mil-
lion to in-process technology and research 
workforce, and the residual $25 million to 
goodwill and going concern value. 

(ii) In this case an analysis of the facts in-
dicates a likelihood that, consistent with the 
allocation under the accounting treatment 
(although not necessarily in the same 
amount), a significant amount of the non-
routine contributions to the USP’s business 
activities consist of goodwill and going con-
cern value economically attributable to the 
existing U.S. software business rather than 
to the platform contributions consisting of 
the rights in the in-process technology and 
research workforce. In addition, an analysis 
of the facts indicates that a significant 
amount of the nonroutine contributions to 
USP’s business activities consist of the 
make-or-sell rights under the existing soft-
ware and trademark, which are not platform 
contributions and might be difficult to 
value. Accordingly, further consideration 
must be given to the extent to which these 
circumstances reduce the relative reliability 
of the acquisition price method in compari-
son to other potentially applicable methods 
for evaluating the PCT Payment. 
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Example 3. (i) USP, a U.S. corporation, and 
FSub, a wholly-owned foreign subsidiary of 
USP, enter into a CSA in Year 1 to develop 
Product A. Company Y is an uncontrolled 
corporation that owns Technology X, which 
is critical to the development of Product A. 
Company Y currently markets Product B, 
which is dependent on Technology X. USP is 
solely interested in acquiring Technology X, 
but is only able to do so through the acquisi-
tion of Company Y in its entirety for $200 
million in an uncontrolled transaction in 
Year 2. For accounting purposes, the acquisi-
tion price is allocated as follows: $120 million 
to Product B and the underlying Technology 
X, $30 million to trademark and other mar-
keting intangibles, and the residual $50 mil-
lion to goodwill and going concern value. 
After the acquisition of Company Y, Tech-
nology X is used to develop Product A. No 
other part of Company Y is used in any man-
ner. Immediately after the acquisition, prod-
uct B is discontinued, and, therefore, the ac-
companying marketing intangibles become 
worthless. None of the previous employees of 
Company Y is retained. 

(ii) The Technology X of Company Y ac-
quired by USP is reasonably anticipated to 
contribute to developing cost shared intangi-
bles and is therefore a platform contribution 
for which FSub must compensate USP as 
part of a PCT. Although for accounting pur-
poses a significant portion of the acquisition 
price of Company Y was allocated to items 
other than Technology X, the facts dem-
onstrate that USP had no intention of using 
and therefore placed no economic value on 
any part of Company Y other than Tech-
nology X. If USP was willing to pay $200 mil-
lion for Company Y solely for purposes of ac-
quiring Technology X, then assuming the ac-
quisition price method is otherwise the most 
reliable method, the value of Technology X 
is the full $200 million acquisition price. Ac-
cordingly, the value of the arm’s length PCT 
Payment due from FSub to USP for the plat-
form contribution consisting of the rights in 
Technology X will equal the product of $200 
million and FSub’s RAB share. 

(viii) Valuations of subsequent PCTs— 
(A) Date of subsequent PCT. The date of 
a PCT may occur subsequent to the in-
ception of the CSA. For example, an in-
tangible initially developed outside the 
IDA may only subsequently become a 
platform contribution because that 
later time is the earliest date on which 
it is reasonably anticipated to con-
tribute to developing cost shared in-
tangibles within the IDA. In such case, 
the date of the PCT, and the analysis 
of the arm’s length amount charged in 
the subsequent PCT, is as of such later 
time. 

(B) Best method analysis for subsequent 
PCT. In cases where PCTs occur on dif-
ferent dates, the determination of the 
arm’s length amount charged, respec-
tively, in the prior and subsequent 
PCTs must be coordinated in a manner 
that provides the most reliable meas-
ure of an arm’s length result. In some 
circumstances, a subsequent PCT may 
be reliably evaluated independently of 
other PCTs, as may be possible for ex-
ample, under the acquisition price 
method. In other circumstances, the 
results of prior and subsequent PCTs 
may be interrelated and so a subse-
quent PCT may be most reliably evalu-
ated under the residual profit split 
method of paragraph (g)(7) of this sec-
tion. In those cases, for purposes of al-
locating the present value of nonrou-
tine residual divisional profit or loss, 
and so determining the present value of 
the subsequent PCT Payments, in ac-
cordance with paragraph (g)(7)(iii)(C) of 
this section, the PCT Payor’s interest 
in cost shared intangibles, both already 
developed and in process, are treated as 
additional PCT Payor operating con-
tributions as of the date of the subse-
quent PCT. 

(ix) Arm’s length range–(A) In general. 
The guidance in § 1.482–1(e) regarding 
determination of an arm’s length 
range, as modified by this section, ap-
plies in evaluating the arm’s length 
amount charged in a PCT under a 
transfer pricing method provided in 
this section (applicable method). Sec-
tion 1.482–1(e)(2)(i) provides that the 
arm’s length range is ordinarily deter-
mined by applying a single pricing 
method selected under the best method 
rule to two or more uncontrolled trans-
actions of similar comparability and 
reliability although use of more than 
one method may be appropriate for the 
purposes described in § 1.482–1(c)(2)(iii). 
The rules provided in § 1.482–1(e) and 
this section for determining an arm’s 
length range shall not override the 
rules provided in paragraph (i)(6) of 
this section for periodic adjustments 
by the Commissioner. The provisions in 
paragraphs (g)(2)(ix)(C) and (D) of this 
section apply only to applicable meth-
ods that are based on two or more 
input parameters as described in para-
graph (g)(2)(ix)(B) of this section. For 
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an example of how the rules of this sec-
tion for determining an arm’s length 
range of PCT Payments are applied, see 
paragraph (g)(4)(viii) of this section. 

(B) Methods based on two or more input 
parameters. An applicable method may 
determine PCT Payments based on cal-
culations involving two or more pa-
rameters whose values depend on the 
facts and circumstances of the case 
(input parameters). For some input pa-
rameters (market-based input param-
eters), the value is most reliably deter-
mined by reference to data that derives 
from uncontrolled transactions (mar-
ket data). For example, the value of 
the return to a controlled participant’s 
routine contributions, as such term is 
defined in paragraph (j)(1)(i) of this sec-
tion, to the CSA Activity (which value 
is used as an input parameter in the in-
come method described in paragraph 
(g)(4) of this section) may in some 
cases be most reliably determined by 
reference to the profit level of a com-
pany with rights, resources, and capa-
bilities comparable to those routine 
contributions. See § 1.482–5. As another 
example, the value for the discount 
rate that reflects the riskiness of a 
controlled participant’s role in the 
CSA (which value is used as an input 
parameter in the income method de-
scribed in paragraph (g)(4) of this sec-
tion) may in some cases be most reli-
ably determined by reference to the 
stock beta of a company whose overall 
risk is comparable to the riskiness of 
the controlled participant’s role in the 
CSA. 

(C) Variable input parameters. For 
some market-based input parameters 
(variable input parameters), the pa-
rameter’s value is most reliably deter-
mined by considering two or more ob-
servations of market data that have, or 
with adjustment can be brought to, a 
similar reliability and comparability, 
as described in § 1.482–1(e)(2)(ii) (for ex-
ample, profit levels or stock betas of 
two or more companies). See paragraph 
(g)(2)(ix)(B) of this section. 

(D) Determination of arm’s length PCT 
Payment. For purposes of applying this 
paragraph (g)(2)(ix), each input param-
eter is assigned a single most reliable 
value, unless it is a variable input pa-
rameter as described in paragraph 
(g)(2)(ix)(C) of this section. The deter-

mination of the arm’s length payment 
depends on the number of variable 
input parameters. 

(1) No variable input parameters. If 
there are no variable input parameters, 
the arm’s length PCT Payment is a sin-
gle value determined by using the sin-
gle most reliable value determined for 
each input parameter. 

(2) One variable input parameter. If 
there is exactly one variable input pa-
rameter, then under the applicable 
method, the arm’s length range of PCT 
Payments is the interquartile range, as 
described in § 1.482–1(e)(2)(iii)(C), of the 
set of PCT Payment values calculated 
by selecting— 

(i) Iteratively, the value of the vari-
able input parameter that is based on 
each observation as described in para-
graph (g)(2)(ix)(C) of this section; and 

(ii) The single most reliable values 
for each other input parameter. 

(3) More than one variable input pa-
rameter. If there are two or more vari-
able input parameters, then under the 
applicable method, the arm’s length 
range of PCT Payments is the inter-
quartile range, as described in § 1.482– 
1(e)(2)(iii)(C), of the set of PCT Pay-
ment values calculated iteratively 
using every possible combination of 
permitted choices of values for the 
input parameters. For input param-
eters other than a variable input pa-
rameter, the only such permitted 
choice is the single most reliable value. 
For variable input parameters, such 
permitted choices include any value 
that is— 

(i) Based on one of the observations 
described in paragraph (g)(2)(ix)(C) of 
this section; and 

(ii) Within the interquartile range (as 
described in § 1.482–1(e)(2)(iii)(C)) of the 
set of all values so based. 

(E) Adjustments. Section 1.482–1(e)(3), 
applied as modified by this paragraph 
(g)(2)(ix), determines when the Com-
missioner may make an adjustment to 
a PCT Payment due to the taxpayer’s 
results being outside the arm’s length 
range. Adjustment will be to the me-
dian, as defined in § 1.482–1(e)(3). Thus, 
the Commissioner is not required to es-
tablish an arm’s length range prior to 
making an allocation under section 482. 

(x) Valuation undertaken on a pre-tax 
basis. PCT Payments in general may 
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increase the PCT Payee’s tax liability 
and decrease the PCT Payor’s tax li-
ability. The arm’s length amount of a 
PCT Payment determined under the 
methods in this paragraph (g) is the 
value of the PCT Payment itself, with-
out regard to such tax effects. There-
fore, the methods under this section 
must be applied, with suitable adjust-
ments if needed, to determine the PCT 
Payments on a pre-tax basis. See para-
graphs (g)(2)(v)(B) and (4)(i)(G) of this 
section. 

(3) Comparable uncontrolled transaction 
method. The comparable uncontrolled 
transaction (CUT) method described in 
§ 1.482–4(c), and the comparable uncon-
trolled services price (CUSP) method 
described in § 1.482–9(c), may be applied 
to evaluate whether the amount 
charged in a PCT is arm’s length by 
reference to the amount charged in a 
comparable uncontrolled transaction. 
Although all of the factors entering 
into a best method analysis described 
in § 1.482–1(c) and (d) must be consid-
ered, comparability and reliability 
under this method are particularly de-
pendent on similarity of contractual 
terms, degree to which allocation of 
risks is proportional to reasonably an-
ticipated benefits from exploiting the 
results of intangible development, 
similar period of commitment as to the 
sharing of intangible development 
risks, and similar scope, uncertainty, 
and profit potential of the subject in-
tangible development, including a 
similar allocation of the risks of any 
existing resources, capabilities, or 
rights, as well as of the risks of devel-
oping other resources, capabilities, or 
rights that would be reasonably antici-
pated to contribute to exploitation 
within the parties’ divisions, that is 
consistent with the actual allocation of 
risks between the controlled partici-
pants as provided in the CSA in accord-
ance with this section. When applied in 
the manner described in § 1.482–4(c) or 
1.482–9(c), the CUT or CUSP method 
will typically yield an arm’s length 
total value for the platform contribu-
tion that is the subject of the PCT. 
That value must then be multiplied by 
each PCT Payor’s respective RAB 
share in order to determine the arm’s 
length PCT Payment due from each 
PCT Payor. The reliability of a CUT or 

CUSP that yields a value for the plat-
form contribution only in the PCT 
Payor’s division will be reduced to the 
extent that value is not consistent 
with the total worldwide value of the 
platform contribution multiplied by 
the PCT Payor’s RAB share. 

(4) Income method—(i) In general—(A) 
Equating cost sharing and licensing alter-
natives. The income method evaluates 
whether the amount charged in a PCT 
is arm’s length by reference to a con-
trolled participant’s best realistic al-
ternative to entering into a CSA. 
Under this method, the arm’s length 
charge for a PCT Payment will be an 
amount such that a controlled partici-
pant’s present value, as of the date of 
the PCT, of its cost sharing alternative 
of entering into a CSA equals the 
present value of its best realistic alter-
native. In general, the best realistic al-
ternative of the PCT Payor to entering 
into the CSA would be to license intan-
gibles to be developed by an uncon-
trolled licensor that undertakes the 
commitment to bear the entire risk of 
intangible development that would 
otherwise have been shared under the 
CSA. Similarly, the best realistic al-
ternative of the PCT Payee to entering 
into the CSA would be to undertake 
the commitment to bear the entire risk 
of intangible development that would 
otherwise have been shared under the 
CSA and license the resulting intangi-
bles to an uncontrolled licensee. Para-
graphs (g)(4)(i)(B) through (vi) of this 
section describe specific applications of 
the income method, but do not exclude 
other possible applications of this 
method. 

(B) Cost sharing alternative. The PCT 
Payor’s cost sharing alternative cor-
responds to the actual CSA in accord-
ance with this section, with the PCT 
Payor’s obligation to make the PCT 
Payments to be determined and its 
commitment for the duration of the 
IDA to bear cost contributions. 

(C) Licensing alternative. The licens-
ing alternative is derived on the basis 
of a functional and risk analysis of the 
cost sharing alternative, but with a 
shift of the risk of cost contributions 
to the licensor. Accordingly, the PCT 
Payor’s licensing alternative consists 
of entering into a license with an un-
controlled party, for a term extending 
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for what would be the duration of the 
CSA Activity, to license the make-or- 
sell rights in to-be-developed resources, 
capabilities, or rights of the licensor. 
Under such license, the licensor would 
undertake the commitment to bear the 
entire risk of intangible development 
that would otherwise have been shared 
under the CSA. Apart from any dif-
ference in the allocation of the risks of 
the IDA, the licensing alternative 
should assume contractual provisions 
with regard to non-overlapping divi-
sional intangible interests, and with 
regard to allocations of other risks, 
that are consistent with the actual 
CSA in accordance with this section. 
For example, the analysis under the li-
censing alternative should assume a 
similar allocation of the risks of any 
existing resources, capabilities, or 
rights, as well as of the risks of devel-
oping other resources, capabilities, or 
rights that would be reasonably antici-
pated to contribute to exploitation 
within the parties’ divisions, that is 
consistent with the actual allocation of 
risks between the controlled partici-
pants as provided in the CSA in accord-
ance with this section. Accordingly, 
the financial projections associated 
with the licensing and cost sharing al-
ternatives are necessarily the same ex-
cept for the licensing payments to be 
made under the licensing alternative 
and the cost contributions and PCT 
Payments to be made under the CSA. 

(D) Only one controlled participant 
with nonroutine platform contributions. 
This method involves only one of the 
controlled participants providing non-
routine platform contributions as the 
PCT Payee. For a method under which 
more than one controlled participant 
may be a PCT Payee, see the applica-
tion of the residual profit method pur-
suant to paragraph (g)(7) of this sec-
tion. 

(E) Income method payment forms. The 
income method may be applied to de-
termine PCT Payments in any form of 
payment (for example, lump sum, roy-
alty on sales, or royalty on divisional 
profit). For converting to another form 
of payment, see generally paragraph 
(h) (Form of payment rules) of this sec-
tion. 

(F) Discount rates appropriate to cost 
sharing and licensing alternatives. The 

present value of the cost sharing and 
licensing alternatives, respectively, 
should be determined using the appro-
priate discount rates in accordance 
with paragraphs (g)(2)(v) and 
(g)(4)(vi)(F) of this section. See, for ex-
ample, § 1.482–7(g)(2)(v)(B)(1) (Discount 
rate variation between realistic alter-
natives). In circumstances where the 
market-correlated risks as between the 
cost sharing and licensing alternatives 
are not materially different, a reliable 
analysis may be possible by using the 
same discount rate with respect to 
both alternatives. 

(G) The effect of taxation on deter-
mining the arm’s length amount. (1) In 
principle, the present values of the cost 
sharing and licensing alternatives 
should be determined by applying post- 
tax discount rates to post-tax income 
(including the post-tax value to the 
controlled participant of the PCT Pay-
ments). If such approach is adopted, 
then the post-tax value of the PCT 
Payments must be appropriately ad-
justed in order to determine the arm’s 
length amount of the PCT Payments 
on a pre-tax basis. See paragraph 
(g)(2)(x) of this section. 

(2) In certain circumstances, post-tax 
income may be derived as the product 
of the result of applying a post-tax dis-
count rate to pre-tax income, and a 
factor equal to one minus the tax rate 
(as defined in (j)(1)(i)). See paragraph 
(g)(2)(v)(B) of this section. 

(3) To the extent that a controlled 
participant’s tax rate is not materially 
affected by whether it enters into the 
cost sharing or licensing alternative 
(or reliable adjustments may be made 
for varying tax rates), the factor (that 
is, one minus the tax rate) may be can-
celled from both sides of the equation 
of the cost sharing and licensing alter-
native present values. Accordingly, in 
such circumstance it is sufficient to 
apply post-tax discount rates to projec-
tions of pre-tax income for the purpose 
of equating the cost sharing and licens-
ing alternatives. The specific applica-
tions of the income method described 
in paragraphs (g)(4)(ii) through (iv) of 
this section and the examples set forth 
in paragraph (g)(4)(viii) of this section 
assume that a controlled participant’s 
tax rate is not materially affected by 
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whether it enters into the cost sharing 
or licensing alternative. 

(ii) Evaluation of PCT Payor’s cost 
sharing alternative. The present value of 
the PCT Payor’s cost sharing alter-
native is the present value of the 
stream of the reasonably anticipated 
residuals over the duration of the CSA 
Activity of divisional profits or losses, 
minus operating cost contributions, 
minus cost contributions, minus PCT 
Payments. 

(iii) Evaluation of PCT Payor’s licens-
ing alternative—(A) Evaluation based on 
CUT. The present value of the PCT 
Payor’s licensing alternative may be 
determined using the comparable un-
controlled transaction method, as de-
scribed in § 1.482–4(c)(1) and (2). In this 
case, the present value of the PCT 
Payor’s licensing alternative is the 
present value of the stream, over what 
would be the duration of the CSA Ac-
tivity under the cost sharing alter-
native, of the reasonably anticipated 
residuals of the divisional profits or 
losses that would be achieved under the 
cost sharing alternative, minus oper-
ating cost contributions that would be 
made under the cost sharing alter-
native, minus the licensing payments 
as determined under the comparable 
uncontrolled transaction method. 

(B) Evaluation based on CPM. The 
present value of the PCT Payor’s li-
censing alternative may be determined 
using the comparable profits method, 
as described in § 1.482–5. In this case, 
the present value of the licensing alter-
native is determined as in paragraph 
(g)(4)(iii)(A) of this section, except that 
the PCT Payor’s licensing payments, 
as defined in paragraph (j)(1)(i) of this 
section, are determined in each period 
to equal the reasonably anticipated re-
siduals of the divisional profits or 
losses that would be achieved under the 
cost sharing alternative, minus oper-
ating cost contributions that would be 
made under the cost sharing alter-
native, minus market returns for rou-
tine contributions, as defined in para-
graph (j)(1)(i) of this section. However, 
treatment of net operating contribu-
tions as operating cost contributions 
shall be coordinated with the treat-
ment of other routine contributions 
pursuant to this paragraph so as to 

avoid duplicative market returns to 
such contributions. 

(iv) Lump sum payment form. Where 
the form of PCT Payment is a lump 
sum as of the date of the PCT, then, 
based on paragraphs (g)(4)(i) through 
(iii) of this section, the PCT Payment 
equals the difference between— 

(A) The present value, using the dis-
count rate appropriate for the cost 
sharing alternative, of the stream of 
the reasonably anticipated residuals 
over the duration of the CSA Activity 
of divisional profits or losses, minus 
cost contributions and operating cost 
contributions; and 

(B) The present value of the licensing 
alternative. 

(v) [Reserved] 
(vi) Best method analysis consider-

ations. (A) Coordination with § 1.482–1(c). 
Whether results derived from this 
method are the most reliable measure 
of an arm’s length result is determined 
using the factors described under the 
best method rule in § 1.482–1(c). Thus, 
comparability and the quality of data, 
the reliability of the assumptions, and 
the sensitivity of the results to pos-
sible deficiencies in the data and as-
sumptions, must be considered in de-
termining whether this method pro-
vides the most reliable measure of an 
arm’s length result. 

(B) Assumptions Concerning Tax Rates. 
This method will be more reliable to 
the extent that the controlled partici-
pants’ respective tax rates are not ma-
terially affected by whether they enter 
into the cost sharing or licensing alter-
native. Even if this assumption of 
invariant tax rates across alternatives 
does not hold, this method may still be 
reliable to the extent that reliable ad-
justments can be made to reflect the 
variation in tax rates. 

(C) Coordination with § 1.482–4(c)(2). If 
the licensing alternative is evaluated 
using the comparable uncontrolled 
transactions method, as described in 
paragraph (g)(4)(iii)(A) of this section, 
any additional comparability and reli-
ability considerations stated in § 1.482– 
4(c)(2) may apply. 

(D) Coordination with § 1.482–5(c). If 
the licensing alternative is evaluated 
using the comparable profits method, 
as described in paragraph (g)(4)(iii)(B) 
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of this section, any additional com-
parability and reliability consider-
ations stated in § 1.482–5(c) may apply. 

(E) Certain Circumstances Concerning 
PCT Payor. This method may be used 
even if the PCT Payor furnishes signifi-
cant operating contributions, or com-
mits to assume the risk of significant 
operating cost contributions, to the 
PCT Payor’s division. However, in such 
a case, any comparable uncontrolled 
transactions described in paragraph 
(g)(4)(iii)(A) of this section, and any 
comparable transactions used under 
§ 1.482–5(c) as described in paragraphs 
(g)(4)(iii)(B) of this section, should be 
consistent with such contributions (or 
reliable adjustments must be made for 
material differences). 

(F) Discount rates. 
(1) Reflection of similar risk profiles of 

cost sharing alternative and licensing al-
ternative. Because the financial projec-
tions associated with the licensing and 
cost sharing alternatives are the same, 
except for the licensing payments to be 
made under the licensing alternative 
and the cost contributions and PCT 
Payments to be made under the cost 
sharing alternative, the analysis of the 
risk profile and financial projections 
for a realistic alternative to the cost 
sharing alternative must be closely as-
sociated with the risk profile and fi-
nancial projections associated with the 
cost sharing alternative, differing only 
in the treatment of licensing pay-
ments, cost contributions, and PCT 
Payments. When using discount rates 
in applying the income method, this 
means that even if different discount 
rates are warranted for the two alter-
natives, the risk profiles for the two 
discount rates are closely related to 
each other because the discount rate 
for the licensing alternative and the 
discount rate for the cost sharing al-
ternative are both derived from the 
single probability-weighted financial 
projections associated with the CSA 
Activity. The difference, if any, in 
market-correlated risks between the li-
censing and cost sharing alternatives is 
due solely to the different effects on 
risks of the PCT Payor making licens-
ing payments under the licensing alter-
native, on the one hand, and the PCT 
Payor making cost contributions and 
PCT Payments under the cost sharing 

alternative, on the other hand. That is, 
the difference in the risk profile be-
tween the two scenarios solely reflects 
the incremental risk, if any, associated 
with the cost contributions taken on 
by the PCT Payor in developing the 
cost shared intangible under the cost 
sharing alternative, and the difference, 
if any, in risk associated with the par-
ticular payment forms of the licensing 
payments and the PCT Payments, in 
light of the fact that the licensing pay-
ments in the licensing alternative are 
partially replaced by cost contribu-
tions and partially replaced by PCT 
Payments in the cost sharing alter-
native, each with its own payment 
form. An analysis under the income 
method that uses a different discount 
rate for the cost sharing alternative 
than for the licensing alternative will 
be more reliable the greater the extent 
to which the difference, if any, between 
the two discount rates reflects solely 
these differences in the risk profiles of 
these two alternatives. See, for exam-
ple, paragraph (g)(2)(iii), Example 2 of 
this section. 

(2) [Reserved] For further guidance, 
see § 1.482–7T(g)(4)(vi)(F)(2). 

(vii) Routine platform and operating 
contributions. For purposes of this para-
graph (g)(4), any routine contributions 
that are platform or operating con-
tributions, the valuation and PCT Pay-
ments for which are determined and 
made independently of the income 
method, are treated similarly to cost 
contributions and operating cost con-
tributions, respectively. Accordingly, 
wherever used in this paragraph (g)(4), 
the term ‘‘routine contributions’’ shall 
not include routine platform or oper-
ating contributions, and wherever the 
terms ‘‘cost contributions’’ and ‘‘oper-
ating cost contributions’’ appear in 
this paragraph, they shall include net 
routine platform contributions and net 
routine operating contributions, re-
spectively. Net routine platform con-
tributions are the value of a controlled 
participant’s total reasonably antici-
pated routine platform contributions, 
plus its reasonably anticipated PCT 
Payments to other controlled partici-
pants in respect of their routine plat-
form contributions, minus the reason-
ably anticipated PCT Payments it is to 
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receive from other controlled partici-
pants in respect of its routine platform 
contributions. Net routine operating 
contributions are the value of a con-
trolled participant’s total reasonably 
anticipated routine operating contribu-
tions, plus its reasonably anticipated 
arm’s length compensation to other 
controlled participants in respect of 
their routine operating contributions, 
minus the reasonably anticipated 
arm’s length compensation it is to re-
ceive from other controlled partici-
pants in respect of its routine oper-
ating contributions. 

(viii) Examples. The following exam-
ples illustrate the principles of this 
paragraph (g)(4): 

Example 1. (i) For simplicity of calculation 
in this Example 1, all financial flows are as-
sumed to occur at the beginning of each pe-
riod. USP, a software company, has devel-
oped version 1.0 of a new software applica-

tion that it is currently marketing. In Year 
1 USP enters into a CSA with its wholly- 
owned foreign subsidiary, FS, to develop fu-
ture versions of the software application. 
Under the CSA, USP will have the rights to 
exploit the future versions in the United 
States, and FS will have the rights to exploit 
them in the rest of the world. The future 
rights in version 1.0, and USP’s development 
team, are reasonably anticipated to con-
tribute to the development of future versions 
and therefore the rights in version 1.0 and 
the research and development team are plat-
form contributions for which compensation 
is due from FS as part of a PCT. USP does 
not transfer the current exploitation rights 
in version 1.0 to FS. FS will not perform any 
research or development activities and does 
not furnish any platform contributions nor 
does it control any operating intangibles at 
the inception of the CSA that would be rel-
evant to the exploitation of version 1.0 or fu-
ture versions of the software. 

(ii) FS undertakes financial projections in 
its territory of the CSA: 

(1) 
Year 

(2) 
Sales 

(3) 
Operating 

costs 

(4) 
Cost 

contributions 

(5) 
Operating 

income 
under cost 

sharing 
alternative 

(excluding PCT) 

1 ...................................................................................... 0 0 50 ¥50 
2 ...................................................................................... 0 0 50 ¥50 
3 ...................................................................................... 200 100 50 50 
4 ...................................................................................... 400 200 50 150 
5 ...................................................................................... 600 300 60 240 
6 ...................................................................................... 650 325 65 260 
7 ...................................................................................... 700 350 70 280 
8 ...................................................................................... 750 375 75 300 
9 ...................................................................................... 750 375 75 300 
10 .................................................................................... 675 338 68 269 
11 .................................................................................... 608 304 61 243 
12 .................................................................................... 547 273 55 219 
13 .................................................................................... 410 205 41 164 
14 .................................................................................... 308 154 31 123 
15 .................................................................................... 231 115 23 93 

FS anticipates that activity on this applica-
tion will cease after Year 15. The application 
was derived from software developed by 
Company Q, an uncontrolled party. FS has a 
license under Company Q’s copyright, but 
that license expires after Year 15 and will 
not be renewed. 

(iii) In evaluating the cost sharing alter-
native, FS concludes that the cost sharing 
alternative represents a riskier alternative 
for FS than the licensing alternative be-
cause, in cost sharing, FS will take on the 
additional risks associated with cost con-
tributions. Taking this difference into ac-
count, FS concludes that the appropriate 
discount rate to apply in assessing the li-
censing alternative, based on discount rates 

of comparable uncontrolled companies un-
dertaking comparable licensing trans-
actions, would be 13% per year, whereas the 
appropriate discount rate to apply in assess-
ing the cost sharing alternative would be 
15% per year. FS determines that the arm’s 
length rate USP would have charged an un-
controlled licensee for a license of future 
versions of the software (if USP had further 
developed version 1.0 on its own) is 35% of 
the sales price, as determined under the CUT 
method in § 1.482–4(c). FS also determines 
that the tax rate applicable to it will be the 
same in the licensing alternative as in the 
CSA. Accordingly, the financial projections 
associated with the licensing alternative are: 
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(6) 
Year 

(7) 
Sales 

(8) 
Operating 

costs 

(9) 
Licensing 
payments 

(10) 
Operating 

income under 
licensing 

alternative 

(11) 
Operating income 

under cost 
sharing 

alternative 
minus operating 
income under 

licensing 
alternative 

1 .......................................................... 0 0 0 0 ¥50 
2 .......................................................... 0 0 0 0 ¥50 
3 .......................................................... 200 100 70 30 20 
4 .......................................................... 400 200 140 60 90 
5 .......................................................... 600 300 210 90 150 
6 .......................................................... 650 325 228 97 163 
7 .......................................................... 700 350 245 105 175 
8 .......................................................... 750 375 263 112 188 
9 .......................................................... 750 375 263 112 188 
10 ........................................................ 675 338 236 101 168 
11 ........................................................ 608 304 213 91 152 
12 ........................................................ 547 273 191 83 136 
13 ........................................................ 410 205 144 61 103 
14 ........................................................ 308 154 108 46 77 
15 ........................................................ 231 115 81 35 58 

(iv) Based on these projections and apply-
ing the appropriate discount rate, FS deter-
mines that under the cost sharing alter-
native, the present value of the stream of re-
siduals of its anticipated divisional profits, 
reduced by the anticipated operating cost 
contributions and cost contributions, but 
not reduced by any PCT Payments (that is, 
the stream of anticipated operating income 
as shown in column 5) would be $889 million. 
Under the licensing alternative, the present 
value of the stream of residuals of its antici-
pated divisional profits and losses minus the 
operating cost contributions (that is, the 
stream of anticipated operating income be-
fore licensing payments, which is the present 
value of column 7 reduced by column 8) 
would be $1.419 billion, and the present value 
of the licensing payments would be $994 mil-
lion. Therefore, the total value of the licens-
ing alternative would be $425 million. In 
order for the present value of the cost shar-
ing alternative to equal the present value of 
the licensing alternative, the present value 
of the PCT Payments must equal $464 mil-
lion. Therefore, the taxpayer makes and re-
ports PCT Payments with a present value of 
$464 million. 

Example 2. Arm’s length range. (i) The facts 
are the same as in Example 1. The Commis-
sioner accepts the financial projections un-
dertaken by FS. Further, the Commissioner 
determines that the licensing discount rate 
and the CUT licensing rate are most reliably 
determined by reference to comparable un-
controlled discount rates and license rates, 

respectively. The observations that are in 
the interquartile range of the respective 
input parameters (see paragraph (g)(2)(ix) of 
this section) are as follows: 

Observations that are within interquartile 
range 

Comparable 
uncontrolled 
discount rate 

1 ................................................................. 11% 
2 ................................................................. 12 
3 (Median) ................................................. 13 
4 ................................................................. 15 
5 ................................................................. 17 

Observations that are within interquartile 
range 

Comparable 
uncontrolled 
licensing rate 

1 ................................................................. 30% 
2 ................................................................. 32 
3 (Median) ................................................. 35 
4 ................................................................. 37 
5 ................................................................. 40 

(ii) Following the principles of paragraph 
(g)(2)(ix) of this section, the Commissioner 
undertakes 25 different applications of the 
income method, using each combination of 
the discount rate and licensing rate param-
eters. In undertaking this analysis, the Com-
missioner assumes that the ratio of the me-
dian discount rate for the cost sharing alter-
native to the median discount rate for the li-
censing alternative (that is, 15% to 13%) is 
maintained. The results of the 25 applica-
tions of the income method, sorted in as-
cending order of calculated present value of 
the PCT Payment, are as follows: 

INCOME METHOD AP-
PLICATION NUMBER:: 

Comparable 
uncontrolled 

licensing 
discount rate 

Comparable 
uncontrolled 

CSA 
discount rate 

Comparable 
uncontrolled 

licensing 
rate 

Calculated 
lump sum 

PCT payment 

Interquartile 
range of PCT 

payments 

1 ....................................... 17% 19.6% 30% 217 
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INCOME METHOD AP-
PLICATION NUMBER:: 

Comparable 
uncontrolled 

licensing 
discount rate 

Comparable 
uncontrolled 

CSA 
discount rate 

Comparable 
uncontrolled 

licensing 
rate 

Calculated 
lump sum 

PCT payment 

Interquartile 
range of PCT 

payments 

2 ....................................... 17 19.6 32 263 
3 ....................................... 15 17.3 30 264 
4 ....................................... 15 17.3 32 315 
5 ....................................... 13 15 30 321 
6 ....................................... 17 19.6 35 331 
7 ....................................... 12 13.8 30 354 LQ = 354 
8 ....................................... 17 19.6 37 376 
9 ....................................... 13 15 32 378 
10 ..................................... 11 12.7 30 391 
11 ..................................... 15 17.3 35 391 
12 ..................................... 12 13.8 32 415 
13 ..................................... 15 17.3 37 442 Median = 442 
14 ..................................... 17 19.6 40 444 
15 ..................................... 11 12.7 32 455 
16 ..................................... 13 15 35 464 
17 ..................................... 12 13.8 35 505 
18 ..................................... 15 17.3 40 517 
19 ..................................... 13 15 37 520 UQ = 520 
20 ..................................... 11 12.7 35 551 
21 ..................................... 12 13.8 37 566 
22 ..................................... 13 15 40 605 
23 ..................................... 11 12.7 37 615 
24 ..................................... 12 13.8 40 655 
25 ..................................... 11 12.7 40 710 

(iii) Accordingly, the Commissioner deter-
mines that a taxpayer will not be subject to 
adjustment if its initial (ex ante) determina-
tion of the present value of PCT Payments is 
between $354 million and $520 million (the 
lower and upper quartile results as shown in 
the last column). Because FS’s determina-
tion of the present value of the PCT Pay-
ments, $464 million, is within the interquar-
tile range, no adjustments are warranted. 

Example 3. (i) For simplicity of calculation 
in this Example 3, all financial flows are as-
sumed to occur at the beginning of each pe-
riod. USP, a U.S. software company, has de-
veloped version 1.0 of a new software applica-
tion, employed to store and retrieve complex 
data sets in certain types of storage media. 
Version 1.0 is currently being marketed. In 
Year 1, USP enters into a CSA with its whol-
ly-owned foreign subsidiary, FS, to develop 
future versions of the software application. 
Under the CSA, USP will have the exclusive 
rights to exploit the future versions in the 
U.S., and FS will have the exclusive rights to 
exploit them in the rest of the world. USP’s 
rights in version 1.0, and its development 
team, are reasonably anticipated to con-
tribute to the development of future versions 
of the software application and, therefore, 
the rights in version 1.0 are platform con-
tributions for which compensation is due 
from FS as part of a PCT. USP also transfers 
the current exploitation rights in version 1.0 
to FS and the arm’s length amount of the 
compensation for such transfer is determined 
in the aggregate with the arm’s length PCT 
Payments in this Example 3. FS does not fur-
nish any platform contributions to the CSA 

nor does it control any operating intangibles 
at the inception of the CSA that would be 
relevant to the exploitation of version 1.0 or 
future versions of the software. It is reason-
ably anticipated that FS will have gross 
sales of $1000X in its territory for 5 years at-
tributable to its exploitation of version 1.0 
and the cost shared intangibles, after which 
time the software application will be ren-
dered obsolete and unmarketable by the ob-
solescence of the storage medium technology 
to which it relates. FS’s costs reasonably at-
tributable to the CSA, other than cost con-
tributions and operating cost contributions, 
are anticipated to be $250X per year. Certain 
operating cost contributions that will be 
borne by FS are reasonably anticipated to 
equal $200X per annum for 5 years. In addi-
tion, FS is reasonably anticipated to pay 
cost contributions of $200X per year as a con-
trolled participant in the CSA. 

(ii) FS concludes that its realistic alter-
native would be to license software from an 
uncontrolled licensor that would undertake 
the commitment to bear the entire risk of 
software development. Applying CPM using 
the profit levels experienced by uncontrolled 
licensees with contractual provisions and al-
locations of risk that are comparable to 
those of FS’s licensing alternative, FS deter-
mines that it could, as a licensee, reasonably 
expect a (pre-tax) routine return equal to 
14% of gross sales or $140X per year for 5 
years. The remaining net revenue would be 
paid to the uncontrolled licensor as a license 
fee of $410X per year. FS determines that the 
discount rate that would be applied to deter-
mine the present value of income and costs 
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attributable to its participation in the li-
censing alternative would be 12.5% as com-
pared to the 15% discount rate that would be 
applicable in determining the present value 
of the net income attributable to its partici-
pation in the CSA (reflecting the increased 
risk borne by FS in bearing a share of the R 
& D costs in the cost sharing alternative). 
FS also determines that the tax rate applica-
ble to it will be the same in the licensing al-
ternative as in the CSA. 

(iii) On these facts, the present value to FS 
of entering into the cost sharing alternative 
equals the present value of the annual divi-
sional profits ($1,000X minus $250X) minus 
operating cost contributions ($200X) minus 
cost contributions ($200X) minus PCT Pay-
ments, determined over 5 years by dis-
counting at a discount rate of 15%. Thus, the 
present value of the residuals, prior to sub-
tracting the present value of the PCT Pay-
ments, is $1349X. 

(iv) On these facts, the present value to FS 
of entering into the licensing alternative 
would be $561X determined by discounting, 
over 5 years, annual divisional profits 
($1,000X minus $250X) minus operating cost 
contributions ($200X) and licensing payments 
($410X) at a discount rate of 12.5% per 
annum. The present value of the cost sharing 
alternative must also equal $561X but equals 
$1349X prior to subtracting the present value 
of the PCT Payments. Consequently, the 
PCT Payments must have a present value of 
$788X. 

Example 4. Pre-tax PCT Payment derived from 
post-tax information. (i) For simplicity of cal-
culation in this Example 4, it is assumed that 
all payments are made at the end of each 
year. Domestic controlled participant USP 
has developed a technology, Z, that it would 
like to exploit for three years in a CSA. USP 
enters into a CSA with its wholly-owned for-
eign subsidiary, FS, that provides for PCT 
Payments from FS to USP with respect to 
USP’s platform contribution to the CSA of Z 
in the form of three annual installment pay-
ments due from FS to USP on the last day of 
each of the first three years of the CSA. FS 
makes no platform contributions to the CSA. 
Prior to entering into the CSA, FS considers 
that it has the realistic alternative available 
to it of licensing Z from USP rather than en-
tering into a CSA with USP to further de-
velop Z for three years. 

(ii) FS undertakes financial projections for 
both the licensing and cost sharing alter-
natives for exploitation of Z in its territory 
of the CSA. These projections are set forth in 
the following tables. The example assumes 
that there is a reasonably anticipated effec-
tive tax rate of 25% in each of years 1 
through 3 under both the licensing and cost 
sharing alternatives. FS determines that the 
appropriate post-tax discount rate under the 
licensing alternative is 12.5%, and that the 
appropriate post-tax discount rate under the 
cost sharing alternative is 15%. 

Licensing alternative Present value 
(12.5% DR) Year 1 Year 2 Year 3 

(1) Sales ................................................................ ............................ $1000 $1100 $1210 
(2) License Fee ..................................................... ............................ 400 440 484 
(3) Operating costs ............................................... ............................ 500 550 605 
(4) Operating Income ............................................ $261 100 110 121 
(5) Tax (25%) ........................................................ ............................ 25 28 30 
(6) Post-tax income ............................................... $196 $75 $82 $91 

Cost sharing alternative Present value 
(15% DR) Year 1 Year 2 Year 3 

(7) Sales ................................................................ ............................ $1000 $1100 $1210 
(8) Cost Contributions ........................................... ............................ 200 220 242 
(9) PCT Payments ................................................ D A B C 
(10) Operating costs ............................................. ............................ 500 550 605 
(11) Operating income excluding PCT ................. $749 300 330 363 
(12) Operating income .......................................... H E F G 
(13) Tax ................................................................. ............................ ............................ ............................
(14) Post-tax income excluding PCT .................... $562 $225 $248 $272 
(15) Post-tax income ............................................. L I J K 

(iii) Under paragraph (g)(4) of this section, 
the arm’s length charge for a PCT Payment 
will be an amount such that a controlled 
participant’s present value, as of the date of 
the PCT of its cost sharing alternative of en-
tering into a CSA equals the present value of 
its best realistic alternative. This requires 
that L, the present value of the post-tax in-
come under the CSA, equals the present 

value of the post-tax income under the li-
censing alternative, or $196. 

(iv) FS determines that PCT Payments for 
Z should be $196 in Year 1 (A), $215 in Year 2 
(B), and $236 in Year 3 (C). By using these 
amounts for A, B, and C in the table above, 
FS is able to derive the values of E, F, G, I, 
J, and K in the table above. Based on these 
PCT Payments for Z, the post-tax income 
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will be $78 in Year 1 (I), $86 in Year 2 (J), and 
$95 in Year 3 (K). When this post-tax income 
stream is discounted at the appropriate rate 
for the cost sharing alternative (15%), the 
net present value is $196 (L). The present 
value of the PCT Payments, when discounted 
at the appropriate post-tax rate, is $488 (D). 

(v) The Commissioner undertakes an audit 
of the PCT Payments made by FS to USP for 
Z in Years 1 through 3. The Commissioner 
concludes that the PCT Payments for Z are 
arm’s length in accordance with this para-
graph (g)(4). 

Example 5. Pre-tax PCT Payment derived from 
post-tax information. (i) The facts are the 
same as in paragraphs (i) and (ii) of Example 
4. In addition, under this paragraph (g)(4), 
the arm’s length charge for a PCT Payment 
will be an amount such that a controlled 
participant’s present value, as of the date of 
the PCT of its cost sharing alternative 
equals the present value of its best realistic 
alternative. This requires that L, the present 
value of the post-tax income under the CSA, 
equals the present value of the post-tax in-
come under the licensing alternative, or $196. 

(ii) FS determines that the post-tax 
present value of the cost sharing alternative 
(excluding PCT Payments) is $562. The post- 
tax present value of the licensing alternative 
is $196. Accordingly, payments with a post- 
tax present value of $366 are required. 

(iii) The Commissioner undertakes an 
audit of the PCT Payments made by FS to 
USP for Z in Years 1 through 3. In cor-
respondence to the Commissioner, USP 
maintains that the arm’s length PCT Pay-
ment for Z should have a present value of 
$366 (D). 

(iv) The Commissioner considers that if FS 
makes PCT Payments for Z with a present 
value of $366, then the post-tax present value 
under the CSA (considering the deductibility 
of the PCT Payments) will be $287, substan-
tially higher than the post-tax present value 
of the licensing arrangement, $196. The Com-
missioner determines that, under the spe-
cific facts and assumptions of this example, 
the present value of the post-tax payments 
may be grossed up by a factor of (one minus 
the tax rate), resulting in a present value of 
pre-tax payments of $488. Accordingly, FS 
must make yearly PCT Payments (A, B, and 
C) such that the present value of the Pay-
ments is $488 (D). (When FS’s post-tax in-
come after these PCT Payments for Z is dis-
counted at the appropriate rate for the cost 
sharing alternative (15%), the net present 
value is $196 (L), which is equal to the 
present value of post-tax income under the 
licensing alternative.) The Commissioner 
concludes that the calculations that it has 
made for the PCT Payments for Z are arm’s 
length in accordance with this paragraph 
(g)(4) and, accordingly, makes the appro-
priate adjustments to USP’s income tax re-

turn to account for the gross-up required by 
paragraph (g)(2)(x) of this section. 

Example 6. Pre-tax PCT Payment derived from 
pre-tax information. (i) The facts are the same 
as in paragraphs (i) and (ii) of Example 4. In 
addition, under paragraph (g)(4) of this sec-
tion, the arm’s length charge for a PCT Pay-
ment will be an amount such that a con-
trolled participant’s present value, as of the 
date of the PCT of its cost sharing alter-
native of entering into a CSA equals the 
present value of its best realistic alter-
native. This requires that ‘‘L,’’ the present 
value of the post-tax income under the CSA, 
equals the present value of the post-tax in-
come under the licensing alternative, or $196. 

(ii) Under the specific facts and assump-
tions of this Example 6 (see paragraph 
(g)(4)(i)(G) of this section), and using the 
same (post-tax) discount rates as in Example 
4, the present value of pre-tax income under 
the licensing alternative (that is, the oper-
ating income) is $261, and the present value 
of pre-tax income under the cost sharing al-
ternative (excluding PCT Payments) is $749. 
Accordingly, FS determines that its PCT 
Payments for Z should have a present value 
equal to the difference between the two, or 
$488 (D). Such PCT Payments for Z result in 
a present value of post-tax income under the 
cost sharing alternative of $196 (L), which is 
equal to the present value of post-tax income 
under the licensing alternative. 

(iii) The Commissioner undertakes an 
audit of the PCT Payments for Z made by FS 
to USP in Years 1 through 3. The Commis-
sioner concludes that the PCT Payments for 
Z are arm’s length in accordance with this 
paragraph (g)(4). 

Example 7. Application of income method with 
a terminal value calculation. (i) For simplicity 
of calculation in this Example 7, all financial 
flows are assumed to occur at the beginning 
of each period. USP’s research and develop-
ment team, Q, has developed a technology, Z, 
for which it has several applications on the 
market now and several planned for release 
at future dates. In Year 1, USP, enters into 
a CSA with its wholly-owned subsidiary, FS, 
to develop future applications of Z. Under 
the CSA, USP will have the rights to further 
develop and exploit the future applications 
of Z in the United States, and FS will have 
the rights to further develop and exploit the 
future applications of Z in the rest of the 
world. Both Q and the rights to further de-
velop and exploit future applications of Z are 
reasonably anticipated to contribute to the 
development of future applications of Z. 
Therefore, both Q and the rights to further 
develop and exploit the future applications 
of Z are platform contributions for which 
compensation is due from FS to USP as part 
of a PCT. USP does not transfer the current 
exploitation rights for current applications 
of Z to FS. FS will not perform any research 
or development activities on Z and does not 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00710 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



701 

Internal Revenue Service, Treasury § 1.482–7 

furnish any platform contributions to the 
CSA, nor does it control any operating in-
tangibles at the inception of the CSA that 
would be relevant to the exploitation of ei-
ther current or future applications of Z. 

(ii) At the outset of the CSA, FS under-
takes an analysis of the PCTs involving Q 
and the rights with respect to Z in order to 
determine the arm’s length PCT Payments 
owing from FS to USP under the CSA. In 
that evaluation, FS concludes that the cost 
sharing alternative represents a riskier al-
ternative for FS than the licensing alter-
native. FS further concludes that the appro-
priate discount rate to apply in assessing the 
licensing alternative, based on discount 
rates of comparable uncontrolled companies 
undertaking comparable licensing trans-
actions, would be 13% per annum, whereas 
the appropriate discount rate to apply in as-
sessing the cost sharing alternative would be 
14% per annum. FS undertakes financial pro-
jections and anticipates making $100 million 
in sales during the first two years of the CSA 
in its territory with sales in Years 3 through 
8 increasing to $200 million, $400 million, $600 
million, $650 million, $700 million, and $750 
million, respectively. After Year 8, FS ex-
pects its sales of all products based upon ex-
ploitation of Z in the rest of the world to 
grow at 3% per annum for the future. FS and 
USP do not anticipate cessation of the CSA 
Activity with respect to Z at any deter-
minable date. FS anticipates that its manu-
facturing and distribution costs for exploit-
ing Z (including its operating cost contribu-
tions), will equal 60% of gross sales of Z from 
Year 1 onwards, and anticipates its cost con-
tributions will equal $25 million per annum 
for Years 1 and 2, $50 million per annum for 
Years 3 and 4, and 10% of gross sales per 
annum thereafter. 

(iii) Based on this analysis, FS determines 
that the arm’s length royalty rate that USP 
would have charged an uncontrolled licensee 
for a license of future applications of Z if 
USP had further developed future applica-
tions of Z on its own is 30% of the sales price 
of the Z-based product, as determined under 
the comparable uncontrolled transaction 
method in § 1.482–4(c). In light of the expected 
sales growth and anticipation that the CSA 
Activity will not cease as of any deter-
minable date, FS’s determination includes a 
terminal value calculation. FS further deter-
mines that under the cost sharing alter-
native, the present value of FS’s divisional 
profits, reduced by the present values of the 
anticipated operating cost contributions and 
cost contributions, would be $1,361 million. 
Under the licensing alternative, the present 
value of the operating divisional profits and 
losses, reduced by the operating cost con-
tributions, would be $2,113 million, and the 
present value of the licensing payments 
would be $1,585 million. Therefore, the total 
value of the licensing alternative would be 
$528 million. In order for the present value of 
the cost sharing alternative to equal the 
present value of the licensing alternative, 
the present value of the PCT Payments must 
equal $833 million. Accordingly, FS pays 
USP a lump sum PCT Payment of $833 mil-
lion in Year 1 for USP’s platform contribu-
tions of Z and Q. 

(iv) The Commissioner undertakes an audit 
of the PCTs and concludes, based on his own 
analysis, that this lump sum PCT Payment 
is within the interquartile range of arm’s 
length results for these platform contribu-
tions. The calculations made by FS in deter-
mining the PCT Payment in this Example 7 
are set forth in the following tables: 

COST SHARING ALTERNATIVE 

Time Period (Y = Year, TV = 
Terminal Value).

Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 TV 

Discount Period ........................... 0 1 2 3 4 5 6 7 7 
Items of Income/Expense at Be-

ginning of Year: 
1 Sales ....................... 100 100 200 400 600 650 700 750 (3% annual growth in each year 

from previous year). 
2 Routine Cost and 

Operating Cost Con-
tributions (60% of 
sales amount in row 1 
of relevant year).

60 60 120 240 360 390 420 450 (60% of annual sales in row 1 for 
each year). 

3 Cost Contributions 
(10% of sales amount 
in row 1 for relevant 
year after Year 5).

25 25 50 50 60 65 70 75 (10% of annual sales in row 1 for 
each year). 

4 Profit = amount in 
row 1 reduced by 
amounts in rows 2 
and 3.

15 15 30 110 180 195 210 225 (row 1 minus rows 2 and 3 for 
each year). 

5 PV (using 14% dis-
count rate).

15 13.2 23.1 74.2 107 101 95.7 89.9 842. 

6 TOTAL PV of Cost Sharing Alternative = Sum of all PV amounts in Row 5 for all Time Periods = $1,361 million. 
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LICENSING ALTERNATIVE 

Time Period (Y = Year, TV = 
Terminal Value).

Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 TV 

Discount Period ........................... 0 1 2 3 4 5 6 7 7 
Items of Income/Expense at Be-

ginning of Year: 
7 Sales ....................... 100 100 200 400 600 650 700 750 (3% annual growth in each year 

from previous year). 
8 Routine Cost and 

Operating Cost Con-
tributions (60% of 
sales amount in row 7 
of relevant year). 

60 60 120 240 360 390 420 450 (60% of annual sales in row 7 for 
each year). 

9 Operating Profit = 
amount in Row 7 re-
duced by amount in 
Row 8.

40 40 80 160 240 260 280 300 (Row 7 minus row 8 for each 
year). 

10 PV of row 9 (using 
13% discount rate).

40 35.4 62.7 111 147 141 135 128 1313. 

11 TOTAL PV FOR ALL AMOUNTS IN ROW 10 = $2,112.7 million 

12 Licensing Pay-
ments (30% of sales 
amount in row 7).

30 30 60 120 180 195 210 225 (30% of amount in row 7 for 
each year). 

13 PV of amount in 
row 12 (using 13% 
discount rate).

30 26.5 47 83.2 110 106 101 95.6 985. 

14 TOTAL PV FOR ALL AMOUNTS IN ROW 13 = $1,584.5 million. 
15 TOTAL PV of Licensing Alternative = Row 11 minus Row 14 = $528 million. 

CALCULATION OF PCT PAYMENT 

16 ................................ TOTAL PV OF COST SHARING ALTERNATIVE (FROM ROW 6 ABOVE) = ... $1,361 million. 
17 ................................ TOTAL PV OF LICENSING ALTERNATIVE (FROM ROW 15 ABOVE) = ......... $528 million. 
18 ................................ LUMP SUM PCT PAYMENT = ROW 16 ¥ ROW 17 = ...................................... $833 million. 

Example 8. [Reserved] For further guidance, 
see § 1.482–7T(g)(4)(viii), Example 8. 

(5) Acquisition price method—(i) In gen-
eral. The acquisition price method ap-
plies the comparable uncontrolled 
transaction method of § 1.482–4(c), or 
the comparable uncontrolled services 
price method described in § 1.482–9(c), to 
evaluate whether the amount charged 
in a PCT, or group of PCTs, is arm’s 
length by reference to the amount 
charged (the acquisition price) for the 
stock or asset purchase of an entire or-
ganization or portion thereof (the tar-
get) in an uncontrolled transaction. 
The acquisition price method is ordi-
narily used where substantially all the 
target’s nonroutine contributions, as 
such term is defined in paragraph 
(j)(1)(i) of this section, made to the 
PCT Payee’s business activities are 
covered by a PCT or group of PCTs. 

(ii) Determination of arm’s length 
charge. Under this method, the arm’s 
length charge for a PCT or group of 
PCTs covering resources, capabilities, 

and rights of the target is equal to the 
adjusted acquisition price, as divided 
among the controlled participants ac-
cording to their respective RAB shares. 

(iii) Adjusted acquisition price. The ad-
justed acquisition price is the acquisi-
tion price of the target increased by 
the value of the target’s liabilities on 
the date of the acquisition, other than 
liabilities not assumed in the case of 
an asset purchase, and decreased by the 
value of the target’s tangible property 
on that date and by the value on that 
date of any other resources, capabili-
ties, and rights not covered by a PCT 
or group of PCTs. 

(iv) Best method analysis consider-
ations. The comparability and reli-
ability considerations stated in § 1.482– 
4(c)(2) apply. Consistent with those 
considerations, the reliability of apply-
ing the acquisition price method as a 
measure of the arm’s length charge for 
the PCT Payment normally is reduced 
if— 
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(A) A substantial portion of the tar-
get’s nonroutine contributions to the 
PCT Payee’s business activities is not 
required to be covered by a PCT or 
group of PCTs, and that portion of the 
nonroutine contributions cannot reli-
ably be valued; 

(B) A substantial portion of the tar-
get’s assets consists of tangible prop-
erty that cannot reliably be valued; or 

(C) The date on which the target is 
acquired and the date of the PCT are 
not contemporaneous. 

(v) Example. The following example 
illustrates the principles of this para-
graph (g)(5): 

Example. USP, a U.S. corporation, and its 
newly incorporated, wholly-owned foreign 
subsidiary (FS) enter into a CSA at the start 
of Year 1 to develop Group Z products. Under 
the CSA, USP and FS will have the exclusive 
rights to exploit the Group Z products in the 
U.S. and the rest of the world, respectively. 
At the start of Year 2, USP acquires Com-
pany X for cash consideration worth $110 
million. At this time USP’s RAB share is 
60%, and FS’s RAB share is 40% and is not 
reasonably anticipated to change as a result 
of this acquisition. Company X joins in the 
filing of a U.S. consolidated income tax re-
turn with USP. Under paragraph (j)(2)(i) of 
this section, Company X and USP are treat-
ed as one taxpayer for purposes of this sec-
tion. Accordingly, the rights in any of Com-
pany X’s resources and capabilities that are 
reasonably anticipated to contribute to the 
development activities of the CSA will be 
considered platform contributions furnished 
by USP. Company X’s resources and capabili-
ties consist of its workforce, certain tech-
nology intangibles, $15 million of tangible 
property and other assets and $5 million in 
liabilities. The technology intangibles, as 
well as Company X’s workforce, are reason-
ably anticipated to contribute to the devel-
opment of the Group Z products under the 
CSA and, therefore, the rights in the tech-
nology intangibles and the workforce are 
platform contributions for which FS must 
make a PCT Payment to USP. None of Com-
pany X’s existing intangible assets or any of 
its workforce are anticipated to contribute 
to activities outside the CSA. For purposes 
of this example, it is assumed that no addi-
tional adjustment on account of tax liabil-
ities is needed. Applying the acquisition 
price method, the value of USP’s platform 
contributions is the adjusted acquisition 
price of $100 million ($110 million acquisition 
price plus $5 million liabilities less $15 mil-
lion tangible property and other assets). FS 
must make a PCT Payment to USP for these 
platform contributions with a reasonably an-
ticipated present value of $40 million, which 

is the product of $100 million (the value of 
the platform contributions) and 40% (FS’s 
RAB share). 

(6) Market capitalization method—(i) In 
general. The market capitalization 
method applies the comparable uncon-
trolled transaction method of § 1.482– 
4(c), or the comparable uncontrolled 
services price method described in 
§ 1.482–9(c), to evaluate whether the 
amount charged in a PCT, or group of 
PCTs, is arm’s length by reference to 
the average market capitalization of a 
controlled participant (PCT Payee) 
whose stock is regularly traded on an 
established securities market. The 
market capitalization method is ordi-
narily used where substantially all of 
the PCT Payee’s nonroutine contribu-
tions to the PCT Payee’s business are 
covered by a PCT or group of PCTs. 

(ii) Determination of arm’s length 
charge. Under the market capitaliza-
tion method, the arm’s length charge 
for a PCT or group of PCTs covering re-
sources, capabilities, and rights of the 
PCT Payee is equal to the adjusted av-
erage market capitalization, as divided 
among the controlled participants ac-
cording to their respective RAB shares. 

(iii) Average market capitalization. The 
average market capitalization is the 
average of the daily market capitaliza-
tions of the PCT Payee over a period of 
time beginning 60 days before the date 
of the PCT and ending on the date of 
the PCT. The daily market capitaliza-
tion of the PCT Payee is calculated on 
each day its stock is actively traded as 
the total number of shares outstanding 
multiplied by the adjusted closing 
price of the stock on that day. The ad-
justed closing price is the daily closing 
price of the stock, after adjustments 
for stock-based transactions (dividends 
and stock splits) and other pending 
corporate (combination and spin-off) 
restructuring transactions for which 
reliable arm’s length adjustments can 
be made. 

(iv) Adjusted average market capitaliza-
tion. The adjusted average market cap-
italization is the average market cap-
italization of the PCT Payee increased 
by the value of the PCT Payee’s liabil-
ities on the date of the PCT and de-
creased by the value on such date of 
the PCT Payee’s tangible property and 
of any other resources, capabilities, or 
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rights of the PCT Payee not covered by 
a PCT or group of PCTs. 

(v) Best method analysis considerations. 
The comparability and reliability con-
siderations stated in § 1.482–4(c)(2) 
apply. Consistent with those consider-
ations, the reliability of applying the 
comparable uncontrolled transaction 
method using the adjusted market cap-
italization of a company as a measure 
of the arm’s length charge for the PCT 
Payment normally is reduced if— 

(A) A substantial portion of the PCT 
Payee’s nonroutine contributions to its 
business activities is not required to be 
covered by a PCT or group of PCTs, 
and that portion of the nonroutine con-
tributions cannot reliably be valued; 

(B) A substantial portion of the PCT 
Payee’s assets consists of tangible 
property that cannot reliably be val-
ued; or 

(C) Facts and circumstances dem-
onstrate the likelihood of a material 
divergence between the average mar-
ket capitalization of the PCT Payee 
and the value of its resources, capabili-
ties, and rights for which reliable ad-
justments cannot be made. 

(vi) Examples. The following examples 
illustrate the principles of this para-
graph (g)(6): 

Example 1. (i) USP, a publicly traded U.S. 
company, and its newly incorporated wholly- 
owned foreign subsidiary (FS) enter into a 
CSA on Date 1 to develop software. At that 
time USP has in-process software but has no 
software ready for the market. Under the 
CSA, USP and FS will have the exclusive 
rights to exploit the software developed 
under the CSA in the United States and the 
rest of the world, respectively. On Date 1, 
USP’s RAB share is 70% and FS’s RAB share 
is 30%. USP’s assembled team of researchers 
and its in-process software are reasonably 
anticipated to contribute to the development 
of the software under the CSA. Therefore, 
the rights in the research team and in-proc-
ess software are platform contributions for 
which compensation is due from FS. Fur-
ther, these rights are not reasonably antici-
pated to contribute to any business activity 
other than the CSA Activity. 

(ii) On Date 1, USP had an average market 
capitalization of $205 million, tangible prop-
erty and other assets that can be reliably 
valued worth $5 million, and no liabilities. 
Aside from those assets, USP had no assets 
other than its research team and in-process 
software. Applying the market capitaliza-
tion method, the value of USP’s platform 
contributions is $200 million ($205 million av-

erage market capitalization of USP less $5 
million of tangible property and other as-
sets). The arm’s length value of the PCT 
Payments FS must make to USP for the 
platform contributions, before any adjust-
ment on account of tax liability as described 
in paragraph (g)(2)(ii) of this section, is $60 
million, which is the product of $200 million 
(the value of the platform contributions) and 
30% (FS’s RAB share on Date 1). 

Example 2. Aggregation with make-or-sell 
rights. (i) The facts are the same as in Exam-
ple 1, except that on Date 1 USP also has ex-
isting software ready for the market. USP 
separately enters into a license agreement 
with FS for make-or-sell rights for all exist-
ing software outside the United States. No 
marketing has occurred, and USP has no 
marketing intangibles. This license of cur-
rent make-or-sell rights is a transaction gov-
erned by § 1.482–4. However, after analysis, it 
is determined that the arm’s length PCT 
Payments and the arm’s length payments for 
the make-or-sell license may be most reli-
ably determined in the aggregate using the 
market capitalization method, under prin-
ciples described in paragraph (g)(2)(iv) of this 
section, and it is further determined that 
those principles are most reliably imple-
mented by computing the aggregate arm’s 
length charge as the product of the aggre-
gate value of the existing and in-process 
software and FS’s RAB share on Date 1. 

(ii) Applying the market capitalization 
method, the aggregate value of USP’s plat-
form contributions and the make-or-sell 
rights in its existing software is $250 million 
($255 million average market capitalization 
of USP less $5 million of tangible property 
and other assets). The total arm’s length 
value of the PCT Payments and licensing 
payments FS must make to USP for the 
platform contributions and current make-or- 
sell rights, before any adjustment on ac-
count of tax liability, if any, is $75 million, 
which is the product of $250 million (the 
value of the platform contributions and the 
make-or-sell rights) and 30% (FS’s RAB 
share on Date 1). 

Example 3. Reduced reliability. The facts are 
the same as in Example 1 except that USP 
also has significant nonroutine assets that 
will be used solely in a nascent business divi-
sion that is unrelated to the subject of the 
CSA and that cannot themselves be reliably 
valued. Those nonroutine contributions are 
not platform contributions and accordingly 
are not required to be covered by a PCT. The 
reliability of using the market capitalization 
method to determine the value of USP’s 
platform contributions to the CSA is signifi-
cantly reduced in this case because that 
method would require adjusting USP’s aver-
age market capitalization to account for the 
significant nonroutine contributions that 
are not required to be covered by a PCT. 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00714 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



705 

Internal Revenue Service, Treasury § 1.482–7 

(7) Residual profit split method—(i) In 
general. The residual profit split meth-
od evaluates whether the allocation of 
combined operating profit or loss at-
tributable to one or more platform con-
tributions subject to a PCT is arm’s 
length by reference to the relative 
value of each controlled participant’s 
contribution to that combined oper-
ating profit or loss. The combined oper-
ating profit or loss must be derived 
from the most narrowly identifiable 
business activity (relevant business ac-
tivity) of the controlled participants 
for which data are available that in-
clude the CSA Activity. The residual 
profit split method may not be used 
where only one controlled participant 
makes significant nonroutine contribu-
tions (including platform or operating 
contributions) to the CSA Activity. 
The provisions of § 1.482–6 shall apply to 
CSAs only to the extent provided and 
as modified in this paragraph (g)(7). 
Any other application to a CSA of a re-
sidual profit method not described in 
paragraphs (g)(7)(ii) and (iii) of this 
section will constitute an unspecified 
method for purposes of sections 482 and 
6662(e) and the regulations under those 
sections. 

(ii) Appropriate share of profits and 
losses. The relative value of each con-
trolled participant’s contribution to 
the success of the relevant business ac-
tivity must be determined in a manner 
that reflects the functions performed, 
risks assumed, and resources employed 
by each participant in the relevant 
business activity, consistent with the 
best method analysis described in 
§ 1.482–1(c) and (d). Such an allocation 
is intended to correspond to the divi-
sion of profit or loss that would result 
from an arrangement between uncon-
trolled taxpayers, each performing 
functions similar to those of the var-
ious controlled participants engaged in 
the relevant business activity. The 
profit allocated to any particular con-
trolled participant is not necessarily 
limited to the total operating profit of 
the group from the relevant business 
activity. For example, in a given year, 
one controlled participant may earn a 
profit while another controlled partici-
pant incurs a loss. In addition, it may 
not be assumed that the combined op-
erating profit or loss from the relevant 

business activity should be shared 
equally, or in any other arbitrary pro-
portion. 

(iii) Profit split—(A) In general. Under 
the residual profit split method, the 
present value of each controlled par-
ticipant’s residual divisional profit or 
loss attributable to nonroutine con-
tributions (nonroutine residual divi-
sional profit or loss) is allocated be-
tween the controlled participants that 
each furnish significant nonroutine 
contributions (including platform or 
operating contributions) to the rel-
evant business activity in that divi-
sion. 

(B) Determine nonroutine residual divi-
sional profit or loss. The present value of 
each controlled participant’s nonrou-
tine residual divisional profit or loss 
must be determined to reflect the most 
reliable measure of an arm’s length re-
sult. The present value of nonroutine 
residual divisional profit or loss equals 
the present value of the stream of the 
reasonably anticipated residuals over 
the duration of the CSA Activity of di-
visional profit or loss, minus market 
returns for routine contributions, 
minus operating cost contributions, 
minus cost contributions, using a dis-
count rate appropriate to such residu-
als in accordance with paragraph 
(g)(2)(v) of this section. As used in this 
paragraph (g)(7), the phrase ‘‘market 
returns for routine contributions’’ in-
cludes market returns for operating 
cost contributions and excludes market 
returns for cost contributions. 

(C) Allocate nonroutine residual divi-
sional profit or loss—(1) In general. The 
present value of nonroutine residual di-
visional profit or loss in each con-
trolled participant’s division must be 
allocated among all of the controlled 
participants based upon the relative 
values, determined as of the date of the 
PCTs, of the PCT Payor’s as compared 
to the PCT Payee’s nonroutine con-
tributions to the PCT Payor’s division. 
For this purpose, the PCT Payor’s non-
routine contribution consists of the 
sum of the PCT Payor’s nonroutine op-
erating contributions and the PCT 
Payor’s RAB share of the PCT Payor’s 
nonroutine platform contributions. For 
this purpose, the PCT Payee’s nonrou-
tine contribution consists of the PCT 
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Payor’s RAB share of the PCT Payee’s 
nonroutine platform contributions. 

(2) Relative value determination. The 
relative values of the controlled par-
ticipants’ nonroutine contributions 
must be determined so as to reflect the 
most reliable measure of an arm’s 
length result. Relative values may be 
measured by external market bench-
marks that reflect the fair market 
value of such nonroutine contributions. 
Alternatively, the relative value of 
nonroutine contributions may be esti-
mated by the capitalized cost of devel-
oping the nonroutine contributions and 
updates, as appropriately grown or dis-
counted so that all contributions may 
be valued on a comparable dollar basis 
as of the same date. If the nonroutine 
contributions by a controlled partici-
pant are also used in other business ac-
tivities (such as the exploitation of 
make-or-sell rights described in para-
graph (c)(4) of this section), an alloca-
tion of the value of the nonroutine con-
tributions must be made on a reason-
able basis among all the business ac-
tivities in which they are used in pro-
portion to the relative economic value 
that the relevant business activity and 
such other business activities are an-
ticipated to derive over time as the re-
sult of such nonroutine contributions. 

(3) Determination of PCT Payments. 
Any amount of the present value of a 
controlled participant’s nonroutine re-
sidual divisional profit or loss that is 
allocated to another controlled partici-
pant represents the present value of 
the PCT Payments due to that other 
controlled participant for its platform 
contributions to the relevant business 
activity in the relevant division. For 
purposes of paragraph (j)(3)(ii) of this 
section, the present value of a PCT 
Payor’s PCT Payments under this 
paragraph shall be deemed reduced to 
the extent of the present value of any 
PCT Payments owed to it from other 
controlled participants under this 
paragraph (g)(7). The resulting remain-
der may be converted to a fixed or con-
tingent form of payment in accordance 
with paragraph (h) (Form of payment 
rules) of this section. 

(4) Routine platform and operating con-
tributions. For purposes of this para-
graph (g)(7), any routine platform or 
operating contributions, the valuation 

and PCT Payments for which are deter-
mined and made independently of the 
residual profit split method, are treat-
ed similarly to cost contributions and 
operating cost contributions, respec-
tively. Accordingly, wherever used in 
this paragraph (g)(7), the term ‘‘routine 
contributions’’ shall not include rou-
tine platform or operating contribu-
tions, and wherever the terms ‘‘cost 
contributions’’ and ‘‘operating cost 
contributions’’ appear in this para-
graph (g)(7), they shall include net rou-
tine platform contributions and net 
routine operating contributions, re-
spectively, as defined in paragraph 
(g)(4)(vii) of this section. However, 
treatment of net operating contribu-
tions as operating cost contributions 
shall be coordinated with the treat-
ment of other routine contributions 
pursuant to paragraphs (g)(4)(iii)(B) 
and (7)(iii)(B) of this section so as to 
avoid duplicative market returns to 
such contributions. 

(iv) Best method analysis consider-
ations—(A) In general. Whether results 
derived from this method are the most 
reliable measure of the arm’s length 
result is determined using the factors 
described under the best method rule in 
§ 1.482–1(c). Thus, comparability and 
quality of data, reliability of assump-
tions, and sensitivity of results to pos-
sible deficiencies in the data and as-
sumptions, must be considered in de-
termining whether this method pro-
vides the most reliable measure of an 
arm’s length result. The application of 
these factors to the residual profit split 
in the context of the relevant business 
activity of developing and exploiting 
cost shared intangibles is discussed in 
paragraphs (g)(7)(iv)(B) through (D) of 
this section. 

(B) Comparability. The derivation of 
the present value of nonroutine resid-
ual divisional profit or loss includes a 
carveout on account of market returns 
for routine contributions. Thus, the 
comparability considerations that are 
relevant for that purpose include those 
that are relevant for the methods that 
are used to determine market returns 
for the routine contributions. 

(C) Data and assumptions. The reli-
ability of the results derived from the 
residual profit split is affected by the 
quality of the data and assumptions 
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used to apply this method. In par-
ticular, the following factors must be 
considered: 

(1) The reliability of the allocation of 
costs, income, and assets between the 
relevant business activity and the con-
trolled participants’ other activities 
that will affect the reliability of the 
determination of the divisional profit 
or loss and its allocation among the 
controlled participants. See § 1.482– 
6(c)(2)(ii)(C)(1). 

(2) The degree of consistency between 
the controlled participants and uncon-
trolled taxpayers in accounting prac-
tices that materially affect the items 
that determine the amount and alloca-
tion of operating profit or loss affects 
the reliability of the result. See § 1.482– 
6(c)(2)(ii)(C)(2). 

(3) The reliability of the data used 
and the assumptions made in esti-
mating the relative value of the non-
routine contributions by the controlled 
participants. In particular, if capital-
ized costs of development are used to 
estimate the relative value of nonrou-
tine contributions, the reliability of 
the results is reduced relative to the 
reliability of other methods that do 
not require such an estimate. This is 
because, in any given case, the costs of 
developing a nonroutine contribution 
may not be related to its market value 
and because the calculation of the cap-
italized costs of development may re-
quire the allocation of indirect costs 
between the relevant business activity 
and the controlled participant’s other 
activities, which may affect the reli-
ability of the analysis. 

(D) Other factors affecting reliability. 
Like the methods described in §§ 1.482– 
3 through 1.482–5 and § 1.482–9(c), the 
carveout on account of market returns 
for routine contributions relies exclu-
sively on external market benchmarks. 
As indicated in § 1.482–1(c)(2)(i), as the 
degree of comparability between the 
controlled participants and uncon-
trolled transactions increases, the rel-
ative weight accorded the analysis 
under this method will increase. In ad-
dition, to the extent the allocation of 
nonroutine residual divisional profit or 
loss is not based on external market 
benchmarks, the reliability of the 
analysis will be decreased in relation 
to an analysis under a method that re-

lies on market benchmarks. Finally, 
the reliability of the analysis under 
this method may be enhanced by the 
fact that all the controlled partici-
pants are evaluated under the residual 
profit split. However, the reliability of 
the results of an analysis based on in-
formation from all the controlled par-
ticipants is affected by the reliability 
of the data and the assumptions per-
taining to each controlled participant. 
Thus, if the data and assumptions are 
significantly more reliable with re-
spect to one of the controlled partici-
pants than with respect to the others, 
a different method, focusing solely on 
the results of that party, may yield 
more reliable results. 

(v) Examples. The following examples 
illustrate the principles of this para-
graph (g)(7): 

Example 1. (i) For simplicity of calculation 
in this Example 1, all financial flows are as-
sumed to occur at the beginning of each pe-
riod. USP, a U.S. electronic data storage 
company, has partially developed technology 
for a type of extremely small compact stor-
age devices (nanodisks) which are expected 
to provide a significant increase in data stor-
age capacity in various types of portable de-
vices such as cell phones, MP3 players, 
laptop computers and digital cameras. At 
the same time, USP’s wholly-owned sub-
sidiary, FS, has developed significant mar-
keting intangibles outside the United States 
in the form of customer lists, ongoing rela-
tions with various OEMs, and trademarks 
that are well recognized by consumers due to 
a long history of marketing successful data 
storage devices and other hardware used in 
various types of consumer electronics. At 
the beginning of Year 1, USP enters into a 
CSA with FS to develop nanodisk tech-
nologies for eventual commercial exploi-
tation. Under the CSA, USP will have the 
right to exploit nanodisks in the United 
States, while FS will have the right to ex-
ploit nanodisks in the rest of the world. The 
partially developed nanodisk technologies 
owned by USP are reasonably anticipated to 
contribute to the development of commer-
cially exploitable nanodisks and therefore 
the rights in the nanodisk technologies con-
stitute platform contributions of USP for 
which compensation is due under PCTs. FS 
does not have any platform contributions for 
the CSA. Due to the fact that nanodisk tech-
nologies have yet to be incorporated into 
any commercially available product, neither 
USP nor FS transfers rights to make or sell 
current products in conjunction with the 
CSA. 
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(ii) Because only in FS’s territory do both 
controlled participants make significant 
nonroutine contributions, USP and FS deter-
mine that they need to determine the rel-
ative value of their respective contributions 
to residual divisional profit or loss attrib-
utable to the CSA Activity only in FS’s ter-
ritory. FS anticipates making no nanodisk 
sales during the first year of the CSA in its 
territory with revenues in Year 2 reaching 
$200 million. Revenues through Year 5 are 
reasonably anticipated to increase by 50% 
per year. The annual growth rate for reve-
nues is then expected to decline to 30% per 
annum in Years 6 and 7, 20% per annum in 
Years 8 and 9 and 10% per annum in Year 10. 
Revenues are then expected to decline 10% in 
Year 11 and 5% per annum, thereafter. The 
routine costs (defined here as costs other 
than cost contributions, routine platform 
and operating contributions, and nonroutine 
contributions) that are allocable to this rev-
enue in calculating FS’s divisional profit or 
loss, are anticipated to equal $40 million for 
the first year of the CSA and $130 for the sec-
ond year and $200 and $250 million in Years 3 
and 4. Total operating expenses attributable 
to product exploitation (including operating 
cost contributions) equal 52% of sales per 
year. FS undertakes routine distribution ac-
tivities in its markets that constitute rou-
tine contributions to the relevant business 
activity of exploiting nanodisk technologies. 
USP and FS estimate that the total market 
return on these routine contributions will 

amount to 6% of the routine costs. FS ex-
pects its cost contributions to be $60 million 
in Year 1, rise to $100 million in Years 2 and 
3, and then decline again to $60 million in 
Year 4. Thereafter, FS’s cost contributions 
are expected to equal 10% of revenues. 

(iii) USP and FS determine the present 
value of the stream of the reasonably antici-
pated residuals in FS’s territory over the du-
ration of the CSA Activity of the divisional 
profit or loss (revenues minus routine costs), 
minus the market returns for routine con-
tributions, the operating cost contributions, 
and the cost contributions. USP and FS de-
termine, based on the considerations dis-
cussed in paragraph (g)(2)(v) of this section, 
that the appropriate discount rate is 17.5% 
per annum. Therefore, the present value of 
the nonroutine residual divisional profit is 
$1,395 million. 

(iv) After analysis, USP and FS determine 
that the relative value of the nanodisk tech-
nologies contributed by USP to CSA (giving 
effect only to its value in FS’s territory) is 
roughly 150% of the value of FS’s marketing 
intangibles (which only have value in FS’s 
territory). Consequently, 60% of the nonrou-
tine residual divisional profit is attributable 
to USP’s platform contribution. Therefore, 
FS’s PCT Payments should have an expected 
present value equal to $837 million (.6 × $1,395 
million). 

(v) The calculations for this Example 1 are 
displayed in the following table: 

Time Period (Y = Year) (TV = 
Terminal Value) ......................... Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 Y9 Y10 Y11 TV 

Discount Period ............................ 0 1 2 3 4 5 6 7 8 9 10 10 
[1] Sales ........................................ 0 200 300 450 675 878 1141 1369 1643 1807 1626 
[2] Growth Rate ............................ .......... ........ 50% 50% 50% 30% 30% 20% 20% 10% ¥10% 
[3] Exploitation Costs and Oper-

ating Cost Contributions (52% 
of Sales [1]) ............................... 40 130 200 250 351 456 593 712 854 940 846 

[4] Return on [3] (6% of [3]) ......... 2.4 8 12 15 21 27 36 43 51 56 51 
[5] Cost Contributions (10% of 

Sales [1] after Year 5) .............. 60 100 100 60 68 88 114 137 164 181 163 
[6] Residual Profit = [1] minus {[3] 

+ [4] + [5]} ................................. ¥102 ¥38 ¥12 125 235 306 398 477 573 630 567 2395 
[7] Residual Profit [6] Discounted 

at 17.5% discount rate .............. ¥102 ¥32 ¥9 77 124 137 151 154 158 148 113 477 

[8] Sum of all amounts in [7] for all time periods = $1,395 million 

[9] Relative value in FS’s division of USP’s nanotechnology to FS’s marketing intangibles = 150% 

[10] Profit Split (USP) ................... 60% = 1.5 × [11] 

[11] Profit Split (FS) ...................... 40% 

[12] FS’s PCT Payments .............. [8] × [10] = $1,395 million × 60% = $837 million 

Example 2. (i) For simplicity of calculation 
in this Example 2, all financial flows are as-
sumed to occur at the beginning of each pe-
riod. USP is a U.S. automobile manufac-
turing company that has completed signifi-
cant research on the development of diesel- 

electric hybrid engines that, if they could be 
successfully manufactured, would result in 
providing a significant increased fuel econ-
omy for a wide variety of motor vehicles. 
Successful commercialization of the diesel- 
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electric hybrid engine will require the devel-
opment of a new class of advanced battery 
that will be light, relatively cheap to manu-
facture and yet capable of holding a substan-
tial electric charge. FS, a foreign subsidiary 
of USP, has completed significant research 
on developing lithium-ion batteries that ap-
pear likely to have the requisite characteris-
tics. At the beginning of Year 1, USP enters 
into a CSA with FS to further develop diesel- 
electric hybrid engines and lithium-ion bat-
tery technologies for eventual commercial 
exploitation. Under the CSA, USP will have 
the right to exploit the diesel-electric hybrid 
engine and lithium-ion battery technologies 
in the United States, while FS will have the 
right to exploit such technologies in the rest 
of the world. The partially developed diesel- 
electric hybrid engine and lithium-ion bat-
tery technologies owned by USP and FS, re-
spectively, are reasonably anticipated to 
contribute to the development of commer-
cially exploitable automobile engines and 
therefore the rights in both these tech-
nologies constitute platform contributions 
of USP and of FS for which compensation is 
due under PCTs. At the time of inception of 
the CSA, USP owns operating intangibles in 
the form of self-developed marketing intan-
gibles which have significant value in the 
United States, but not in the rest of the 
world, and that are relevant to exploiting 
the cost shared intangibles. Similarly, FS 
owns self-developed marketing intangibles 
which have significant value in the rest of 
the world, but not in the United States, and 
that are relevant to exploiting the cost 
shared intangibles. Although the new class 
of diesel-electric hybrid engine using lith-
ium-ion batteries is not yet ready for com-
mercial exploitation, components based on 
this technology are beginning to be incor-
porated in current-generation gasoline-elec-
tric hybrid engines and the rights to make 
and sell such products are transferred from 
USP to FS and vice-versa in conjunction 
with the inception of the CSA, following the 
same territorial division as in the CSA. 

(ii) USP’s estimated RAB share is 66.7%. 
During Year 1, it is anticipated that sales in 
USP’s territory will be $1000X in Year 1. 
Sales in FS’s territory are anticipated to be 
$500X. Thereafter, as revenue from the use of 
components in gasoline-electric hybrids is 
supplemented by revenues from the produc-
tion of complete diesel-electric hybrid en-
gines using lithium-ion battery technology, 
anticipated sales in both territories will in-
crease rapidly at a rate of 50% per annum 
through Year 4. Anticipated sales are then 
anticipated to increase at a rate of 40% per 
annum for another 4 years. Sales are then 
anticipated to increase at a rate of 30% per 
annum through Year 10. Thereafter, sales are 
anticipated to decrease at a rate of 5% per 

annum for the foreseeable future as new 
automotive drivetrain technologies displace 
diesel-electric hybrid engines and lithium- 
ion batteries. Total operating expenses at-
tributable to product exploitation (including 
operating cost contributions) equal 40% of 
sales per year for both USP and FS. USP and 
FS estimate that the total market return on 
these routine contributions to the CSA will 
amount to 6% of these operating expenses. 
USP is expected to bear 2⁄3 of the total cost 
contributions for the foreseeable future. Cost 
contributions are expected to total $375X in 
Year 1 (of which $250X are borne by USP) and 
increase at a rate of 25% per annum through 
Year 6. In Years 7 through 10, cost contribu-
tions are expected to increase 10% a year. 
Thereafter, cost contributions are expected 
to decrease by 5% a year for the foreseeable 
future. 

(iii) USP and FS determine the present 
value of the stream of FS’s reasonably an-
ticipated residual divisional profit, which is 
the stream of FS’s reasonably anticipated di-
visional profit or loss, minus the market re-
turns for routine contributions, minus oper-
ating cost contributions, minus cost con-
tributions. USP and FS determine, based on 
the considerations discussed in paragraph 
(g)(2)(v) of this section, that the appropriate 
discount rate is 12% per year. Therefore, the 
present value of the nonroutine residual divi-
sional profit in USP’s territory is $41,727X 
and in CFC’s territory is $20,864X. 

(iv) After analysis, USP and FS determine 
that, in the United States the relative value 
of the technologies contributed by USP and 
FS to the CSA and of the operating intangi-
bles used by USP in the exploitation of the 
cost shared intangibles (reported as equaling 
100 in total), equals: USP’s platform con-
tribution (59.5); FS’s platform contribution 
(25.5); and USP’s operating intangibles (15). 
Consequently, the present value of the arm’s 
length amount of the PCT Payments that 
USP should pay to FS for FS’s platform con-
tribution is $10,640X (.255 × $41,727X). Simi-
larly, USP and FS determine that, in the 
rest of the world, the relative value of the 
technologies contributed by USP and FS to 
the CSA and of the operating intangibles 
used by FS in the exploitation of the cost 
shared intangibles can be divided as follows: 
USP’s platform contribution (63); FS’s plat-
form contribution (27); and FS’s operating 
intangibles (10). Consequently, the present 
value of the arm’s length amount of the PCT 
Payments that FS should pay to USP for 
USP’s platform contribution is $13,144X (.63 × 
$20,864X). Therefore, FS is required to make 
a net payment to USP with a present value 
of $2,504X ($13,144X ¥ 10,640X). 

(v) The calculations for this Example 2 are 
displayed in the following tables: 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00719 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



710 

26 CFR Ch. I (4–1–13 Edition) § 1.482–7 

CALCULATION OF USP’S PCT PAYMENT TO FS 

Time Period (Y = Year) (TV = Terminal 
Value) .................................................... Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 Y9 Y10 TV 

Discount Period ........................................ 0 1 2 3 4 5 6 7 8 9 9 
[1] Sales .................................................... 1000 1500 2250 3375 4725 6615 9261 12965 16855 21912 
[2] Growth Rate ........................................ ........ 50% 50% 50% 40% 40% 40% 40% 30% 30% 
[3] Exploitation Costs and Operating Cost 

Contributions (40% of Sales [1]) ........... 400 600 900 1350 1890 2646 3704 5186 6742 8765 
[4] Return on [3] = 6% of [3] .................... 24 36 54 81 113 159 222 311 405 526 
[5] Cost Contributions ............................... 250 313 391 488 610 763 839 923 1015 1117 
[6] Residual Profit = [1] minus {[3] + [4] + 

[5]} ......................................................... 326 552 905 1456 2111 3047 4495 6545 8693 11504 64287 
[7] Residual Profit [6] Discounted at 12% 

discount rate .......................................... 326 492 722 1036 1342 1729 2277 2961 3511 4148 23183 

[8] Sum of all amounts in [7] for all time periods = $41,727X 

Profit Split for Calculation of USP’s PCT Payment to FS: [Total of US contributions = 74.5%] 
[9] USP’s Platform Contribution = 59.5% 
[10] FS’s Platform Contribution = 25.5% 
[11] USP’s Operating Intangibles = 15% 

[12] USP’s PCT Payment to FS = [8] × [10] = $41,727X multiplied by 25.5% = $10,640X 

CALCULATION OF FS’S NET PCT PAYMENT TO USF 

Time Period (Y = Year) (TV = Terminal 
Value) ........................................................ Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 Y9 Y10 TV 

Discount Period ............................................ 0 1 2 3 4 5 6 7 8 9 9 
[13] Sales ...................................................... 500 750 1125 1688 2363 3308 4631 6483 8428 10956 
[14] Growth Rate .......................................... ........ 50% 50% 50% 40% 40% 40% 40% 30% 30% 
[15] Exploitation Costs and Operating Cost 

Contributions (40% of Sales [13]) ............. 200 300 450 675 945 1323 1852 2593 3371 4382 
[16] Return on [15] = 6% of [15] .................. 12 18 27 41 57 79 111 156 202 263 
[17] Cost Contributions ................................. 125 156 195 244 305 381 420 462 508 559 
[18] Residual Profit = [13] minus {[15] + [16] 

+ [17]} ....................................................... 163 276 453 728 1056 1524 2248 3272 4347 5752 32144 
[19] Residual Profit [18] Discounted at 12% 

discount rate .............................................. 163 246 361 518 671 865 1139 1480 1755 2074 11591 

[20] Sum of all amounts in [19] for all time periods = $20,864X 

Profit Split for Calculation of FS’s PCT Payment to USP: [Total of FS’s contributions = 37%] 
[21] USP’s Platform Contribution = 63% 
[22] FS’s Platform Contribution = 27% 
[23] FS’s Operating Intangibles = 10% 

[24] FS’s PCT Payment to USP = [20] × [21] = $20,864X multiplied by 63% = $13,144X 

[25] FS’s Net PCT Payment to USP = [24] minus [12] = $13,144X minus $10,640X = $2,504X 

(8) Unspecified methods. Methods not 
specified in paragraphs (g)(3) through 
(7) of this section may be used to evalu-
ate whether the amount charged for a 
PCT is arm’s length. Any method used 
under this paragraph (g)(8) must be ap-
plied in accordance with the provisions 
of § 1.482–1 and of paragraph (g)(2) of 
this section. Consistent with the speci-
fied methods, an unspecified method 
should take into account the general 
principle that uncontrolled taxpayers 
evaluate the terms of a transaction by 
considering the realistic alternatives 
to that transaction, and only enter 
into a particular transaction if none of 

the alternatives is preferable to it. 
Therefore, in establishing whether a 
PCT achieved an arm’s length result, 
an unspecified method should provide 
information on the prices or profits 
that the controlled participant could 
have realized by choosing a realistic al-
ternative to the CSA. See paragraph 
(k)(2)(ii)(J) of this section. As with any 
method, an unspecified method will not 
be applied unless it provides the most 
reliable measure of an arm’s length re-
sult under the principles of the best 
method rule. See § 1.482–1(c) (Best 
method rule). In accordance with 
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§ 1.482–1(d) (Comparability), to the ex-
tent that an unspecified method relies 
on internal data rather than uncon-
trolled comparables, its reliability will 
be reduced. Similarly, the reliability of 
a method will be affected by the reli-
ability of the data and assumptions 
used to apply the method, including 
any projections used. 

(h) Form of payment rules—(1) CST 
Payments. CST Payments may not be 
paid in shares of stock in the payor (or 
stock in any member of the controlled 
group that includes the controlled par-
ticipants). 

(2) PCT Payments—(i) In general. The 
consideration under a PCT for a plat-
form contribution may take one or a 
combination of both of the following 
forms: 

(A) Payments of a fixed amount 
(fixed payments), either paid in a lump 
sum payment or in installment pay-
ments spread over a specified period, 
with interest calculated in accordance 
with § 1.482–2(a) (Loans or advances). 

(B) Payments contingent on the ex-
ploitation of cost shared intangibles by 
the PCT Payor (contingent payments). 
Accordingly, controlled participants 
have flexibility to adopt a form and pe-
riod of payment, provided that such 
form and period of payment are con-
sistent with an arm’s length charge as 
of the date of the PCT. See also para-
graphs (h)(2)(iv) and (3) of this section. 

(ii) No PCT Payor Stock. PCT Pay-
ments may not be paid in shares of 
stock in the PCT Payor (or stock in 
any member of the controlled group 
that includes the controlled partici-
pants). 

(iii) Specified form of payment—(A) In 
general. The form of payment selected 
(subject to the rules of this paragraph 
(h)) for any PCT, including, in the case 
of contingent payments, the contin-
gent base and structure of the pay-
ments as set forth in paragraph 
(h)(2)(iii)(B) of this section, must be 
specified no later than the due date of 
the applicable tax return (including ex-
tensions) for the later of the taxable 
year of the PCT Payor or PCT Payee 
that includes the date of that PCT. 

(B) Contingent payments. In accord-
ance with paragraph (k)(1)(iv)(A) of 
this section, a provision of a written 
contract described in paragraph (k)(1) 

of this section, or of the additional doc-
umentation described in paragraph 
(k)(2) of this section, that provides for 
payments for a PCT (or group of PCTs) 
to be contingent on the exploitation of 
cost shared intangibles will be re-
spected as consistent with economic 
substance only if the allocation be-
tween the controlled participants of 
the risks attendant on such form of 
payment is determinable before the 
outcomes of such allocation that would 
have materially affected the PCT pric-
ing are known or reasonably knowable. 
A contingent payment provision must 
clearly and unambiguously specify the 
basis on which the contingent payment 
obligations are to be determined. In 
particular, the contingent payment 
provision must clearly and unambig-
uously specify the events that give rise 
to an obligation to make PCT Pay-
ments, the royalty base (such as sales 
or revenues), and the computation used 
to determine the PCT Payments. The 
royalty base specified must be one that 
permits verification of its proper use 
by reference to books and records 
maintained by the controlled partici-
pants in the normal course of business 
(for example, books and records main-
tained for financial accounting or busi-
ness management purposes). 

(C) Examples. The following examples 
illustrate the principles of this para-
graph (h)(2). 

Example 1. A CSA provides that PCT Pay-
ments with respect to a particular platform 
contribution shall be contingent payments 
equal to 15% of the revenues from sales of 
products that incorporate cost shared intan-
gibles. The terms further permit (but do not 
require) the controlled participants to adjust 
such contingent payments in accordance 
with a formula set forth in the arrangement 
so that the 15% rate is subject to adjustment 
by the controlled participants at their dis-
cretion on an after-the-fact, uncompensated 
basis. The Commissioner may impute pay-
ment terms that are consistent with eco-
nomic substance with respect to the plat-
form contribution because the contingent 
payment provision does not specify the com-
putation used to determine the PCT Pay-
ments. 

Example 2. Taxpayer, an automobile manu-
facturer, is a controlled participant in a CSA 
that involves research and development to 
perfect certain manufacturing techniques 
necessary to the actual manufacture of a 
state-of-the-art, hybrid fuel injection system 
known as DRL337. The arrangement involves 
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the platform contribution of a design patent 
covering DRL337. Pursuant to paragraph 
(h)(2)(iii)(B) of this section, the CSA provides 
for PCT Payments with respect to the plat-
form contribution of the patent in the form 
of royalties contingent on sales of auto-
mobiles that contain the DRL337 system. 
However, Taxpayer’s system of book- and 
record-keeping does not enable Taxpayer to 
track which automobile sales involve auto-
mobiles that contain the DRL337 system. Be-
cause Taxpayer has not complied with para-
graph (h)(2)(iii)(B) of this section, the Com-
missioner may impute payment terms that 
are consistent with economic substance and 
susceptible to verification by the Commis-
sioner. 

Example 3. (i) Controlled participants A and 
B enter into a CSA that provides for PCT 
Payments from A to B with respect to B’s 
platform contribution, Z, in the form of 
three annual installment payments due from 
A to B on the last day of each of the first 
three years of the CSA. 

(ii) On audit, based on all the facts and cir-
cumstances, the Commissioner determines 
that the installment PCT Payments are con-
sistent with an arm’s length charge as of the 
date of the PCT. Accordingly, the Commis-
sioner does not make an adjustment with re-
spect to the PCT Payments in any year. 

Example 4. (i) The facts are the same as in 
Example 3 except that the CSA contains an 
additional term with respect to the PCT 
Payments. Under this provision, A and B fur-
ther agreed that, if the present value (as of 
the CSA Start Date) of A’s actual divisional 
operating profit or loss during the three-year 
period is less than the present value (as of 
the CSA Start Date) of the divisional oper-
ating profit or loss that the parties projected 
for A upon formation of the CSA for that pe-
riod, then the third installment payment 
shall be subject to a compensating adjust-
ment in the amount necessary to reduce the 
present value (as of the CSA Start Date) of 
the aggregate PCT Payments for those three 
years to the amount that would have been 
calculated if the actual results had been used 
for the calculation instead of the projected 
results. 

(ii) This provision further specifies that A 
will pay B an additional amount, $Q, in the 
first year of the CSA to compensate B for 
taking on additional downside risk through 
the contingent payment term described in 
paragraph (i) of this Example 4. 

(iii) During the first two years, A pays B 
installment payments as agreed, as well as 
the additional amount, $Q. In the third year, 
A and B determine that the present value (as 
of the CSA Start Date) of A’s actual divi-
sional operating profit or loss during the 
three-year period is less than the present 
value (as of the CSA Start Date) of the divi-
sional operating profit or loss that the par-
ties projected for A upon formation of the 

CSA for that period. A reduces the PCT Pay-
ment to B in the third year in the amount 
necessary to reduce the present value (as of 
the CSA Start Date) of the aggregate PCT 
Payments for those three years to the 
amount that would have been calculated if 
the actual results had been used for the cal-
culation instead of the projected results. 

(iv) On audit, based on all the facts and cir-
cumstances, the Commissioner determines 
that the installment PCT Payments agreed 
to be paid by A to B were consistent with an 
arm’s length charge as of the date of the 
PCT. The Commissioner further determines 
that the contingency was sufficiently speci-
fied such that its occurrence or nonoccur-
rence was unambiguous and determinable; 
that the projections were reliable; and that 
the contingency did, in fact, occur. Finally, 
the Commissioner determines, based on all 
the facts and circumstances, that $Q was 
within the arm’s length range for the addi-
tional allocation of risk to B. Accordingly, 
no adjustment is made with respect to the 
installment PCT Payments, or the addi-
tional PCT Payment for the contingent pay-
ment term, in any year. 

Example 5. (i) The facts are the same as in 
Example 4 except that the CSA states the 
amount that A will pay B for the contingent 
payment term is $X, an amount that is less 
than $Q, and A pays B $X in the first year of 
the CSA. 

(ii) On audit, based on all the facts and cir-
cumstances, the Commissioner determines 
that the installment PCT Payments agreed 
to be paid by A to B were consistent with an 
arm’s length charge as of the date of the 
PCT. The Commissioner further determines 
that the contingency was sufficiently speci-
fied such that its occurrence or nonoccur-
rence was unambiguous and determinable; 
that the projections were reliable; and that 
the contingency did, in fact, occur. However, 
the Commissioner also determines, based on 
all the facts and circumstances, that the ad-
ditional PCT Payment of $X from A to B for 
the contingent payment term was not an 
arm’s length charge for the additional allo-
cation of risk as of the CSA Start Date in 
connection with the contingent payment 
term. Accordingly, the Commissioner makes 
an adjustment to B’s results equal to the dif-
ference between $X and the median of the 
arm’s length range of charges for the contin-
gent payment term. 

Example 6. (i) The facts are the same as in 
Example 3 except that A and B further agreed 
that, if the present value (as of the CSA 
Start Date) of A’s actual divisional oper-
ating profit or loss during the three-year pe-
riod is either less or greater than the present 
value (as of the CSA Start Date) of the divi-
sional operating profit or loss that the par-
ties projected for A upon formation of the 
CSA for that period, then A may make a 
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compensating adjustment to the third in-
stallment payment in the amount necessary 
to reduce (if actual divisional operating prof-
it or loss is less than the projections) or in-
crease (if actual divisional operating profit 
or loss exceeds the projections) the present 
value (as of the CSA Start Date) of the ag-
gregate PCT Payments for those three years 
to the amount that would have been cal-
culated if the actual results had been used 
for the calculation instead of the projected 
results. 

(ii) On audit, the Commissioner determines 
that the contingent payment term lacks eco-
nomic substance under §§ 1.482–1(d)(3)(iii)(B) 
and 1.482–7(h)(2)(iii)(B). It lacks economic 
substance because the allocation of the risks 
between A and B was indeterminate as of the 
CSA Start Date due to the elective nature of 
the potential compensating adjustments. 
Specifically, the parties agreed upfront only 
that A might make compensating adjust-
ments to the installment payments. By the 
terms of the agreement, A could decide 
whether to make such adjustments after the 
outcome of the risks was known or reason-
ably knowable. Even though the contingency 
and potential compensating adjustments 
were clearly defined in the CSA, no compen-
sating adjustments were required by the CSA 
regardless of the occurrence or nonoccur-
rence of the contingency. As a result, the 
contingent payment terms did not clearly 
and unambiguously specify the events that 
give rise to an obligation to make PCT Pay-
ments, and, accordingly, the obligation to 
make compensating adjustments pursuant to 
the contingency was indeterminate. The con-
tingent payment term allows the taxpayer to 
make adjustments that are favorable to its 
overall tax position in those years where the 
agreement allows it to make such adjust-
ments, but decline to exercise its right to 
make any adjustment in those years in 
which such an adjustment would be unfavor-
able to its overall tax position. Such terms 
do not reflect a substantive upfront alloca-
tion of risk. In addition, the vagueness of the 
agreement makes it impossible to determine 
whether such contingent payment term war-
rants an additional arm’s length charge and, 
if so, how much. 

(iii) Accordingly, the Commissioner may 
disregard the contingent payment term 
under §§ 1.482–1(d)(3)(ii)(B)(1) and 1.482– 
7(k)(1)(iv) and may impute other contractual 
terms in its place consistent with the eco-
nomic substance of the CSA. 

Example 7. (i) The facts are the same as in 
Example 6 except that the contingent pay-
ment term provides that, if the present value 
(as of the CSA Start Date) of A’s actual divi-
sional operating profit or loss during the 
three-year period is either less or greater 
than the present value (as of the CSA Start 
Date) of the divisional operating profit or 
loss that the parties projected for A upon 

formation of the CSA for that period, then A 
will make a compensating adjustment to the 
third installment payment. The CSA does 
not specify the amount of (or a formula for) 
any such compensating adjustments. 

(ii) On audit, the Commissioner determines 
that the contingent payment term lacks eco-
nomic substance under §§ 1.482–1(d)(3)(iii)(B) 
and 1.482–7(h)(2)(iii)(B). It lacks economic 
substance because the allocation of the risks 
between A and B was indeterminate as of the 
CSA Start Date due to the failure to specify 
the amount of (or a formula for) the compen-
sating adjustments that must be made if a 
contingency occurs. The basis on which the 
compensating adjustments were to be deter-
mined was neither clear nor unambiguous. 
Even though the contingency was clearly de-
fined in the CSA and the requirement of a 
compensating adjustment in the event of a 
contingency was clearly specified in the 
CSA, the parties had no agreement regarding 
the amount of such compensating adjust-
ments. As a result, the computation used to 
determine the PCT Payments was indetermi-
nate. The parties could choose to make a 
small positive compensating adjustment if 
the actual results turned out to be much 
greater than the projections, and could 
choose to make a significant negative com-
pensating adjustment if the actual results 
turned out to be less than the projections. 
Such terms do not reflect a substantive up-
front allocation of risk. In addition, the 
vagueness of the agreement makes it impos-
sible to determine whether such contingent 
payment term warrants an additional arm’s 
length charge and, if so, how much. 

(iii) Accordingly, the Commissioner may 
disregard the contingent price term under 
§§ 1.482–1(d)(3)(ii)(B)(1) and 1.482–7(k)(1)(iv) 
and may impute other contractual terms in 
its place consistent with economic substance 
of the CSA. 

(iv) Conversion from fixed to contingent 
form of payment. With regard to a con-
version of a fixed present value to a 
contingent form of payment, see para-
graphs (g)(2)(v) (Discount rate) and (vi) 
(Financial projections) of this section. 

(3) Coordination of best method rule 
and form of payment. A method de-
scribed in paragraph (g)(1) of this sec-
tion evaluates the arm’s length 
amount charged in a PCT in terms of a 
form of payment (method payment 
form). For example, the method pay-
ment form for the acquisition price 
method described in paragraph (g)(5) of 
this section, and for the market cap-
italization method described in para-
graph (g)(6) of this section, is fixed pay-
ment. Applications of the income 
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method provide different method pay-
ment forms. See paragraphs (g)(4)(i)(E) 
and (iv) of this section. The method 
payment form may not necessarily cor-
respond to the form of payment speci-
fied pursuant to paragraphs (h)(2)(iii) 
and (k)(2)(ii)(l) of this section (speci-
fied payment form). The determination 
under § 1.482–1(c) of the method that 
provides the most reliable measure of 
an arm’s length result is to be made 
without regard to whether the respec-
tive method payment forms under the 
competing methods correspond to the 
specified payment form. If the method 
payment form of the method deter-
mined under § 1.482–1(c) to provide the 
most reliable measure of an arm’s 
length result differs from the specified 
payment form, then the conversion 
from such method payment form to 
such specified payment form will be 
made to the satisfaction of the Com-
missioner. 

(i) Allocations by the Commissioner in 
connection with a CSA—(1) In general. 
The Commissioner may make alloca-
tions to adjust the results of a con-
trolled transaction in connection with 
a CSA so that the results are con-
sistent with an arm’s length result, in 
accordance with the provisions of this 
paragraph (i). 

(2) CST allocations—(i) In general. The 
Commissioner may make allocations 
to adjust the results of a CST so that 
the results are consistent with an 
arm’s length result, including any allo-
cations to make each controlled par-
ticipant’s IDC share, as determined 
under paragraph (d)(4) of this section, 
equal to that participant’s RAB share, 
as determined under paragraph (e)(1) of 
this section. Such allocations may re-
sult from, for purposes of CST deter-
minations, adjustments to— 

(A) Redetermine IDCs by adding any 
costs (or cost categories) that are di-
rectly identified with, or are reason-
ably allocable to, the IDA, or by re-
moving any costs (or cost categories) 
that are not IDCs; 

(B) Reallocate costs between the IDA 
and other business activities; 

(C) Improve the reliability of the se-
lection or application of the basis used 
for measuring benefits for purposes of 
estimating a controlled participant’s 
RAB share; 

(D) Improve the reliability of the 
projections used to estimate RAB 
shares, including adjustments de-
scribed in paragraph (i)(2)(ii) of this 
section; and 

(E) Allocate among the controlled 
participants any unallocated interests 
in cost shared intangibles. 

(ii) Adjustments to improve the reli-
ability of projections used to estimate 
RAB shares—(A) Unreliable projections. 
A significant divergence between pro-
jected benefit shares and benefit shares 
adjusted to take into account any 
available actual benefits to date (ad-
justed benefit shares) may indicate 
that the projections were not reliable 
for purposes of estimating RAB shares. 
In such a case, the Commissioner may 
use adjusted benefit shares as the most 
reliable measure of RAB shares and ad-
just IDC shares accordingly. The pro-
jected benefit shares will not be consid-
ered unreliable, as applied in a given 
taxable year, based on a divergence 
from adjusted benefit shares for every 
controlled participant that is less than 
or equal to 20% of the participant’s 
projected benefits share. Further, the 
Commissioner will not make an alloca-
tion based on such divergence if the 
difference is due to an extraordinary 
event, beyond the control of the con-
trolled participants, which could not 
reasonably have been anticipated at 
the time that costs were shared. The 
Commissioner generally may adjust 
projections of benefits used to cal-
culate benefit shares in accordance 
with the provisions of § 1.482–1. In par-
ticular, if benefits are projected over a 
period of years, and the projections for 
initial years of the period prove to be 
unreliable, this may indicate that the 
projections for the remaining years of 
the period are also unreliable and thus 
should be adjusted. For purposes of this 
paragraph (i)(2)(ii)(A), all controlled 
participants that are not U.S. persons 
are treated as a single controlled par-
ticipant. Therefore, an adjustment 
based on an unreliable projection of 
RAB shares will be made to the IDC 
shares of foreign controlled partici-
pants only if there is a matching ad-
justment to the IDC shares of con-
trolled participants that are U.S. per-
sons. Nothing in this paragraph 
(i)(2)(ii)(A) prevents the Commissioner 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00724 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



715 

Internal Revenue Service, Treasury § 1.482–7 

from making an allocation if a tax-
payer did not use the most reliable 
basis for measuring anticipated bene-
fits. For example, if the taxpayer 
measures its anticipated benefits based 
on units sold, and the Commissioner 
determines that another basis is more 
reliable for measuring anticipated ben-
efits, then the fact that actual units 
sold were within 20% of the projected 
unit sales will not preclude an alloca-
tion under this section. 

(B) Foreign-to-foreign adjustments. Ad-
justments to IDC shares based on an 
unreliable projection also may be made 
among foreign controlled participants 
if the variation between actual and 
projected benefits has the effect of sub-
stantially reducing U.S. tax. 

(C) Correlative adjustments to PCTs. 
Correlative adjustments will be made 
to any PCT Payments of a fixed 
amount that were determined based on 
RAB shares that are subsequently ad-
justed on a finding that they were 
based on unreliable projections. No cor-
relative adjustments will be made to 
contingent PCT Payments regardless 
of whether RAB shares were used as a 
parameter in the valuation of those 
payments. 

(D) Examples. The following examples 
illustrate the principles of this para-
graph (i)(2)(ii): 

Example 1. U.S. Parent (USP) and Foreign 
Subsidiary (FS) enter into a CSA to develop 
new food products, dividing costs on the 
basis of projected sales two years in the fu-
ture. In Year 1, USP and FS project that 
their sales in Year 3 will be equal, and they 
divide costs accordingly. In Year 3, the Com-
missioner examines the controlled partici-
pants’ method for dividing costs. USP and 
FS actually accounted for 42% and 58% of 
total sales, respectively. The Commissioner 
agrees that sales two years in the future pro-
vide a reliable basis for estimating benefit 
shares. Because the differences between 
USP’s and FS’s adjusted and projected ben-
efit shares are less than 20% of their pro-
jected benefit shares, the projection of fu-
ture benefits for Year 3 is reliable. 

Example 2. The facts are the same as in Ex-
ample 1, except that in Year 3 USP and FS 
actually accounted for 35% and 65% of total 
sales, respectively. The divergence between 
USP’s projected and adjusted benefit shares 
is greater than 20% of USP’s projected ben-
efit share and is not due to an extraordinary 
event beyond the control of the controlled 
participants. The Commissioner concludes 
that the projected benefit shares were unreli-

able, and uses adjusted benefit shares as the 
basis for an adjustment to the cost shares 
borne by USP and FS. 

Example 3. U.S. Parent (USP), a U.S. cor-
poration, and its foreign subsidiary (FS) 
enter into a CSA in Year 1. They project that 
they will begin to receive benefits from cost 
shared intangibles in Years 4 through 6, and 
that USP will receive 60% of total benefits 
and FS 40% of total benefits. In Years 4 
through 6, USP and FS actually receive 50% 
each of the total benefits. In evaluating the 
reliability of the controlled participants’ 
projections, the Commissioner compares the 
adjusted benefit shares to the projected ben-
efit shares. Although USP’s adjusted benefit 
share (50%) is within 20% of its projected 
benefit share (60%), FS’s adjusted benefit 
share (50%) is not within 20% of its projected 
benefit share (40%). Based on this discrep-
ancy, the Commissioner may conclude that 
the controlled participants’ projections were 
unreliable and may use adjusted benefit 
shares as the basis for an adjustment to the 
cost shares borne by USP and FS. 

Example 4. Three controlled taxpayers, 
USP, FS1, and FS2 enter into a CSA. FS1 and 
FS2 are foreign. USP is a domestic corpora-
tion that controls all the stock of FS1 and 
FS2. The controlled participants project that 
they will share the total benefits of the cost 
shared intangibles in the following percent-
ages: USP 50%; FS1 30%; and FS2 20%. Ad-
justed benefit shares are as follows: USP 
45%; FS1 25%; and FS2 30%. In evaluating 
the reliability of the controlled participants’ 
projections, the Commissioner compares 
these adjusted benefit shares to the pro-
jected benefit shares. For this purpose, FS1 
and FS2 are treated as a single controlled 
participant. The adjusted benefit share re-
ceived by USP (45%) is within 20% of its pro-
jected benefit share (50%). In addition, the 
non-US controlled participant’s adjusted 
benefit share (55%) is also within 20% of 
their projected benefit share (50%). There-
fore, the Commissioner concludes that the 
controlled participant’s projections of future 
benefits were reliable, despite the fact that 
FS2’s adjusted benefit share (30%) is not 
within 20% of its projected benefit share 
(20%). 

Example 5. The facts are the same as in Ex-
ample 4. In addition, the Commissioner deter-
mines that FS2 has significant operating 
losses and has no earnings and profits, and 
that FS1 is profitable and has earnings and 
profits. Based on all the evidence, the Com-
missioner concludes that the controlled par-
ticipants arranged that FS1 would bear a 
larger cost share than appropriate in order 
to reduce FS1’s earnings and profits and 
thereby reduce inclusions USP otherwise 
would be deemed to have on account of FS1 
under subpart F. Pursuant to paragraph 
(i)(2)(ii)(B) of this section, the Commissioner 
may make an adjustment solely to the cost 
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shares borne by FS1 and FS2 because FS2’s 
projection of future benefits was unreliable 
and the variation between adjusted and pro-
jected benefits had the effect of substan-
tially reducing USP’s U.S. income tax liabil-
ity (on account of FS1 subpart F income). 

Example 6. (i)(A) Foreign Parent (FP) and 
U.S. Subsidiary (USS) enter into a CSA in 
1996 to develop a new treatment for baldness. 
USS’s interest in any treatment developed is 
the right to produce and sell the treatment 
in the U.S. market while FP retains rights 
to produce and sell the treatment in the rest 
of the world. USS and FP measure their an-
ticipated benefits from the CSA based on 
their respective projected future sales of the 
baldness treatment. The following sales pro-
jections are used: 

SALES 
[In millions of dollars] 

Year USS FP 

1 ................................................. 5 10 
2 ................................................. 20 20 
3 ................................................. 30 30 
4 ................................................. 40 40 
5 ................................................. 40 40 
6 ................................................. 40 40 
7 ................................................. 40 40 
8 ................................................. 20 20 
9 ................................................. 10 10 
10 ............................................... 5 5 

(B) In Year 1, the first year of sales, USS 
is projected to have lower sales than FP due 
to lags in U.S. regulatory approval for the 
baldness treatment. In each subsequent year, 
USS and FP are projected to have equal 
sales. Sales are projected to build over the 
first three years of the period, level off for 
several years, and then decline over the final 
years of the period as new and improved 
baldness treatments reach the market. 

(ii) To account for USS’s lag in sales in the 
Year 1, the present discounted value of sales 
over the period is used as the basis for meas-
uring benefits. Based on the risk associated 
with this venture, a discount rate of 10 per-
cent is selected. The present discounted 
value of projected sales is determined to be 
approximately $154.4 million for USS and 
$158.9 million for FP. On this basis USS and 
FP are projected to obtain approximately 
49.3% and 50.7% of the benefit, respectively, 
and the costs of developing the baldness 
treatment are shared accordingly. 

(iii)(A) In Year 6, the Commissioner exam-
ines the CSA. USS and FP have obtained the 
following sales results through Year 5: 

SALES 
[In millions of dollars] 

Year USS FP 

1 ................................................. 0 17 
2 ................................................. 17 35 

SALES—Continued 
[In millions of dollars] 

Year USS FP 

3 ................................................. 25 35 
4 ................................................. 38 41 
5 ................................................. 39 41 

(B) USS’s sales initially grew more slowly 
than projected while FP’s sales grew more 
quickly. In each of the first three years of 
the period, the share of total sales of at least 
one of the parties diverged by over 20% from 
its projected share of sales. However, by 
Year 5 both parties’ sales had leveled off at 
approximately their projected values. Tak-
ing into account this leveling off of sales and 
all the facts and circumstances, the Commis-
sioner determines that it is appropriate to 
use the original projections for the remain-
ing years of sales. Combining the actual re-
sults through Year 5 with the projections for 
subsequent years, and using a discount rate 
of 10%, the present discounted value of sales 
is approximately $141.6 million for USS and 
$187.3 million for FP. This result implies 
that USS and FP obtain approximately 43.1% 
and 56.9%, respectively, of the anticipated 
benefits from the baldness treatment. Be-
cause these adjusted benefit shares are with-
in 20% of the benefit shares calculated based 
on the original sales projections, the Com-
missioner determines that, based on the dif-
ference between adjusted and projected ben-
efit shares, the original projections were not 
unreliable. No adjustment is made based on 
the difference between adjusted and pro-
jected benefit shares. 

Example 7. (i) The facts are the same as in 
Example 6, except that the actual sales re-
sults through Year 5 are as follows: 

SALES 
[In millions of dollars] 

Year USS FP 

1 ................................................. 0 17 
2 ................................................. 17 35 
3 ................................................. 25 44 
4 ................................................. 34 54 
5 ................................................. 36 55 

(ii) Based on the discrepancy between the 
projections and the actual results and on 
consideration of all the facts, the Commis-
sioner determines that for the remaining 
years the following sales projections are 
more reliable than the original projections: 

SALES 
[In millions of dollars] 

Year USS FP 

6 ................................................. 36 55 
7 ................................................. 36 55 
8 ................................................. 18 28 
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SALES—Continued 
[In millions of dollars] 

Year USS FP 

9 ................................................. 9 14 
10 ............................................... 4.5 7 

(iii) Combining the actual results through 
Year 5 with the projections for subsequent 
years, and using a discount rate of 10%, the 
present discounted value of sales is approxi-
mately $131.2 million for USS and $229.4 mil-
lion for FP. This result implies that USS and 
FP obtain approximately 35.4% and 63.6%, re-
spectively, of the anticipated benefits from 
the baldness treatment. These adjusted ben-
efit shares diverge by greater than 20% from 
the benefit shares calculated based on the 
original sales projections, and the Commis-
sioner determines that, based on the dif-
ference between adjusted and projected ben-
efit shares, the original projections were un-
reliable. The Commissioner adjusts cost 
shares for each of the taxable years under ex-
amination to conform them to the recal-
culated shares of anticipated benefits. 

(iii) Timing of CST allocations. If the 
Commissioner makes an allocation to 
adjust the results of a CST, the alloca-
tion must be reflected for tax purposes 
in the year in which the IDCs were in-
curred. When a CST payment is owed 
by one controlled participant to an-
other controlled participant, the Com-
missioner may make appropriate allo-
cations to reflect an arm’s length rate 
of interest for the time value of money, 
consistent with the provisions of 
§ 1.482–2(a) (Loans or advances). 

(3) PCT allocations. The Commis-
sioner may make allocations to adjust 
the results of a PCT so that the results 
are consistent with an arm’s length re-
sult in accordance with the provisions 
of the applicable sections of the regula-
tions under section 482, as determined 
pursuant to paragraph (a)(2) of this sec-
tion. 

(4) Allocations regarding changes in 
participation under a CSA. The Commis-
sioner may make allocations to adjust 
the results of any controlled trans-
action described in paragraph (f) of this 
section if the controlled participants 
do not reflect arm’s length results in 
relation to any such transaction. 

(5) Allocations when CSTs are consist-
ently and materially disproportionate to 
RAB shares. If a controlled participant 
bears IDC shares that are consistently 
and materially greater or lesser than 

its RAB share, then the Commissioner 
may conclude that the economic sub-
stance of the arrangement between the 
controlled participants is inconsistent 
with the terms of the CSA. In such a 
case, the Commissioner may disregard 
such terms and impute an agreement 
that is consistent with the controlled 
participants’ course of conduct, under 
which a controlled participant that 
bore a disproportionately greater IDC 
share received additional interests in 
the cost shared intangibles. See 
§§ 1.482–1(d)(3)(ii)(B) (Identifying con-
tractual terms) and 1.482–4(f)(3)(ii) 
(Identification of owner). Such addi-
tional interests will consist of partial 
undivided interests in the other con-
trolled participant’s interest in the 
cost shared intangible. Accordingly, 
that controlled participant must re-
ceive arm’s length consideration from 
any controlled participant whose IDC 
share is less than its RAB share over 
time, under the provisions of §§ 1.482–1 
and 1.482–4 through 1.482–6 to provide 
compensation for the latter controlled 
participants’ use of such partial undi-
vided interest. 

(6) Periodic adjustments—(i) In general. 
Subject to the exceptions in paragraph 
(i)(6)(vi) of this section, the Commis-
sioner may make periodic adjustments 
for an open taxable year (the Adjust-
ment Year) and for all subsequent tax-
able years for the duration of the CSA 
Activity with respect to all PCT Pay-
ments, if the Commissioner determines 
that, for a particular PCT (the Trigger 
PCT), a particular controlled partici-
pant that owes or owed a PCT Payment 
relating to that PCT (such controlled 
participant being referred to as the 
PCT Payor for purposes of this para-
graph (i)(6)) has realized an Actually 
Experienced Return Ratio (AERR) that 
is outside the Periodic Return Ratio 
Range (PRRR). The satisfaction of the 
condition stated in the preceding sen-
tence is referred to as a Periodic Trig-
ger. See paragraphs (i)(6)(ii) through 
(vi) of this section regarding the 
PRRR, the AERR, and periodic adjust-
ments. In determining whether to 
make such adjustments, the Commis-
sioner may consider whether the out-
come as adjusted more reliably reflects 
an arm’s length result under all the 
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relevant facts and circumstances, in-
cluding any information known as of 
the Determination Date. The Deter-
mination Date is the date of the rel-
evant determination by the Commis-
sioner. The failure of the Commis-
sioner to determine for an earlier tax-
able year that a PCT Payment was not 
arm’s length will not preclude the 
Commissioner from making a periodic 
adjustment for a subsequent year. A 
periodic adjustment under this para-
graph (i)(6) may be made without re-
gard to whether the taxable year of the 
Trigger PCT or any other PCT remains 
open for statute of limitations pur-
poses or whether a periodic adjustment 
has previously been made with respect 
to any PCT Payment. 

(ii) PRRR. Except as provided in the 
next sentence, the PRRR will consist of 
return ratios that are not less than .667 
nor more than 1.5. Alternatively, if the 
controlled participants have not sub-
stantially complied with the docu-
mentation requirements referenced in 
paragraph (k) of this section, as modi-
fied, if applicable, by paragraphs (m)(2) 
and (3) of this section, the PRRR will 
consist of return ratios that are not 
less than .8 nor more than 1.25. 

(iii) AERR—(A) In general. The AERR 
is the present value of total profits 
(PVTP) divided by the present value of 
investment (PVI). In computing PVTP 
and PVI, present values are computed 
using the applicable discount rate 
(ADR), and all information available as 
of the Determination Date is taken 
into account. 

(B) PVTP. The PVTP is the present 
value, as of the CSA Start Date, as de-
fined in section (j)(1)(i) of this section, 
of the PCT Payor’s actually experi-
enced divisional profits or losses from 
the CSA Start Date through the end of 
the Adjustment Year. 

(C) PVI. The PVI is the present value, 
as of the CSA Start Date, of the PCT 
Payor’s investment associated with the 
CSA Activity, defined as the sum of its 
cost contributions and its PCT Pay-
ments, from the CSA Start Date 
through the end of the Adjustment 
Year. For purposes of computing the 
PVI, PCT Payments means all PCT 
Payments due from a PCT Payor before 
netting against PCT Payments due 
from other controlled participants pur-

suant to paragraph (j)(3)(ii) of this sec-
tion. 

(iv) ADR—(A) In general. Except as 
provided in paragraph (i)(6)(iv)(B) of 
this section, the ADR is the discount 
rate pursuant to paragraph (g)(2)(v) of 
this section, subject to such adjust-
ments as the Commissioner determines 
appropriate. 

(B) Publicly traded companies. If the 
PCT Payor meets the conditions of 
paragraph (i)(6)(iv)(C) of this section, 
the ADR is the PCT Payor WACC as of 
the date of the Trigger PCT. However, 
if the Commissioner determines, or the 
controlled participants establish to the 
satisfaction of the Commissioner, that 
a discount rate other than the PCT 
Payor WACC better reflects the degree 
of risk of the CSA Activity as of such 
date, the ADR is such other discount 
rate. 

(C) Publicly traded. A PCT Payor 
meets the conditions of this paragraph 
(i)(6)(iv)(C) if— 

(1) Stock of the PCT Payor is pub-
licly traded; or 

(2) Stock of the PCT Payor is not 
publicly traded, provided the PCT 
Payor is included in a group of compa-
nies for which consolidated financial 
statements are prepared; and a publicly 
traded company in such group owns, di-
rectly or indirectly, stock in PCT 
Payor. Stock of a company is publicly 
traded within the meaning of this para-
graph (i)(6)(iv)(C) if such stock is regu-
larly traded on an established United 
States securities market and the com-
pany issues financial statements pre-
pared in accordance with United States 
generally accepted accounting prin-
ciples for the taxable year. 

(D) PCT Payor WACC. The PCT Payor 
WACC is the WACC, as defined in para-
graph (j)(1)(i) of this section, of the 
PCT Payor or the publicly traded com-
pany described in paragraph 
(i)(6)(iv)(C)(2)(ii) of this section, as the 
case may be. 

(E) Generally accepted accounting prin-
ciples. For purposes of paragraph 
(i)(6)(iv)(C) of this section, a financial 
statement prepared in accordance with 
a comprehensive body of generally ac-
cepted accounting principles other 
than United States generally accepted 
accounting principles is considered to 
be prepared in accordance with United 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00728 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



719 

Internal Revenue Service, Treasury § 1.482–7 

States generally accepted accounting 
principles provided that the amounts of 
debt, equity, and interest expense are 
reflected in any reconciliation between 
such other accounting principles and 
United States generally accepted ac-
counting principles required to be in-
corporated into the financial state-
ment by the securities laws governing 
companies whose stock is regularly 
traded on United States securities mar-
kets. 

(v) Determination of periodic adjust-
ments. In the event of a Periodic Trig-
ger, subject to paragraph (i)(6)(vi) of 
this section, the Commissioner may 
make periodic adjustments with re-
spect to all PCT Payments between all 
PCT Payors and PCT Payees for the 
Adjustment Year and all subsequent 
years for the duration of the CSA Ac-
tivity pursuant to the residual profit 
split method as provided in paragraph 
(g)(7) of this section, subject to the fur-
ther modifications in this paragraph 
(i)(6)(v). A periodic adjustment may be 
made for a particular taxable year 
without regard to whether the taxable 
years of the Trigger PCT or other PCTs 
remain open for statute of limitation 
purposes. 

(A) In general. Periodic adjustments 
are determined by the following steps: 

(1) First, determine the present 
value, as of the date of the Trigger 
PCT, of the PCT Payments under para-
graph (g)(7)(iii)(C)(3) of this section 
pursuant to the Adjusted RPSM as de-
fined in paragraph (i)(6)(v)(B) of this 
section (first step result). 

(2) Second, convert the first step re-
sult into a stream of contingent pay-
ments on a base of reasonably antici-
pated divisional profits or losses over 
the entire duration of the CSA Activ-
ity, using a level royalty rate (second 
step rate). See paragraph (h)(2)(iv) of 
this section (Conversion from fixed to 
contingent form of payment). This con-
version is made based on all informa-
tion known as of the Determination 
Date. 

(3) Third, apply the second step rate 
to the actual divisional profit or loss 
for taxable years preceding and includ-
ing the Adjustment Year to yield a 
stream of contingent payments for 
such years, and convert such stream to 
a present value as of the CSA Start 

Date under the principles of paragraph 
(g)(2)(v) of this section (third step re-
sult). For this purpose, the second step 
rate applied to a loss for a particular 
year will yield a negative contingent 
payment for that year. 

(4) Fourth, convert any actual PCT 
Payments up through the Adjustment 
Year to a present value as of the CSA 
Start Date under the principles of 
paragraph (g)(2)(v) of this section. Then 
subtract such amount from the third 
step result. Determine the nominal 
amount in the Adjustment Year that 
would have a present value as of the 
CSA Start Date equal to the present 
value determined in the previous sen-
tence to determine the periodic adjust-
ment in the Adjustment Year. 

(5) Fifth, apply the second step rate 
to the actual divisional profit or loss 
for each taxable year after the Adjust-
ment Year up to and including the tax-
able year that includes the Determina-
tion Date to yield a stream of contin-
gent payments for such years. For this 
purpose, the second step rate applied to 
a loss will yield a negative contingent 
payment for that year. Then subtract 
from each such payment any actual 
PCT Payment made for the same year 
to determine the periodic adjustment 
for such taxable year. 

(6) For each taxable year subsequent 
to the year that includes the Deter-
mination Date, the periodic adjust-
ment for such taxable year (which is in 
lieu of any PCT Payment that would 
otherwise be payable for that year 
under the taxpayer’s position) equals 
the second step rate applied to the ac-
tual divisional profit or loss for that 
year. For this purpose, the second step 
rate applied to a loss for a particular 
year will yield a negative contingent 
payment for that year. 

(7) If the periodic adjustment for any 
taxable year is a positive amount, then 
it is an additional PCT Payment owed 
from the PCT Payor to the PCT Payee 
for such year. If the periodic adjust-
ment for any taxable year is a negative 
amount, then it is an additional PCT 
Payment owed by the PCT Payee to 
the PCT Payor for such year. 

(B) Adjusted RPSM as of Determination 
Date. The Adjusted RPSM is the resid-
ual profit split method pursuant to 
paragraph (g)(7) of this section applied 
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to determine the present value, as of 
the date of the Trigger PCT, of the 
PCT Payments under paragraph 
(g)(7)(iii)(C)(3) of this section, with the 
following modifications. 

(1) Actual results up through the De-
termination Date shall be substituted 
for what otherwise were the projected 
results over such period, as reasonably 
anticipated as of the date of the Trig-
ger PCT. 

(2) Projected results for the balance 
of the CSA Activity after the Deter-
mination Date, as reasonably antici-
pated as of the Determination Date, 
shall be substituted for what otherwise 
were the projected results over such pe-
riod, as reasonably anticipated as of 
the date of the Trigger PCT. 

(3) The requirement in paragraph 
(g)(7)(i) of this section, that at least 
two controlled participants make sig-
nificant nonroutine contributions, does 
not apply. 

(vi) Exceptions to periodic adjust-
ments—(A) Controlled participants estab-
lish periodic adjustment not warranted. 
No periodic adjustment will be made 
under paragraphs (i)(6)(i) and (v) of this 
section if the controlled participants 
establish to the satisfaction of the 
Commissioner that all the conditions 
described in one of paragraphs 
(i)(6)(vi)(A)(1) through (4) of this sec-
tion apply with respect to the Trigger 
PCT. 

(1) Transactions involving the same 
platform contribution as in the Trigger 
PCT. 

(i) The same platform contribution is 
furnished to an uncontrolled taxpayer 
under substantially the same cir-
cumstances as those of the relevant 
Trigger PCT and with a similar form of 
payment as the Trigger PCT; 

(ii) This transaction serves as the 
basis for the application of the com-
parable uncontrolled transaction meth-
od described in paragraph (g)(3) of this 
section, in the first year and all subse-
quent years in which substantial PCT 
Payments relating to the Trigger PCT 
were required to be paid; and 

(iii) The amount of those PCT Pay-
ments in that first year was arm’s 
length. 

(2) Results not reasonably anticipated. 
The differential between the AERR and 
the nearest bound of the PRRR is due 

to extraordinary events beyond the 
control of the controlled participants 
that could not reasonably have been 
anticipated as of the date of the Trig-
ger PCT. 

(3) Reduced AERR does not cause Peri-
odic Trigger. The Periodic Trigger 
would not have occurred had the PCT 
Payor’s divisional profits or losses used 
to calculate its PVTP both taken into 
account expenses on account of oper-
ating cost contributions and routine 
platform contributions, and excluded 
those profits or losses attributable to 
the PCT Payor’s routine contributions 
to its exploitation of cost shared intan-
gibles, nonroutine contributions to the 
CSA Activity, operating cost contribu-
tions, and routine platform contribu-
tions. 

(4) Increased AERR does not cause Peri-
odic Trigger—(i) The Periodic Trigger 
would not have occurred had the divi-
sional profits or losses of the PCT 
Payor used to calculate its PVTP in-
cluded its reasonably anticipated divi-
sional profits or losses after the Ad-
justment Year from the CSA Activity, 
including from its routine contribu-
tions, its operating cost contributions, 
and its nonroutine contributions to 
that activity, and had the cost con-
tributions and PCT Payments of the 
PCT Payor used to calculate its PVI 
included its reasonably anticipated 
cost contributions and PCT Payments 
after the Adjustment Year. The reason-
ably anticipated amounts in the pre-
vious sentence are determined based on 
all information available as of the De-
termination Date. 

(ii) For purposes of this paragraph 
(i)(6)(vi)(A)(4), the controlled partici-
pants may, if they wish, assume that 
the average yearly divisional profits or 
losses for all taxable years prior to and 
including the Adjustment Year, in 
which there has been substantial ex-
ploitation of cost shared intangibles re-
sulting from the CSA (exploitation 
years), will continue to be earned in 
each year over a period of years equal 
to 15 minus the number of exploitation 
years prior to and including the Deter-
mination Date. 

(B) Circumstances in which Periodic 
Trigger deemed not to occur. No Periodic 
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Trigger will be deemed to have oc-
curred at the times and in the cir-
cumstances described in paragraph 
(i)(6)(vi)(B)(1) or (2) of this section. 

(1) 10-year period. In any year subse-
quent to the 10-year period beginning 
with the first taxable year in which 
there is substantial exploitation of cost 
shared intangibles resulting from the 
CSA, if the AERR determined is within 
the PRRR for each year of such 10-year 
period. 

(2) 5-year period. In any year of the 5- 
year period beginning with the first 
taxable year in which there is substan-
tial exploitation of cost shared intangi-
bles resulting from the CSA, if the 
AERR falls below the lower bound of 
the PRRR. 

(vii) Examples. The following exam-
ples illustrate the rules of this para-
graph (i)(6): 

Example 1. (i) For simplicity of calculation 
in this Example 1, all financial flows are as-
sumed to occur at the beginning of the year. 
At the beginning of Year 1, USP, a publicly 
traded U.S. company, and FS, its wholly- 
owned foreign subsidiary, enter into a CSA 
to develop new technology for cell phones. 
USP has a platform contribution, the rights 

for an in-process technology that when de-
veloped will improve the clarity of calls, for 
which compensation is due from FS. FS has 
no platform contributions to the CSA, no op-
erating contributions, and no operating cost 
contributions. USP and FS agree to fixed 
PCT payments of $40 million in Year 1 and 
$10 million per year for Years 2 through 10. 
At the beginning of Year 1, the weighted av-
erage cost of capital of the controlled group 
that includes USP and FS is 15%. In Year 9, 
the Commissioner audits Years 5 through 7 
of the CSA and considers whether any peri-
odic adjustments should be made. USP and 
FS have substantially complied with the 
documentation requirements of paragraph 
(k) of this section. 

(ii) FS experiences the results reported in 
the following table from its participation in 
the CSA through Year 7. In the table, all 
present values (PV) are reported as of the 
CSA Start Date, which is the same as the 
date of the PCT (and reflect a 15% discount 
rate as discussed in paragraph (iii) of this Ex-
ample 1). Thus, in any year the present value 
of the cumulative investment is PVI and of 
the cumulative divisional profit or loss is 
PVTP. All amounts in this table and the ta-
bles that follow are reported in millions of 
dollars and cost contributions are referred to 
as ‘‘CCs’’ (for simplicity of calculation in 
this Example 1, all financial flows are as-
sumed to occur at the beginning of the year). 

a b c d e f g h 

Year Sales Non CC 
costs CCs PCT pay-

ments 
Investment 

(d+e) 

Divisional 
profit or 

loss 
(b-c) 

AERR 
(PVTP/ 

PVI) 
(g/f) 

1 .................................................. 0 0 15 40 55 0 
2 .................................................. 0 0 17 10 27 0 
3 .................................................. 0 0 18 10 28 0 
4 .................................................. 705 662 20 10 30 46 
5 .................................................. 886 718 22 10 32 168 
6 .................................................. 1,113 680 24 10 34 433 
7 .................................................. 1,179 747 27 10 37 432 
PV through Year 5 ...................... 970 846 69 69 138 124 0.90 
PV through Year 6 ...................... 1,523 1,184 81 74 155 340 2.20 
PV through Year 7 ...................... 2,033 1,507 93 78 171 526 3.09 

(iii) Because USP is publicly traded in the 
United States and is a member of the con-
trolled group to which FS (the PCT Payor) 
belongs, for purposes of calculating the 
AERR for FS, the present values of its PVTP 
and PVI are determined using an ADR of 
15%, the weighted average cost of capital of 
the controlled group. (It is assumed that no 
other rate was determined or established, 
under paragraph (i)(6)(iv)(B) of this section, 
to better reflect the relevant degree of risk.) 
At a 15% discount rate, the PVTP, cal-
culated as of Year 1, and based on actual 
profits realized by FS through Year 7 from 
exploiting the new cell phone technology de-

veloped by the CSA, is $526 million. The PVI, 
based on FS’s cost contributions and its PCT 
Payments, is $171 million. The AERR for FS 
is equal to its PVTP divided by its PVI, $526 
million/$171 million, or 3.09. There is a Peri-
odic Trigger because FS’s AERR of 3.09 falls 
outside the PRRR of .67 to 1.5, the applicable 
PRRR for controlled participants complying 
with the documentation requirements of this 
section. 

(iv) At the time of the Determination 
Date, it is determined that the first Adjust-
ment Year in which a Periodic Trigger oc-
curred was Year 6, when the AERR of FS was 
determined to be 2.20. It is also determined 
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that for Year 6 none of the exceptions to 
periodic adjustments described in paragraph 
(i)(6)(vi) of this section applies. The Commis-
sioner exercises its discretion under para-
graph (i)(6)(i) of this section to make peri-
odic adjustments using Year 6 as the Adjust-
ment Year. Therefore, the arm’s length PCT 
Payments from FS to USP shall be deter-
mined for each taxable year using the ad-
justed residual profit split method described 
in paragraphs (g)(7) and (i)(6)(v)(B) of this 
section. Periodic adjustments will be made 
for each year to the extent the PCT Pay-

ments actually made by FS differ from the 
PCT Payment calculation under the adjusted 
residual profit split method. 

(v) It is determined, as of the Determina-
tion Date, that the cost shared intangibles 
will be exploited through Year 10. FS’s re-
turn for routine contributions (determined 
by the Commissioner, based on the return for 
comparable functions undertaken by com-
parable uncontrolled companies, to be 8% of 
non-CC costs), and its actual and projected 
results, are described in the following table. 

a b c d e f g 

Year Sales Non-CC costs 
Divisional 

profit or loss 
(b-c) 

CCs Routing return Residual proift 
(d-e-f) 

1 .................................... 0 0 0 15 0 ¥15 
2 .................................... 0 0 0 17 0 ¥17 
3 .................................... 0 0 0 18 0 ¥18 
4 .................................... 705 662 43 20 53 ¥30 
5 .................................... 886 718 168 22 57 89 
6 .................................... 1,113 680 433 24 54 355 
7 .................................... 1,179 747 432 27 60 345 
8 .................................... 1,238 822 416 29 66 321 
9 .................................... 1,300 894 406 32 72 302 
10 .................................. 1,365 974 391 35 78 278 
Cumulative PV through 

Year 10 as of CSA 
Start Date .................. 3,312 2,385 927 124 191 612 

(vi) The periodic adjustments are cal-
culated in a series of steps set out in para-
graph (i)(6)(v)(A) of this section. First, a 
lump sum for the PCT Payment is deter-
mined using the adjusted residual profit split 
method. Under the method, based on the con-
siderations discussed in paragraph (g)(2)(v) of 
this section, the appropriate discount rate is 
15% per year. The nonroutine residual divi-
sional profit or loss described in paragraph 
(g)(7)(iii)(B) of this section is $612 million. 
Further, under paragraph (g)(7)(iii)(C) of this 
section, the entire nonroutine residual divi-
sional profit constitutes the PCT Payment 
because only USP has nonroutine contribu-
tions. 

(vii) In step two, the first step result ($612 
million) is converted into a level royalty 
rate based on the reasonably anticipated di-
visional profit or losses of the CSA Activity, 
the PV of which is reported in the table 
above (net PV of divisional profit or loss for 
Years 1 through 10 is $927 million). Con-
sequently, the step two result is a level roy-

alty rate of 66.0% ($612/$927) of the divisional 
profit in Years 1 through 10. 

(viii) In step three, the Commissioner cal-
culates the PCT Payments due through Year 
6 by applying the step two royalty rate to 
the actual divisional profits for each year 
and then determines the aggregate PV of 
these PCT Payments as of the CSA Start 
Date ($224 million as reported in the fol-
lowing table). In step four, the PCT Pay-
ments actually made through Year 6 are 
similarly converted to PV as of the CSA 
Start Date ($74 million) and subtracted from 
the amount determined in step three ($224 
million—$74 million = $150 million). That dif-
ference of $150 million, representing a net PV 
as of the CSA Start Date, is then converted 
to a nominal amount, as of the Adjustment 
Year, of equivalent present value (again 
using a discount rate of 15%). That nominal 
amount is $302 million (not shown in the 
table), and is the periodic adjustment in 
Year 6. 

a b c d e 

Year Divisional profit Royalty rate 

Nominal royalty due 
under adjusted 

RPSM 
(b*c) 

Nominal payments 
made 

Year 1 .................................................... 0 66.0 $0 $40 
Year 2 .................................................... 0 66.0 0 10 
Year 3 .................................................... 0 66.0 0 10 
Year 4 .................................................... 43 66.0 28 10 
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a b c d e 

Year Divisional profit Royalty rate 

Nominal royalty due 
under adjusted 

RPSM 
(b*c) 

Nominal payments 
made 

Year 5 .................................................... 168 66.0 111 10 
Year 6 .................................................... 433 66.0 286 10 
Cumulative PV as of Year 1 ................. ................................ ................................ 224 74 

(ix) Under step five, the royalties due from 
FS to USP for Year 7 (the year after the Ad-
justment Year) through Year 9 (the year in-
cluding the Determination Date) are deter-
mined. (These determinations are made for 
Years 8 and 9 after the divisional profit for 
those years becomes available.) For each 
year, the periodic adjustment is a PCT Pay-
ment due in addition to the $10 million PCT 

Payment that must otherwise be paid under 
the CSA as described in paragraph (i) of this 
Example 1. That periodic adjustment is cal-
culated as the product of the step two roy-
alty rate and the divisional profit, minus the 
$10 million that was otherwise paid for that 
year. The calculations are shown in the fol-
lowing table: 

a b c d e f 

Year Divisional profit Royalty rate Royalty due 
(b*c) 

PCT Payments 
otherwise paid 

Periodic 
adjustment 

d-e) 

7 ............................................ 432 66.0% $285 $10 $275 
8 ............................................ 416 66.0 275 10 265 
9 ............................................ 406 66.0 268 10 258 

(x) Under step six, the periodic adjustment 
for Year 10 (the only exploitation year after 
the year containing the Determination Date) 
will be determined by applying the step two 
royalty rate to the divisional profit. This 
periodic adjustment is a PCT Payment pay-

able from FS to USP, and is in lieu of the $10 
payment otherwise due. The calculations are 
shown in the following table, based on a divi-
sional profit of $391 million. USP and FS ex-
perienced the following results in Year 10. 

Year Divisional profit Royalty rate Royalty due 

PCT payment 
called for under 
original agree-
ment but not 

made 

Periodic 
adjustment 

10 .......................................... 391 66.0% $258 $10 (not paid) $258 

Example 2. The facts are the same as in 
paragraphs (i) through (iii) of Example 1. At 
the time of the Determination Date, it is de-
termined that the first Adjustment Year in 
which a Periodic Trigger occurred was Year 
6, when the AERR of FS was determined to 
be 2.73. Upon further investigation as to 
what may have caused the high return in 
FS’s market, the Commissioner learns that, 
in Years 4 through 6, USP’s leading competi-
tors experienced severe, unforeseen disrup-
tions in their supply chains resulting in a 
significant increase in USP’s and FS’s mar-
ket share for cell phones. Further analysis 
determines that without this unforeseen oc-
currence the Periodic Trigger would not 
have occurred. Based on paragraph 
(i)(6)(vi)(A)(2) of this section, the Commis-
sioner determines to his satisfaction that no 
adjustments are warranted. 

Example 3. (i) USP, a U.S. corporation, and 
its wholly-owned foreign subsidiaries FS1, 
FS2, and FS3 enter into a CSA at the start 
of Year 1 to develop version 2.0 of a computer 
program. USP makes a platform contribu-
tion, version 1.0 of the program (upon which 
version 2.0 will be based), for which com-
pensation is due from FS1, FS2, and FS3. 
None of the foreign subsidiaries makes any 
platform contributions. 

(ii) In Year 6, the Commissioner audits 
Years 3 through 5 of the CSA and considers 
whether any periodic adjustments should be 
made. At the time of the Determination 
Date, the Commissioner determines that the 
first Adjustment Year in which a Periodic 
Trigger occurred was Year 3, and further de-
termines that none of the exceptions to peri-
odic adjustments described in paragraph 
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(i)(6)(vi) of this section applies. The Commis-
sioner exercises his discretion under para-
graph (i)(6)(i) of this section to make peri-
odic adjustments using Year 3 as the Adjust-
ment Year. Therefore, the arm’s length PCT 
Payments from FS1, FS2, and FS3 to USP 
shall be determined using the adjusted resid-
ual profit split method described in para-
graphs (g)(7)(v)(B) and (i)(6)(v)(B) of this sec-
tion. Periodic adjustments will be made for 
each year to the extent the PCT Payments 
actually made by FS1, FS2, and FS3 differ 
from the PCT Payment calculation under 
the adjusted residual profit split method. 

(iii) The periodic adjustments are cal-
culated in a series of steps set out in para-
graph (i)(6)(v)(A) of this section. First, a 
lump sum for the PCT Payments is deter-
mined using the adjusted residual profit split 
method. The following results are calculated 
(based on actual results for years for which 
actual results are available and projected re-
sults for all years thereafter) in order to 
apply the adjusted residual profit split meth-
od (it is determined that the cost shared in-
tangibles will be exploited through Year 7, so 
the results reported in the following table 
are cumulative values through Year 7): 

Participant 

Divisional profits 
(cumulative PV through 
year 7 as of the CSA 

start date) 

Residual profits 
(cumulative PV through 
year 7 as of the CSA 

start date) 

FS1 ................................................................................................................ $667 $314 
FS2 ................................................................................................................ 271 159 
FS3 ................................................................................................................ 592 295 

Because only USP had nonroutine contribu-
tions, under paragraph (g)(7)(iii)(C) of this 
section, the entire nonroutine residual divi-
sional profit constitutes the PCT Payment 
owed to USP. Therefore, the present values 
(as of the CSA Start Date) of the PCT Pay-
ments owed are as follows: 
PCT Payment owed from FS1 to USP: $314 

million 
PCT Payment owed from FS2 to USP: $159 

million 
PCT Payment owed from FS3 to USP: $295 

million 
Pursuant to paragraph (i)(6)(v)(A) of this sec-
tion, the steps in paragraphs (i)(6)(v)(A)(2) 
through (7) of this section are performed sep-
arately for the PCT Payments that are owed 
to USP by each of FS1, FS2, and FS3. 

(iv) First, the steps are performed with re-
spect to FS1. In step two, the first step re-
sult ($314 million) is converted into a level 
royalty rate based on FS1’s reasonably an-
ticipated divisional profits or losses through 
Year 7 (the PV of which is $667 million). Con-
sequently, the step two result is a level roy-
alty rate of 47.1% ($314/$667) of the divisional 
profits in Years 1 through 7. In step three, 
the Commissioner calculates the PCT Pay-
ments due through Year 3 (the Adjustment 
Year) by applying the step two royalty rate 
(47.1%) to FS1’s actual divisional profits for 
each year up to and including Year 3 and 
then determining the aggregate PV of these 
PCT Payments as of Year 3. In step four, the 
PCT Payments actually made by FS1 to USP 
through Year 3 are similarly converted to a 
PV as of Year 3 and subtracted from the 
amount determined in step three. That dif-
ference is the periodic adjustment in Year 3 
with respect to the PCT Payments made for 
Years 1 through 3 from FS1 to USP. Under 
step five, the royalties due from FS1 to USP 

for Year 4 (the year after the Adjustment 
Year) through Year 6 (the year including the 
Determination Date) are determined. The 
periodic adjustment for each of these years 
is calculated as the product of the step two 
royalty rate and the divisional profit for 
that year, minus any actual PCT Payment 
made by FS1 to USP in that year. The peri-
odic adjustment for each such year is a PCT 
Payment due in addition to the PCT Pay-
ment from FS1 to USP that was already 
made under the CSA. Under step six, the 
periodic adjustment for Year 7 (the only ex-
ploitation year after the year containing the 
Determination Date) will be determined by 
applying the step two royalty rate to FS1’s 
divisional profit for that year. This periodic 
adjustment for Year 7 is a PCT Payment 
payable from FS1 to USP and is in lieu of 
any PCT Payment from FS1 to USP other-
wise due. 

(v) Next, the steps in paragraphs 
(i)(6)(v)(A)(2) through (7) of this section are 
performed with respect to FS2. In step two, 
the first step result ($159 million) is con-
verted into a level royalty rate based on 
FS2’s reasonably anticipated divisional prof-
its or losses through Year 7 (the PV of which 
is $271 million). Consequently, the step two 
result is a level royalty rate of 58.7% ($159/ 
$271) of the divisional profits in Years 1 
through 7. In step three, the Commissioner 
calculates the PCT Payments due through 
Year 3 (the Adjustment Year) by applying 
the step two royalty rate (58.7%) to FS2’s ac-
tual divisional profits for each year up to 
and including Year 3 and then determining 
the aggregate PV of these PCT Payments as 
of Year 3. In step four, the PCT Payments ac-
tually made by FS2 to USP through Year 3 
are similarly converted to a PV as of Year 3 
and subtracted from the amount determined 
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in step three. That difference is the periodic 
adjustment in Year 3 with respect to the 
PCT Payments made for Years 1 through 3 
from FS2 to USP. Under step five, the royal-
ties due from FS2 to USP for Year 4 (the 
year after the Adjustment Year) through 
Year 6 (the year including the Determination 
Date) are determined. The periodic adjust-
ment for each of these years is calculated as 
the product of the step two royalty rate and 
the divisional profit for that year, minus any 
actual PCT Payment made by FS2 to USP in 
that year. The periodic adjustment for each 
such year is a PCT Payment due in addition 
to the PCT Payment from FS2 to USP that 
was already made under the CSA. Under step 
six, the periodic adjustment for Year 7 (the 
only exploitation year after the year con-
taining the Determination Date) will be de-
termined by applying the step two royalty 
rate to FS2’s divisional profit for that year. 
This periodic adjustment for Year 7 is a PCT 
Payment payable from FS2 to USP and is in 
lieu of any PCT Payment from FS2 to USP 
otherwise due. 

(vi) Finally, the steps in paragraphs 
(i)(6)(v)(A)(2) through (7) of this section are 
performed with respect to FS3. In step two, 
the first step result ($295 million) is con-
verted into a level royalty rate based on 
FS3’s reasonably anticipated divisional prof-
its or losses through Year 7 (the PV of which 
is $592 million). Consequently, the step two 
result is a level royalty rate of 49.8% ($295/ 
$592) of the divisional profits in Years 1 
through 7. In step three, the Commissioner 
calculates the PCT Payments due through 
Year 3 (the Adjustment Year) by applying 

the step two royalty rate (49.8%) to FS3’s ac-
tual divisional profits for each year up to 
and including Year 3 and then determining 
the aggregate PV of these PCT Payments as 
of Year 3. In step four, the PCT Payments ac-
tually made by FS3 to USP through Year 3 
are similarly converted to a PV as of Year 3 
and subtracted from the amount determined 
in step three. That difference is the periodic 
adjustment in Year 3 with respect to the 
PCT Payments made for Years 1 through 3 
from FS3 to USP. Under step five, the royal-
ties due from FS3 to USP for Year 4 (the 
year after the Adjustment Year) through 
Year 6 (the year including the Determination 
Date) are determined. The periodic adjust-
ment for each of these years is calculated as 
the product of the step two royalty rate and 
the divisional profit for that year, minus any 
actual PCT Payment made by FS3 to USP in 
that year. The periodic adjustment for each 
such year is a PCT Payment due in addition 
to the PCT Payment from FS3 to USP that 
was already made under the CSA. Under step 
six, the periodic adjustment for Year 7 (the 
only exploitation year after the year con-
taining the Determination Date) will be de-
termined by applying the step two royalty 
rate to FS3’s divisional profit for that year. 
This periodic adjustment for Year 7 is a PCT 
Payment payable from FS3 to USP and is in 
lieu of any PCT Payment from FS3 to USP 
otherwise due. 

(j) Definitions and special rules—(1) 
Definitions—(i) In general. For purposes 
of this section— 

Term Definition Main cross references 

Acquisition price ........................................ .................................................................. § 1.482–7(g)(5)(i). 
Adjusted acquisition price .......................... .................................................................. § 1.482–7(g)(5)(iii). 
Adjusted average market capitalization .... .................................................................. § 1.482–7(g)(6)(iv). 
Adjusted benefit shares ............................. .................................................................. § 1.482–7(i)(2)(ii)(A). 
Adjusted RPSM ......................................... .................................................................. § 1.482–7(i)(6)(v)(B). 
Adjustment Year ........................................ .................................................................. § 1.482–7(i)(6)(i). 
ADR ........................................................... .................................................................. § 1.482–7(i)(6)(iv). 
AERR ......................................................... .................................................................. § 1.482–7(i)(6)(iii). 
Applicable Method ..................................... .................................................................. § 1.482–7(g)(2)(ix)(A). 
Average market capitalization ................... .................................................................. § 1.482–7(g)(6)(iii). 
Benefits ...................................................... Benefits mean the sum of additional rev-

enue generated, plus cost savings, 
minus any cost increases from exploit-
ing cost shared intangibles. 

§ 1.482–7(e)(1)(i). 

Capability variation .................................... .................................................................. § 1.482–7(f)(3). 
Change in participation under a CSA ....... .................................................................. § 1.482–7(f). 
Consolidated group ................................... .................................................................. § 1.482–7(j)(2)(i). 
Contingent payments ................................. .................................................................. § 1.482–7(h)(2)(i)(B). 
Controlled participant ................................. Controlled participant means a controlled 

taxpayer, as defined under § 1.482– 
1(i)(5), that is a party to the contrac-
tual agreement that underlies the 
CSA, and that reasonably anticipates 
that it will derive benefits, as defined 
in paragraph (e)(1)(i) of this section, 
from exploiting one or more cost 
shared intangibles. 

§ 1.482–7(a)(1). 

Controlled transfer of interests .................. .................................................................. § 1.482–7(f)(2). 
Cost contribution ........................................ .................................................................. § 1.482–7(d)(4). 
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Term Definition Main cross references 

Cost shared intangible ............................... Cost shared intangible means any intan-
gible, within the meaning of § 1.482– 
4(b), that is developed by the IDA, in-
cluding any portion of such intangible 
that reflects a platform contribution. 
Therefore, an intangible developed by 
the IDA is a cost shared intangible 
even though the intangible was not al-
ways or was never a reasonably an-
ticipated cost shared intangible. 

§ 1.482–7(b). 

Cost sharing alternative ............................ .................................................................. § 1.482–7(g)(4)(i)(B). 
Cost sharing arrangement or CSA ............ .................................................................. § 1.482–7(a), (b). 
Cost sharing transactions or CSTs ........... .................................................................. § 1.482–7(a)(1), (b)(1)(i). 
Cross operating contributions .................... A cross operating contribution is any re-

source or capability or right, other than 
a platform contribution, that a con-
trolled participant has developed, 
maintained, or acquired prior to the 
CSA Start Date, or subsequent to the 
CSA start date by means other than 
operating cost contributions or cost 
contributions, that is reasonably antici-
pated to contribute to the CSA Activity 
within another controlled participant’s 
division. 

§ 1.482–7(a)(3)(iii), (g)(2)(iv). 

CSA Activity ............................................... CSA Activity is the activity of developing 
and exploiting cost shared intangibles. 

§ 1.482–7(c)(2)(i). 

CSA Start Date .......................................... The CSA Start Date is the earlier of the 
date of the CSA contract or the first 
occurrence of any IDC to which the 
CSA applies, in accordance with 
§ 1.482–7(k)(1)(iii). 

§ 1.482–7(i)(6)(iii)(B) and (k)(1)(ii) and 
(iii). 

CST Payments .......................................... .................................................................. § 1.482–7(b)(1). 
Date of PCT .............................................. .................................................................. § 1.482–7(b)(3). 
Determination Date .................................... .................................................................. § 1.482–7(i)(6)(i). 
Differential income stream ......................... .................................................................. § 1.482–7(g)(4)(vi)(F)(2). 
Division ...................................................... Division means the territory or other divi-

sion that serves as the basis of the di-
vision of interests under the CSA in 
the cost shared intangibles pursuant 
to § 1.482–7(b)(4). 

See definitions of divisional profit or loss, 
operating contribution, and operating 
cost contribution. 

Divisional interest ...................................... .................................................................. § 1.482–7(b)(1)(iii), (b)(4). 
Divisional profit or loss .............................. Divisional profit or loss means the oper-

ating profit or loss as separately 
earned by each controlled participant 
in its division from the CSA Activity, 
determined before any expense (in-
cluding amortization) on account of 
cost contributions, operating cost con-
tributions, routine platform and oper-
ating contributions, nonroutine con-
tributions (including platform and oper-
ating contributions), and tax. 

§ 1.482–7(g)(4)(iii). 

Fixed payments ......................................... .................................................................. § 1.482–7(h)(2)(i)(A). 
Implied discount rate ................................. .................................................................. § 1.482–7(g)(2)(v)(B)(2). 
IDC share .................................................. .................................................................. § 1.482–7(d)(4). 
Input parameters ....................................... .................................................................. § 1.482–7(g)(2)(ix)(B). 
Intangible development activity or IDA ...... .................................................................. § 1.482–7(d)(1). 
Intangible development costs or IDCs ...... .................................................................. § 1.482–7(a)(1), (d)(1). 
Licensing alternative .................................. .................................................................. § 1.482–7(g)(4)(i)(C). 
Licensing payments ................................... Licensing payments means payments 

pursuant to the licensing obligations 
under the licensing alternative. 

§ 1.482–7(g)(4)(iii). 

Make-or-sell rights ..................................... .................................................................. § 1.482–7(c)(4), (g)(2)(iv). 
Market-based input parameter .................. .................................................................. § 1.482–7(g)(2)(ix)(B). 
Market returns for routine contributions Market returns for routine contributions 

means returns determined by ref-
erence to the returns achieved by un-
controlled taxpayers engaged in activi-
ties similar to the relevant business 
activity in the controlled participant’s 
division, consistent with the methods 
described in §§ 1.482–3, 1.482–4, 
1.482–5, or § 1.482–9(c).

§ 1.482–7(g)(4), (g)(7). 
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Term Definition Main cross references 

Method payment form ............................... .................................................................. § 1.482–7(h)(3). 
Nonroutine contributions ............................ Nonroutine contributions means a con-

trolled participant’s contributions to the 
relevant business activities that are 
not routine contributions. Nonroutine 
contributions ordinarily include both 
nonroutine platform contributions and 
nonroutine operating contributions 
used by controlled participants in the 
commercial exploitation of their inter-
ests in the cost shared intangibles (for 
example, marketing intangibles used 
by a controlled participant in its divi-
sion to sell products that are based on 
the cost shared intangible). 

§ 1.482–7(g). 

Nonroutine residual divisional profit or 
loss.

.................................................................. § 1.482–7(g)(7)(iii). 

Operating contributions ............................. An operating contribution is any re-
source or capability or right, other than 
a platform contribution, that a con-
trolled participant has developed, 
maintained, or acquired prior to the 
CSA Start Date, or subsequent to the 
CSA Start Date by means other than 
operating cost contributions or cost 
contributions, that is reasonably antici-
pated to contribute to the CSA Activity 
within the controlled participant’s divi-
sion. 

§ 1.482–7(g)(2)(ii), (g)(4)(vi)(E), 
(g)(7)(iii)(A) and (C). 

Operating cost contributions ..................... Operating cost contributions means all 
costs in the ordinary course of busi-
ness on or after the CSA Start Date 
that, based on analysis of the facts 
and circumstances, are directly identi-
fied with, or are reasonably allocable 
to, developing resources, capabilities, 
or rights (other than reasonably antici-
pated cost shared intangibles) that are 
reasonably anticipated to contribute to 
the CSA Activity within the controlled 
participant’s division. 

§ 1.482–7(g)(2)(ii), (g)(4)(iii), (g)(7)(iii)(B). 

PCT Payee ................................................ .................................................................. § 1.482–7(b)(1)(ii). 
PCT Payment ............................................ .................................................................. § 1.482–7(b)(1)(ii). 
PCT Payor ................................................. .................................................................. § 1.482–7(b)(1)(ii), (i)(6)(i). 
PCT Payor WACC ..................................... .................................................................. § 1.482–7(i)(6)(iv)(D). 
Periodic adjustments ................................. .................................................................. § 1.482–7(i)(6)(i). 
Periodic Trigger ......................................... .................................................................. § 1.482–7(i)(6)(i). 
Platform contribution transaction or PCT .. .................................................................. § 1.482–7(a)(2), (b)(1)(ii). 
Platform contributions ................................ .................................................................. § 1.482–7(c)(1). 
Post-tax income ......................................... .................................................................. § 1.482–7(g)(2)(v)(B)(4), (g)(4)(i)(G). 
Pre-tax income .......................................... .................................................................. § 1.482–7(g)(2)(v)(B)(4), (g)(4)(i)(G). 
Projected benefit shares ............................ .................................................................. § 1.482–7(i)(2)(ii)(A). 
PRRR ......................................................... .................................................................. § 1.482–7(i)(6)(ii). 
PVI ............................................................. .................................................................. § 1.482–7(i)(6)(iii)(C). 
PVTP ......................................................... .................................................................. § 1.482–7(i)(6)(iii)(B). 
Reasonably anticipated benefits ............... A controlled participant’s reasonably an-

ticipated benefits mean the benefits 
that reasonably may be anticipated to 
be derived from exploiting cost shared 
intangibles. For purposes of this defi-
nition, benefits mean the sum of addi-
tional revenue generated, plus cost 
savings, minus any cost increases 
from exploiting cost shared intangi-
bles. 

§ 1.482–7(e)(1). 

Reasonably anticipated benefits or RAB 
shares.

.................................................................. § 1.482–7(a)(1), (e)(1). 

Reasonably anticipated cost shared intan-
gible.

.................................................................. § 1.482–7(d)(1)(ii). 

Relevant business activity ......................... .................................................................. § 1.482–7(g)(7)(i). 
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Term Definition Main cross references 

Routine contributions ................................. Routine contributions means a controlled 
participant’s contributions to the rel-
evant business activities that are of 
the same or similar kind to those 
made by uncontrolled taxpayers in-
volved in similar business activities for 
which it is possible to identify market 
returns. Routine contributions ordi-
narily include contributions of tangible 
property, services and intangibles that 
are generally owned by uncontrolled 
taxpayers engaged in similar activities. 
A functional analysis is required to 
identify these contributions according 
to the functions performed, risks as-
sumed, and resources employed by 
each of the controlled participants. 

§ 1.482–7(g)(4), (g)(7). 

Routine platform and operating contribu-
tions, and net routine platform and op-
erating contributions.

.................................................................. § 1.482–7(g)(4)(vii), 1.482– 
7(g)(7)(iii)(C)(4). 

Specified payment form ............................ .................................................................. § 1.482–7(h)(3). 
Stock-based compensation ....................... .................................................................. § 1.482–7(d)(3). 
Stock options ............................................. .................................................................. § 1.482–7(d)(3)(i). 
Subsequent PCT ....................................... .................................................................. § 1.482–7(g)(2)(viii). 
Target ........................................................ .................................................................. § 1.482–7(g)(5)(i). 
Tax rate ..................................................... Reasonably anticipated effective tax rate 

with respect to the pre-tax income to 
which the tax rate is being applied. 
For example, under the income meth-
od, this rate would be the reasonably 
anticipated effective tax rate of the 
PCT Payor or PCT Payee under the 
cost sharing alternative or the licens-
ing alternative, as appropriate. 

§ 1.482–7(g)(2)(v)(B)(4)(ii), (g)(4)(i)(G). 

Trigger PCT ............................................... .................................................................. § 1.482–7(i)(6)(i). 
Variable input parameter ........................... .................................................................. § 1.482–7(g)(2)(ix)(C). 
WACC ........................................................ WACC means weighted average cost of 

capital. 
§ 1.482–7(i)(6)(iv)(D). 

(ii) Examples. The following examples 
illustrate certain definitions in para-
graph (j)(1)(i) of this section: 

Example 1. Controlled participant. Foreign 
Parent (FP) is a foreign corporation engaged 
in the extraction of a natural resource. FP 
has a U.S. subsidiary (USS) to which FP sells 
supplies of this resource for sale in the 
United States. FP enters into a CSA with 
USS to develop a new machine to extract the 
natural resource. The machine uses a new 
extraction process that will be patented in 
the United States and in other countries. 
The CSA provides that USS will receive the 
rights to exploit the machine in the extrac-
tion of the natural resource in the United 
States, and FP will receive the rights in the 
rest of the world. This resource does not, 
however, exist in the United States. Despite 
the fact that USS has received the right to 
exploit this process in the United States, 
USS is not a controlled participant because 
it will not derive a benefit from exploiting 
the intangible developed under the CSA. 

Example 2. Controlled participants. (i) U.S. 
Parent (USP), one foreign subsidiary (FS), 
and a second foreign subsidiary constituting 

the group’s research arm (R+D) enter into a 
CSA to develop manufacturing intangibles 
for a new product line A. USP and FS are as-
signed the exclusive rights to exploit the in-
tangibles respectively in the United States 
and the rest of the world, where each pres-
ently manufactures and sells various exist-
ing product lines. R+D is not assigned any 
rights to exploit the intangibles. R+D’s ac-
tivity consists solely in carrying out re-
search for the group. It is reliably projected 
that the RAB shares of USP and FS will be 
662⁄3% and 331⁄3%, respectively, and the par-
ties’ agreement provides that USP and FS 
will reimburse 662⁄3% and 331⁄3%, respectively, 
of the IDCs incurred by R+D with respect to 
the new intangible. 

(ii) R+D does not qualify as a controlled 
participant within the meaning of paragraph 
(j)(1)(i) of this section, because it will not de-
rive any benefits from exploiting cost shared 
intangibles. Therefore, R+D is treated as a 
service provider for purposes of this section 
and must receive arm’s length consideration 
for the assistance it is deemed to provide to 
USP and FS, under the rules of paragraph 
(a)(3) of this section and §§ 1.482–4(f)(3)(iii) 
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and (4), and 1.482–9, as appropriate. Such con-
sideration must be treated as IDCs incurred 
by USP and FS in proportion to their RAB 
shares (that is, 662⁄3% and 331⁄3%, respec-
tively). R+D will not be considered to bear 
any share of the IDCs under the arrange-
ment. 

Example 3. Cost shared intangible, reasonably 
anticipated cost shared intangible. U.S. Parent 
(USP) has developed and currently exploits 
an antihistamine, XY, which is manufac-
tured in tablet form. USP enters into a CSA 
with its wholly-owned foreign subsidiary 
(FS) to develop XYZ, a new improved version 
of XY that will be manufactured as a nasal 
spray. Work under the CSA is fully devoted 
to developing XYZ, and XYZ is developed. 
During the development period, XYZ is a 
reasonably anticipated cost shared intan-
gible under the CSA. Once developed, XYZ is 
a cost shared intangible under the CSA. 

Example 4. Cost shared intangible. The facts 
are the same as in Example 3, except that in 
the course of developing XYZ, the controlled 
participants by accident discover ABC, a 
cure for disease D. ABC is a cost shared in-
tangible under the CSA. 

Example 5. Reasonably anticipated benefits. 
Controlled parties A and B enter into a cost 
sharing arrangement to develop product and 
process intangibles for an already existing 
Product P. Without such intangibles, A and 
B would each reasonably anticipate revenue, 
in present value terms, of $100M from sales of 
Product P until it became obsolete. With the 
intangibles, A and B each reasonably antici-
pate selling the same number of units each 
year, but reasonably anticipate that the 
price will be higher. Because the particular 
product intangible is more highly regarded 
in A’s market, A reasonably anticipates an 
increase of $20M in present value revenue 
from the product intangible, while B reason-
ably anticipates only an increase of $10M. 
Further, A and B each reasonably anticipate 
spending an extra $5M present value in pro-
duction costs to include the feature embody-
ing the product intangible. Finally, A and B 
each reasonably anticipate saving $2M 
present value in production costs by using 
the process intangible. A and B reasonably 
anticipate no other economic effects from 
exploiting the cost shared intangibles. A’s 
reasonably anticipated benefits from exploit-
ing the cost shared intangibles equal its rea-
sonably anticipated increase in revenue 
($20M) plus its reasonably anticipated cost 
savings ($2M) minus its reasonably antici-
pated increased costs ($5M), which equals 
$17M. Similarly, B’s reasonably anticipated 
benefits from exploiting the cost shared in-
tangibles equal its reasonably anticipated 
increase in revenue ($10M) plus its reason-
ably anticipated cost savings ($2M) minus its 
reasonably anticipated increased costs ($5M), 
which equals $7M. Thus A’s reasonably an-

ticipated benefits are $17M and B’s reason-
ably anticipated benefits are $7M. 

(2) Special rules—(i) Consolidated 
group. For purposes of this section, all 
members of the same consolidated 
group shall be treated as one taxpayer. 
For these purposes, the term consoli-
dated group means all members of a 
group of controlled entities created or 
organized within a single country and 
subjected to an income tax by such 
country on the basis of their combined 
income. 

(ii) Trade or business. A participant 
that is a foreign corporation or non-
resident alien individual will not be 
treated as engaged in a trade or busi-
ness within the United States solely by 
reason of its participation in a CSA. 
See generally § 1.864–2(a). 

(iii) Partnership. A CSA, or an ar-
rangement to which the Commissioner 
applies the rules of this section, will 
not be treated as a partnership to 
which the rules of subchapter K of the 
Internal Revenue Code apply. See 
§ 301.7701–1(c) of this chapter. 

(3) Character—(i) CST Payments. CST 
Payments generally will be considered 
the payor’s costs of developing intangi-
bles at the location where such devel-
opment is conducted. For these pur-
poses, IDCs borne directly by a con-
trolled participant that are deductible 
are deemed to be reduced to the extent 
of any CST Payments owed to it by 
other controlled participants pursuant 
to the CSA. Each cost sharing payment 
received by a payee will be treated as 
coming pro rata from payments made 
by all payors and will be applied pro 
rata against the deductions for the tax-
able year that the payee is allowed in 
connection with the IDCs. Payments 
received in excess of such deductions 
will be treated as in consideration for 
use of the land and tangible property 
furnished for purposes of the CSA by 
the payee. For purposes of the research 
credit determined under section 41, 
CST Payments among controlled par-
ticipants will be treated as provided for 
intra-group transactions in § 1.41–6(i). 
Any payment made or received by a 
taxpayer pursuant to an arrangement 
that the Commissioner determines not 
to be a CSA will be subject to the pro-
visions of §§ 1.482–1 through 1.482–6 and 
1.482–9. Any payment that in substance 
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constitutes a cost sharing payment 
will be treated as such for purposes of 
this section, regardless of its charac-
terization under foreign law. 

(ii) PCT Payments. A PCT Payor’s 
payment required under paragraph 
(b)(1)(ii) of this section is deemed to be 
reduced to the extent of any payments 
owed to it under such paragraph from 
other controlled participants. Each 
PCT Payment received by a PCT Payee 
will be treated as coming pro rata out 
of payments made by all PCT Payors. 
PCT Payments will be characterized 
consistently with the designation of 
the type of transaction pursuant to 
paragraphs (c)(3) and (k)(2)(ii)(H) of 
this section. Depending on such des-
ignation, such payments will be treat-
ed as either consideration for a trans-
fer of an interest in intangible property 
or for services. 

(iii) Examples. The following exam-
ples illustrate this paragraph (j)(3): 

Example 1. U.S. Parent (USP) and its whol-
ly owned Foreign Subsidiary (FS) form a 
CSA to develop a miniature widget, the 
Small R. Based on RAB shares, USP agrees 
to bear 40% and FS to bear 60% of the costs 
incurred during the term of the agreement. 
The principal IDCs are operating costs in-
curred by FS in Country Z of 100X annually, 
and costs incurred by USP in the United 
States also of 100X annually. Of the total 
costs of 200X, USP’s share is 80X and FS’s 
share is 120X so that FS must make a pay-
ment to USP of 20X. The payment will be 
treated as a reimbursement of 20X of USP’s 
costs in the United States. Accordingly, 
USP’s Form 1120 will reflect an 80X deduc-
tion on account of activities performed in 
the United States for purposes of allocation 
and apportionment of the deduction to 
source. The Form 5471 ‘‘Information Return 
of U.S. Persons With Respect to Certain For-
eign Corporations’’ for FS will reflect a 100X 
deduction on account of activities performed 
in Country Z and a 20X deduction on account 
of activities performed in the United States. 

Example 2. The facts are the same as in Ex-
ample 1, except that the 100X of costs borne 
by USP consist of 5X of costs incurred by 
USP in the United States and 95X of arm’s 
length rental charge, as described in para-
graph (d)(1)(iii) of this section, for the use of 
a facility in the United States. The deprecia-
tion deduction attributable to the U.S. facil-
ity is 7X. The 20X net payment by FS to USP 
will first be applied in reduction pro rata of 
the 5X deduction for costs and the 7X depre-
ciation deduction attributable to the U.S. fa-
cility. The 8X remainder will be treated as 
rent for the U.S. facility. 

Example 3. (i) Four members (A, B, C, and 
D) of a controlled group form a CSA to de-
velop the next generation technology for 
their business. Based on RAB shares, the par-
ticipants agree to bear shares of the costs in-
curred during the term of the agreement in 
the following percentages: A 40%; B 15%; C 
25%; and D 20%. The arm’s length values of 
the platform contributions they respectively 
own are in the following amounts for the 
taxable year: A 80X; B 40X; C 30X; and D 30X. 
The provisional (before offsets) and final 
PCT Payments among A, B, C, and D are 
shown in the table as follows: 

(All amounts stated in X’s) 

A B C D 

Payments ................... <40> <21> <37.5> <30> 
Receipts ..................... 48 34 22.5 24 
Final ........................... 8 13 <15> <6> 

(ii) The first row/first column shows A’s 
provisional PCT Payment equal to the prod-
uct of 100X (sum of 40X, 30X, and 30X) and A’s 
RAB share of 40%. The second row/first col-
umn shows A’s provisional PCT receipts 
equal to the sum of the products of 80X and 
B’s, C’s, and D’s RAB shares (15%, 25%, and 
20%, respectively). The other entries in the 
first two rows of the table are similarly com-
puted. The last row shows the final PCT re-
ceipts/payments after offsets. Thus, for the 
taxable year, A and B are treated as receiv-
ing the 8X and 13X, respectively, pro rata out 
of payments by C and D of 15X and 6X, re-
spectively. 

(k) CSA administrative requirements. A 
controlled participant meets the re-
quirements of this paragraph if it sub-
stantially complies, respectively, with 
the CSA contractual, documentation, 
accounting, and reporting require-
ments of paragraphs (k)(1) through (4) 
of this section. 

(1) CSA contractual requirements—(i) 
In general. A CSA must be recorded in 
writing in a contract that is contem-
poraneous with the formation (and any 
revision) of the CSA and that includes 
the contractual provisions described in 
this paragraph (k)(1). 

(ii) Contractual provisions. The writ-
ten contract described in this para-
graph (k)(1) must include provisions 
that— 

(A) List the controlled participants 
and any other members of the con-
trolled group that are reasonably an-
ticipated to benefit from the use of the 
cost shared intangibles, including the 
address of each domestic entity and the 
country of organization of each foreign 
entity; 
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(B) Describe the scope of the IDA to 
be undertaken and each reasonably an-
ticipated cost shared intangible or 
class of reasonably anticipated cost 
shared intangibles; 

(C) Specify the functions and risks 
that each controlled participant will 
undertake in connection with the CSA; 

(D) Divide among the controlled par-
ticipants all divisional interests in cost 
shared intangibles and specify each 
controlled participant’s divisional in-
terest in the cost shared intangibles, as 
described in paragraphs (b)(1)(iii) and 
(4) of this section, that it will own and 
exploit without any further obligation 
to compensate any other controlled 
participant for such interest; 

(E) Provide a method to calculate the 
controlled participants’ RAB shares, 
based on factors that can reasonably be 
expected to reflect the participants’ 
shares of anticipated benefits, and re-
quire that such RAB shares must be 
updated, as described in paragraph 
(e)(1) of this section (see also paragraph 
(k)(2)(ii)(F) of this section); 

(F) Enumerate all categories of IDCs 
to be shared under the CSA; 

(G) Specify that the controlled par-
ticipant must use a consistent method 
of accounting to determine IDCs and 
RAB shares, as described in paragraphs 
(d) and (e) of this section, respectively, 
and must translate foreign currencies 
on a consistent basis; 

(H) Require the controlled partici-
pant to enter into CSTs covering all 
IDCs, as described in paragraph (b)(1)(i) 
of this section, in connection with the 
CSA; 

(I) Require the controlled partici-
pants to enter into PCTs covering all 
platform contributions, as described in 
paragraph (b)(1)(ii) of this section, in 
connection with the CSA; 

(J) Specify the form of payment due 
under each PCT (or group of PCTs) in 
existence at the formation (and any re-
vision) of the CSA, including informa-
tion and explanation that reasonably 
supports an analysis of applicable pro-
visions of paragraph (h) of this section; 
and 

(K) Specify the date on which the 
CSA is entered into (CSA Start Date) 
and the duration of the CSA, the condi-
tions under which the CSA may be 
modified or terminated, and the con-

sequences of a modification or termi-
nation (including consequences de-
scribed under the rules of paragraph (f) 
of this section). 

(iii) Meaning of contemporaneous—(A) 
In general. For purposes of this para-
graph (k)(1), a written contractual 
agreement is contemporaneous with 
the formation (or revision) of a CSA if, 
and only if, the controlled participants 
record the CSA, in its entirety, in a 
document that they sign and date no 
later than 60 days after the first occur-
rence of any IDC described in para-
graph (d) of this section to which such 
agreement (or revision) is to apply. 

(B) Example. The following example 
illustrates the principles of this para-
graph (k)(1)(iii): 

Example. Companies A and B, both of which 
are members of the same controlled group, 
commence an IDA on March 1, Year 1. Com-
pany A pays the first IDCs in relation to the 
IDA, as cash salaries to A’s research staff, 
for the staff’s work during the first week of 
March, Year 1. A and B, however, do not sign 
and date any written contractual agreement 
until August 1, Year 1, whereupon they exe-
cute a ‘‘Cost Sharing Agreement’’ that pur-
ports to be ‘‘effective as of’’ March 1 of Year 
1. The arrangement fails the requirement 
that the participants record their arrange-
ment in a written contractual agreement 
that is contemporaneous with the formation 
of a CSA. The arrangement has failed to 
meet the requirements set forth in para-
graph (b)(2) of this section and, pursuant to 
paragraph (b) of this section, cannot be a 
CSA. 

(iv) Interpretation of contractual provi-
sions—(A) In general. The provisions of 
a written contract described in this 
paragraph (k)(1) and of the additional 
documentation described in paragraph 
(k)(2) of this section must be clear and 
unambiguous. The provisions will be 
interpreted by reference to the eco-
nomic substance of the transaction and 
the actual conduct of the controlled 
participants. See § 1.482–1(d)(3)(ii)(B) 
(Identifying contractual terms). Ac-
cordingly, the Commissioner may im-
pute contractual terms in a CSA con-
sistent with the economic substance of 
the CSA and may disregard contractual 
terms that lack economic substance. 
An allocation of risk between con-
trolled participants after the outcome 
of such risk is known or reasonably 
knowable lacks economic substance. 
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See § 1.482–1(d)(3)(iii)(B) (Identification 
of taxpayer that bears risk). A contrac-
tual term that is disregarded due to a 
lack of economic substance does not 
satisfy a contractual requirement set 
forth in this paragraph (k)(1) or docu-
mentation requirement set forth in 
paragraph (k)(2) of this section. See 
paragraph (b)(5) of this section for the 
treatment of an arrangement among 
controlled taxpayers that fails to com-
ply with the requirements of this sec-
tion. 

(B) Examples. The following examples 
illustrate the principles of this para-
graph (k)(1)(iv). In each example, it is 
assumed that the Commissioner will 
exercise the discretion granted pursu-
ant to paragraph (b)(5)(ii) of this sec-
tion to apply the provisions of this sec-
tion to the arrangement that purports 
to be a CSA. 

Example 1. The contractual provisions re-
corded upon formation of an arrangement 
that purports to be a CSA provide that PCT 
Payments with respect to a particular plat-
form contribution will consist of payments 
contingent on sales. Contrary to the contrac-
tual provisions, the PCT Payments actually 
made are contingent on profits. Because the 
controlled participants’ actual conduct is 
different from the contractual terms, the 
Commissioner may determine, based on the 
facts and circumstances, that— 

(i) The actual payments have economic 
substance and, therefore, impute payment 
terms in the CSA consistent with the actual 
payments; or 

(ii) The contract terms reflect the eco-
nomic substance of the arrangement and, 
therefore, the actual payments must be ad-
justed to conform to the terms. 

Example 2. An arrangement that purports 
to be a CSA provides that PCT Payments 
with respect to a particular platform con-
tribution shall be contingent payments equal 
to 10% of sales of products that incorporate 
cost shared intangibles. The contract terms 
further provide that the controlled partici-
pants must adjust such contingent payments 
in accordance with a formula set forth in the 
terms. During the first three years of the ar-
rangement, the controlled participants fail 
to make the adjustments required by the 
terms with respect to the PCT Payments. 
The Commissioner may determine, based on 
the facts and circumstances, that— 

(i) The contingent payment terms with re-
spect to the platform contribution do not 
have economic substance because the con-
trolled participants did not act in accord-
ance with their upfront risk allocation; or 

(ii) The contract terms reflect the eco-
nomic substance of the arrangement and, 
therefore, the actual payments must be ad-
justed to conform to the terms. 

(2) CSA documentation requirements— 
(i) In general. The controlled partici-
pants must timely update and main-
tain sufficient documentation to estab-
lish that the participants have met the 
CSA contractual requirements of para-
graph (k)(1) of this section and the ad-
ditional CSA documentation require-
ments of this paragraph (k)(2). 

(ii) Additional CSA documentation re-
quirements. The controlled participants 
to a CSA must timely update and 
maintain documentation sufficient 
to— 

(A) Describe the current scope of the 
IDA and identify— 

(1) Any additions or subtractions 
from the list of reasonably anticipated 
cost shared intangibles reported pursu-
ant to paragraph (k)(1)(ii)(B) of this 
section; 

(2) Any cost shared intangible, to-
gether with each controlled partici-
pant’s interest therein; and 

(3) Any further development of intan-
gibles already developed under the CSA 
or of specified applications of such in-
tangible which has been removed from 
the IDA (see paragraphs (d)(1)(ii) and 
(j)(1)(i) of this section for the defini-
tions of reasonably anticipated cost 
shared intangible and cost shared in-
tangible) and the steps (including any 
accounting classifications and alloca-
tions) taken to implement such re-
moval; 

(B) Establish that each controlled 
participant reasonably anticipates that 
it will derive benefits from exploiting 
cost shared intangibles; 

(C) Describe the functions and risks 
that each controlled participant has 
undertaken during the term of the 
CSA; 

(D) Provide an overview of each con-
trolled participant’s business seg-
ments, including an analysis of the 
economic and legal factors that affect 
CST and PCT pricing; 

(E) Establish the amount of each con-
trolled participant’s IDCs for each tax-
able year under the CSA, including all 
IDCs attributable to stock-based com-
pensation, as described in paragraph 
(d)(3) of this section (including the 
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method of measurement and timing 
used in determining such IDCs, and the 
data, as of the date of grant, used to 
identify stock-based compensation 
with the IDA); 

(F) Describe the method used to esti-
mate each controlled participant’s 
RAB share for each year during the 
course of the CSA, including— 

(1) All projections used to estimate 
benefits; 

(2) All updates of the RAB shares in 
accordance with paragraph (e)(1) of this 
section; and 

(3) An explanation of why that meth-
od was selected and why the method 
provides the most reliable measure for 
estimating RAB shares; 

(G) Describe all platform contribu-
tions; 

(H) Designate the type of transaction 
involved for each PCT or group of 
PCTs; 

(I) Specify, within the time period 
provided in paragraph (h)(2)(iii) of this 
section, the form of payment due under 
each PCT or group of PCTs, including 
information and explanation that rea-
sonably supports an analysis of appli-
cable provisions of paragraph (h) of 
this section; 

(J) Describe and explain the method 
selected to determine the arm’s length 
payment due under each PCT, includ-
ing— 

(1) An explanation of why the method 
selected constitutes the best method, 
as described in § 1.482–1(c)(2), for meas-
uring an arm’s length result; 

(2) The economic analyses, data, and 
projections relied upon in developing 
and selecting the best method, includ-
ing the source of the data and projec-
tions used; 

(3) Each alternative method that was 
considered, and the reason or reasons 
that the alternative method was not 
selected; 

(4) Any data that the controlled par-
ticipant obtains, after the CSA takes 
effect, that would help determine if the 
controlled participant’s method se-
lected has been applied in a reasonable 
manner; 

(5) The discount rate or rates, where 
applicable, used for purposes of evalu-
ating PCT Payments, including infor-
mation and explanation that reason-
ably supports an analysis of applicable 

provisions of paragraph (g)(2)(v) of this 
section; 

(6) The estimated arm’s length values 
of any platform contributions as of the 
dates of the relevant PCTs, in accord-
ance with paragraph (g)(2)(ii) of this 
section; 

(7) A discussion, where applicable, of 
why transactions were or were not ag-
gregated under the principles of para-
graph (g)(2)(iv) of this section; 

(8) The method payment form and 
any conversion made from the method 
payment form to the specified payment 
form, as described in paragraph (h)(3) 
of this section; and 

(9) If applicable under paragraph 
(i)(6)(iv) of this section, the WACC of 
the parent of the controlled group that 
includes the controlled participants. 

(iii) Coordination rules and production 
of documents—(A) Coordination with pen-
alty regulations. See § 1.6662– 
6(d)(2)(iii)(D) regarding coordination of 
the rules of this paragraph (k) with the 
documentation requirements for pur-
poses of the accuracy-related penalty 
under section 6662(e) and (h). 

(B) Production of documentation. Each 
controlled participant must provide to 
the Commissioner, within 30 days of a 
request, the items described in this 
paragraph (k)(2) and paragraph (k)(3) of 
this section. The time for compliance 
described in this paragraph 
(k)(2)(iii)(B) may be extended at the 
discretion of the Commissioner. 

(3) CSA accounting requirements—(i) In 
general. The controlled participants 
must maintain books and records (and 
related or underlying data and infor-
mation) that are sufficient to— 

(A) Establish that the controlled par-
ticipants have used (and are using) a 
consistent method of accounting to 
measure costs and benefits; 

(B) Permit verification that the 
amount of any contingent PCT Pay-
ments due have been (and are being) 
properly determined; 

(C) Translate foreign currencies on a 
consistent basis; and 

(D) To the extent that the method of 
accounting used materially differs 
from U.S. generally accepted account-
ing principles, explain any such mate-
rial differences. 
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(ii) Reliance on financial accounting. 
For purposes of this section, the con-
trolled participants may not rely sole-
ly upon financial accounting to estab-
lish satisfaction of the accounting re-
quirements of this paragraph (k)(3). 
Rather, the method of accounting must 
clearly reflect income. Thor Power 
Tools Co. v. Commissioner, 439 U.S. 522 
(1979). 

(4) CSA reporting requirements—(i) CSA 
Statement. Each controlled participant 
must file with the Internal Revenue 
Service, in the manner described in 
this paragraph (k)(4), a ‘‘Statement of 
Controlled Participant to § 1.482–7 Cost 
Sharing Arrangement’’ (CSA State-
ment) that complies with the require-
ments of this paragraph (k)(4). 

(ii) Content of CSA Statement. The 
CSA Statement of each controlled par-
ticipant must— 

(A) State that the participant is a 
controlled participant in a CSA; 

(B) Provide the controlled partici-
pant’s taxpayer identification number; 

(C) List the other controlled partici-
pants in the CSA, the country of orga-
nization of each such participant, and 
the taxpayer identification number of 
each such participant; 

(D) Specify the earliest date that any 
IDC described in paragraph (d)(1) of 
this section occurred; and 

(E) Indicate the date on which the 
controlled participants formed (or re-
vised) the CSA and, if different from 
such date, the date on which the con-
trolled participants recorded the CSA 
(or any revision) contemporaneously in 
accordance with paragraphs (k)(1)(i) 
and (iii) of this section. 

(iii) Time for filing CSA Statement—(A) 
90-day rule. Each controlled participant 
must file its original CSA Statement 
with the Internal Revenue Service 
Ogden Campus (addressed as follows: 
‘‘Attn: CSA Statements, Mail Stop 
4912, Internal Revenue Service, 1973 
North Rulon White Blvd., Ogden, Utah 
84404–0040’’), no later than 90 days after 
the first occurrence of an IDC to which 
the newly-formed CSA applies, as de-
scribed in paragraph (k)(1)(iii)(A) of 
this section, or, in the case of a tax-
payer that became a controlled partici-
pant after the formation of the CSA, no 
later than 90 days after such taxpayer 
became a controlled participant. A 

CSA Statement filed in accordance 
with this paragraph (k)(4)(iii)(A) must 
be dated and signed, under penalties of 
perjury, by an officer of the controlled 
participant who is duly authorized 
(under local law) to sign the statement 
on behalf of the controlled participant. 

(B) Annual return requirement—(1) In 
general. Each controlled participant 
must attach to its U.S. income tax re-
turn, for each taxable year for the du-
ration of the CSA, a copy of the origi-
nal CSA Statement that the controlled 
participant filed in accordance with 
the 90-day rule of paragraph 
(k)(4)(iii)(A) of this section. In addi-
tion, the controlled participant must 
update the information reflected on the 
original CSA Statement annually by 
attaching a schedule that documents 
changes in such information over time. 

(2) Special filing rule for annual return 
requirement. If a controlled participant 
is not required to file a U.S. income tax 
return, the participant must ensure 
that the copy or copies of the CSA 
Statement and any updates are at-
tached to Schedule M of any Form 5471, 
any Form 5472 ‘‘Information Return of 
a Foreign Owned Corporation,’’ or any 
Form 8865 ‘‘Return of U.S. Persons 
With Respect to Certain Foreign Part-
nerships,’’ filed with respect to that 
participant. 

(iv) Examples. The following examples 
illustrate this paragraph (k)(4). In each 
example, Companies A and B are mem-
bers of the same controlled group. 

Example 1. A and B, both of which file U.S. 
tax returns, agree to share the costs of devel-
oping a new chemical formula in accordance 
with the provisions of this section. On March 
30, Year 1, A and B record their agreement in 
a written contract styled, ‘‘Cost Sharing 
Agreement.’’ The contract applies by its 
terms to IDCs occurring after March 1, Year 
1. The first IDCs to which the CSA applies 
occurred on March 15, Year 1. To comply 
with paragraph (k)(4)(iii)(A) of this section, 
A and B individually must file separate CSA 
Statements no later than 90 days after 
March 15, Year 1 (June 13, Year 1). Further, 
to comply with paragraph (k)(4)(iii)(B) of 
this section, A and B must attach copies of 
their respective CSA Statements to their re-
spective Year 1 U.S. income tax returns. 

Example 2. The facts are the same as in Ex-
ample 1, except that a year has passed and C, 
which files a U.S. tax return, joined the CSA 
on May 9, Year 2. To comply with the annual 
filing requirement described in paragraph 
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(k)(4)(iii)(B) of this section, A and B must 
each attach copies of their respective CSA 
Statements (as filed for Year 1) to their re-
spective Year 2 income tax returns, along 
with a schedule updated appropriately to re-
flect the changes in information described in 
paragraph (k)(4)(ii) of this section resulting 
from the addition of C to the CSA. To com-
ply with both the 90-day rule described in 
paragraph (k)(4)(iii)(A) of this section and 
the annual filing requirement described in 
paragraph (k)(4)(iii)(B) of this section, C 
must file a CSA Statement no later than 90 
days after May 9, Year 2 (August 7, Year 2), 
and must attach a copy of such CSA State-
ment to its Year 2 income tax return. 

(l) Effective/applicability date. This 
section applies on December 16, 2011. 

(m) Transition rule—(1) In general. An 
arrangement in existence on January 5, 
2009, will be considered a CSA, as de-
scribed under paragraph (b) of this sec-
tion, if, prior to such date, it was a 
qualified cost sharing arrangement 
under the provisions of § 1.482–7 (as con-
tained in the 26 CFR part 1 edition re-
vised as of January 1, 1996, hereafter 
referred to as ‘‘former § 1.482–7’’), but 
only if the written contract, as de-
scribed in paragraph (k)(1) of this sec-
tion, is amended, if necessary, to con-
form with, and only if the activities of 
the controlled participants substan-
tially comply with, the provisions of 
this section, as modified by paragraphs 
(m)(2) and (m)(3) of this section, by 
July 6, 2009. 

(2) Transitional modification of applica-
ble provisions. For purposes of this para-
graph (m), conformity and substantial 
compliance with the provisions of this 
section shall be determined with the 
following modifications: 

(i) CSTs and PCTs occurring prior to 
January 5, 2009, shall be subject to the 
provisions of former § 1.482–7 rather 
than this section. 

(ii) Except to the extent provided in 
paragraph (m)(3) of this section, PCTs 
that occur under a CSA that was a 
qualified cost sharing arrangement 
under the provisions of former § 1.482–7 
and remained in effect on January 5, 
2009, shall be subject to the periodic ad-
justment rules of § 1.482–4(f)(2) rather 
than the rules of paragraph (i)(6) of 
this section. 

(iii) Paragraphs (b)(1)(iii) and (b)(4) of 
this section shall not apply. 

(iv) Paragraph (k)(1)(ii)(D) of this 
section shall not apply. 

(v) Paragraphs (k)(1)(ii)(H) and (I) of 
this section shall be construed as ap-
plying only to transactions entered 
into on or after January 5, 2009. 

(vi) The deadline for recordation of 
the revised written contractual agree-
ment pursuant to paragraph (k)(1)(iii) 
of this section shall be no later than 
July 6, 2009. 

(vii) Paragraphs (k)(2)(ii)(G) through 
(J) of this section shall be construed as 
applying only with reference to PCTs 
entered into on or after January 5, 2009. 

(viii) Paragraph (k)(4)(iii)(A) of this 
section shall be construed as requiring 
a CSA Statement with respect to the 
revised written contractual agreement 
described in paragraph (m)(2)(vi) of this 
section no later than September 2, 2009. 

(ix) Paragraph (k)(4)(iii)(B) of this 
section shall be construed as only ap-
plying for taxable years ending after 
the filing of the CSA Statement de-
scribed in paragraph (m)(2)(viii) of this 
section. 

(3) Special rule for certain periodic ad-
justments. The periodic adjustment 
rules in paragraph (i)(6) of this section 
(rather than the rules of § 1.482–4(f)(2)) 
shall apply to PCTs that occur on or 
after the date of a material change in 
the scope of the CSA from its scope as 
of January 5, 2009. A material change 
in scope would include a material ex-
pansion of the activities undertaken 
beyond the scope of the intangible de-
velopment area, as described in former 
§ 1.482–7(b)(4)(iv). For this purpose, a 
contraction of the scope of a CSA, ab-
sent a material expansion into one or 
more lines of research and development 
beyond the scope of the intangible de-
velopment area, does not constitute a 
material change in scope of the CSA. 
Whether a material change in scope 
has occurred is determined on a cumu-
lative basis. Therefore, a series of ex-
pansions, any one of which is not a ma-
terial expansion by itself, may collec-
tively constitute a material expansion. 

[T.D. 9568, 76 FR 80090, Dec. 22 2011, as amend-
ed by T.D. 9569, 76 FR 80250, Dec. 23, 2011; 77 
FR 3606, Jan. 25, 2012, 77 FR 8814, Feb. 14, 
2012] 
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§ 1.482–7T Methods to determine tax-
able income in connection with a 
cost sharing arrangement (tem-
porary). 

(a) through (g)(2)(v)(B)(1) [Reserved] 
For further guidance, see § 1.482–7(a) 
through (g)(2)(v)(B)(1). 

(2) Implied discount rates. In some cir-
cumstances, the particular discount 
rate or rates used for certain activities 
or transactions logically imply that 
certain other activities will have a par-
ticular discount rate or set of rates 
(implied discount rates). To the extent 
that an implied discount rate is inap-
propriate in light of the facts and cir-
cumstances, which may include reli-
able direct evidence of the appropriate 
discount rate applicable for such other 
activities, the reliability of any meth-
od is reduced where such method is 
based on the discount rates from which 
such an inappropriate implied discount 
rate is derived. See paragraphs 
(g)(4)(vi)(F)(2) and (g)(4)(viii), Example 8 
of this section. 

(g)(2)(v)(B)(3) through (g)(4)(vi)(F)(1) 
[Reserved] For further guidance, see 
§ 1.482–7(g)(2)(v)(B)(3) through 
(g)(4)(vi)(F)(1). 

(2) Use of differential income stream as 
a consideration in assessing the best meth-
od. An analysis under the income 
method that uses a different discount 
rate for the cost sharing alternative 
than for the licensing alternative will 
be more reliable the greater the extent 
to which the implied discount rate for 
the projected present value of the dif-
ferential income stream is consistent 
with reliable direct evidence of the ap-
propriate discount rate applicable for 
activities reasonably anticipated to 
generate an income stream with a 
similar risk profile to the differential 
income stream. Such differential in-
come stream is defined as the stream of 
the reasonably anticipated residuals of 
the PCT Payor’s licensing payments to 
be made under the licensing alter-
native, minus the PCT Payor’s cost 
contributions to be made under the 
cost sharing alternative. See, for exam-
ple, Example 8 of this paragraph 
(g)(4)(viii). 

(g)(4)(vii) through (viii) (Example 7) 
[Reserved] For further guidance, see 
§ 1.482–7(g)(4)(vii) through (g)(4)(viii) 
(Example 7). 

(viii) Example 8. (i) The facts are the same 
as in Example 1, except that the taxpayer de-
termines that the appropriate discount rate 
for the cost sharing alternative is 20%. In ad-
dition, the taxpayer determines that the ap-
propriate discount rate for the licensing al-
ternative is 10%. Accordingly, the taxpayer 
determines that the appropriate present 
value of the PCT Payment is $146 million. 

(ii) Based on the best method analysis de-
scribed in Example 2, the Commissioner de-
termines that the taxpayer’s calculation of 
the present value of the PCT Payments is 
outside of the interquartile range (as shown 
in the sixth column of Example 2), and thus 
warrants an adjustment. Furthermore, in 
evaluating the taxpayer’s analysis, the Com-
missioner undertakes an analysis based on 
the difference in the financial projections be-
tween the cost sharing and licensing alter-
natives (as shown in column 11 of Example 1). 
This column shows the anticipated differen-
tial income stream of additional positive or 
negative income for FS over the duration of 
the CSA Activity that would result from un-
dertaking the cost sharing alternative (be-
fore any PCT Payments) rather than the li-
censing alternative. This anticipated dif-
ferential income stream thus reflects the an-
ticipated incremental undiscounted profits 
to FS from the incremental activity of un-
dertaking the risk of developing the cost 
shared intangibles and enjoying the value of 
its divisional interests. Taxpayer’s analysis 
logically implies that the present value of 
this stream must be $146 million, since only 
then would FS have the same anticipated 
value in both the cost sharing and licensing 
alternatives. A present value of $146 million 
implies that the discount rate applicable to 
this stream is 34.4%. Based on a reliable cal-
culation of discount rates applicable to the 
anticipated income streams of uncontrolled 
companies whose resources, capabilities, and 
rights consist primarily of software applica-
tions intangibles and research and develop-
ment teams similar to USP’s platform con-
tributions to the CSA, and which income 
streams, accordingly, may be reasonably an-
ticipated to reflect a similar risk profile to 
the differential income stream, the Commis-
sioner concludes that an appropriate dis-
count rate for the anticipated income stream 
associated with USP’s platform contribu-
tions (that is, the additional positive or neg-
ative income over the duration of the CSA 
Activity that would result, before PCT Pay-
ments, from switching from the licensing al-
ternative to the cost sharing alternative) is 
16%, which is significantly less than 34.4%. 
This conclusion further suggests that Tax-
payer’s analysis is unreliable. See para-
graphs (g)(2)(v)(B)(2) and (4)(vi)(F)(1) and (2) 
of this section. 

(iii) The Commissioner makes an adjust-
ment of $296 million, so that the present 
value of the PCT Payments is $442 million 
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(the median results as shown in column 6 of 
Example 2). 

(g)(5) through (k) [Reserved] For further 
guidance, see § 1.482–7(g)(5) through (k). 

(l) Effective/Applicability Date. Treas. 
Reg. § 1.482–7T(g)(2)(v)(B)(2), 
(g)(4)(vi)(F)(2) and (g)(4)(viii), Example 8 
apply to taxable years beginning on or 
after December 19, 2011. 

(m) [Reserved] For further guidance, 
see § 1.482–7(m). 

(n) Expiration date. The applicability 
of this section expires on December 19, 
2014. 

[T.D. 9569, 76 FR 80250, Dec. 23, 2011] 

§ 1.482–8 Examples of the best method 
rule. 

(a) Introduction. In accordance with 
the best method rule of § 1.482–1(c), a 
method may be applied in a particular 
case only if the comparability, quality 
of data, and reliability of assumptions 
under that method make it more reli-
able than any other available measure 
of the arm’s length result. The fol-
lowing examples illustrate the com-
parative analysis required to apply this 
rule. As with all of the examples in 
these regulations, these examples are 
based on simplified facts, are provided 
solely for purposes of illustrating the 
type of analysis required under the rel-
evant rule, and do not provide rules of 
general application. Thus, conclusions 
reached in these examples as to the rel-
ative reliability of methods are based 
on the assumed facts of the examples, 
and are not general conclusions con-
cerning the relative reliability of any 
method. 

(b) Examples. 

Example 1. Preference for comparable uncon-
trolled price method. Company A is the U.S. 
distribution subsidiary of Company B, a for-
eign manufacturer of consumer electrical ap-
pliances. Company A purchases toaster ovens 
from Company B for resale in the U.S. mar-
ket. To exploit other outlets for its toaster 
ovens, Company B also sells its toaster ovens 
to Company C, an unrelated U.S. distributor 
of toaster ovens. The products sold to Com-
pany A and Company C are identical in every 
respect and there are no material differences 
between the transactions. In this case appli-
cation of the CUP method, using the sales of 
toaster ovens to Company C, generally will 
provide a more reliable measure of an arm’s 
length result for the controlled sale of toast-
er ovens to Company A than the application 

of any other method. See §§ 1.482–1(c)(2)(i) 
and –3(b)(2)(ii)(A). 

Example 2. Resale price method preferred to 
comparable uncontrolled price method. The 
facts are the same as in Example 1, except 
that the toaster ovens sold to Company A 
are of substantially higher quality than 
those sold to Company C and the effect on 
price of such quality differences cannot be 
accurately determined. In addition, in order 
to round out its line of consumer appliances 
Company A purchases blenders from unre-
lated parties for resale in the United States. 
The blenders are resold to substantially the 
same customers as the toaster ovens, have a 
similar resale value to the toaster ovens, and 
are purchased under similar terms and in 
similar volumes. The distribution functions 
performed by Company A appear to be simi-
lar for toaster ovens and blenders. Given the 
product differences between the toaster 
ovens, application of the resale price method 
using the purchases and resales of blenders 
as the uncontrolled comparables is likely to 
provide a more reliable measure of an arm’s 
length result than application of the com-
parable uncontrolled price method using 
Company B’s sales of toaster ovens to Com-
pany C. 

Example 3. Resale price method preferred to 
comparable profits method. (i) The facts are 
the same as in Example 2 except that Com-
pany A purchases all its products from Com-
pany B and Company B makes no uncon-
trolled sales into the United States. How-
ever, six uncontrolled U.S. distributors are 
identified that purchase a similar line of 
products from unrelated parties. The uncon-
trolled distributors purchase toaster ovens 
from unrelated parties, but there are signifi-
cant differences in the characteristics of the 
toaster ovens, including the brandnames 
under which they are sold. 

(ii) Under the facts of this case, reliable ad-
justments for the effect of the different 
brandnames cannot be made. Except for 
some differences in payment terms and in-
ventory levels, the purchases and resales of 
toaster ovens by the three uncontrolled dis-
tributors are closely similar to the con-
trolled purchases in terms of the markets in 
which they occur, the volume of the trans-
actions, the marketing activities undertaken 
by the distributor, inventory levels, warran-
ties, allocation of currency risk, and other 
relevant functions and risks. Reliable adjust-
ments can be made for the differences in pay-
ment terms and inventory levels. In addi-
tion, sufficiently detailed accounting infor-
mation is available to permit adjustments to 
be made for differences in accounting meth-
ods or in reporting of costs between cost of 
goods sold and operating expenses. There are 
no other material differences between the 
controlled and uncontrolled transactions. 
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(iii) Because reliable adjustments for the 
differences between the toaster ovens, in-
cluding the trademarks under which they are 
sold, cannot be made, these uncontrolled 
transactions will not serve as reliable meas-
ures of an arm’s length result under the com-
parable uncontrolled price method. There is, 
however, close functional similarity between 
the controlled and uncontrolled transactions 
and reliable adjustments have been made for 
material differences that would be likely to 
affect gross profit. Under these cir-
cumstances, the gross profit margins derived 
under the resale price method are less likely 
to be susceptible to any unidentified dif-
ferences than the operating profit measures 
used under the comparable profits method. 
Therefore, given the close functional com-
parability between the controlled and uncon-
trolled transactions, and the high quality of 
the data, the resale price method achieves a 
higher degree of comparability and will pro-
vide a more reliable measure of an arm’s 
length result. See § 1.482–1(c) (Best method 
rule). 

Example 4. Comparable profits method pre-
ferred to resale price method. The facts are the 
same as in Example 3, except that the ac-
counting information available for the un-
controlled comparables is not sufficiently 
detailed to ensure consistent reporting be-
tween cost of goods sold and operating ex-
penses of material items such as discounts, 
insurance, warranty costs, and supervisory, 
general and administrative expenses. These 
expenses are significant in amount. There-
fore, whether these expenses are treated as 
costs of goods sold or operating expenses 
would have a significant effect on gross mar-
gins. Because in this case reliable adjust-
ments can not be made for such accounting 
differences, the reliability of the resale price 
method is significantly reduced. There is, 
however, close functional similarity between 
the controlled and uncontrolled transactions 
and reliable adjustments have been made for 
all material differences other than the po-
tential accounting differences. Because the 
comparable profits method is not adversely 
affected by the potential accounting dif-
ferences, under these circumstances the 
comparable profits method is likely to 
produce a more reliable measure of an arm’s 
length result than the resale price method. 
See § 1.482–1(c) (Best method rule). 

Example 5. Cost plus method preferred to com-
parable profits method. (i) USS is a U.S. com-
pany that manufactures machine tool parts 
and sells them to its foreign parent corpora-
tion, FP. Four U.S. companies are identified 
that also manufacture various types of ma-
chine tool parts but sell them to uncon-
trolled purchasers. 

(ii) Except for some differences in payment 
terms, the manufacture and sales of machine 
tool parts by the four uncontrolled compa-
nies are closely similar to the controlled 

transactions in terms of the functions per-
formed and risks assumed. Reliable adjust-
ments can be made for the differences in pay-
ment terms. In addition, sufficiently de-
tailed accounting information is available to 
permit adjustments to be made for dif-
ferences between the controlled transaction 
and the uncontrolled comparables in ac-
counting methods and in the reporting of 
costs between cost of goods sold and oper-
ating expenses. 

(iii) There is close functional similarity be-
tween the controlled and uncontrolled trans-
actions and reliable adjustments can be 
made for material differences that would be 
likely to affect gross profit. Under these cir-
cumstances, the gross profit markups de-
rived under the cost plus method are less 
likely to be susceptible to any unidentified 
differences than the operating profit meas-
ures used under the comparable profits 
method. Therefore, given the close func-
tional comparability between the controlled 
and uncontrolled transactions, and the high 
quality of the data, the cost plus method 
achieves a higher degree of comparability 
and will provide a more reliable measure of 
an arm’s length result. See § 1.482–1(c) (Best 
method rule). 

Example 6. Comparable profits method pre-
ferred to cost plus method. The facts are the 
same as in Example 5, except that there are 
significant differences between the con-
trolled and uncontrolled transactions in 
terms of the types of parts and components 
manufactured and the complexity of the 
manufacturing process. The resulting func-
tional differences are likely to materially af-
fect gross profit margins, but it is not pos-
sible to identify the specific differences and 
reliably adjust for their effect on gross prof-
it. Because these functional differences 
would be reflected in differences in operating 
expenses, the operating profit measures used 
under the comparable profits method implic-
itly reflect to some extent these functional 
differences. Therefore, because in this case 
the comparable profits method is less sen-
sitive than the cost plus method to the po-
tentially significant functional differences 
between the controlled and uncontrolled 
transactions, the comparable profits method 
is likely to produce a more reliable measure 
of an arm’s length result than the cost plus 
method. See § 1.482–1(c) (Best method rule). 

Example 7. Preference for comparable uncon-
trolled transaction method. (i) USpharm, a 
U.S. pharmaceutical company, develops a 
new drug Z that is a safe and effective treat-
ment for the disease zeezee. USpharm has ob-
tained patents covering drug Z in the United 
States and in various foreign countries. 
USpharm has also obtained the regulatory 
authorizations necessary to market drug Z 
in the United States and in foreign coun-
tries. 
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(ii) USpharm licenses its subsidiary in 
country X, Xpharm, to produce and sell drug 
Z in country X. At the same time, it licenses 
an unrelated company, Ydrug, to produce 
and sell drug Z in country Y, a neighboring 
country. Prior to licensing the drug, 
USpharm had obtained patent protection and 
regulatory approvals in both countries and 
both countries provide similar protection for 
intellectual property rights. Country X and 
country Y are similar countries in terms of 
population, per capita income and the inci-
dence of disease zeezee. Consequently, drug Z 
is expected to sell in similar quantities and 
at similar prices in both countries. In addi-
tion, costs of producing drug Z in each coun-
try are expected to be approximately the 
same. 

(iii) USpharm and Xpharm establish terms 
for the license of drug Z that are identical in 
every material respect, including royalty 
rate, to the terms established between 
USpharm and Ydrug. In this case the district 
director determines that the royalty rate es-
tablished in the Ydrug license agreement is a 
reliable measure of the arm’s length royalty 
rate for the Xpharm license agreement. 
Given that the same property is transferred 
in the controlled and uncontrolled trans-
actions, and that the circumstances under 
which the transactions occurred are substan-
tially the same, in this case the comparable 
uncontrolled transaction method is likely to 
provide a more reliable measure of an arm’s 
length result than any other method. See 
§ 1.482–4(c)(2)(ii). 

Example 8. Residual profit split method pre-
ferred to other methods. (i) USC is a U.S. com-
pany that develops, manufactures and sells 
communications equipment. EC is the Euro-
pean subsidiary of USC. EC is an established 
company that carries out extensive research 
and development activities and develops, 
manufactures and sells communications 
equipment in Europe. There are extensive 
transactions between USC and EC. USC li-
censes valuable technology it has developed 
to EC for use in the European market but EC 
also licenses valuable technology it has de-
veloped to USC. Each company uses compo-
nents manufactured by the other in some of 
its products and purchases products from the 
other for resale in its own market. 

(ii) Detailed accounting information is 
available for both USC and EC and adjust-
ments can be made to achieve a high degree 
of consistency in accounting practices be-
tween them. Relatively reliable allocations 
of costs, income and assets can be made be-
tween the business activities that are related 
to the controlled transactions and those that 
are not. Relevant marketing and research 
and development expenditures can be identi-
fied and reasonable estimates of the useful 
life of the related intangibles are available 
so that the capitalized value of the intan-
gible development expenses of USC and EC 

can be calculated. In this case there is no 
reason to believe that the relative value of 
these capitalized expenses is substantially 
different from the relative value of the in-
tangible property of USC and EC. Further-
more, comparables are identified that could 
be used to estimate a market return for the 
routine contributions of USC and EC. Based 
on these facts, the residual profit split could 
provide a reliable measure of an arm’s length 
result. 

(iii) There are no uncontrolled trans-
actions involving property that is suffi-
ciently comparable to much of the tangible 
and intangible property transferred between 
USC and EC to permit use of the comparable 
uncontrolled price method or the comparable 
uncontrolled transaction method. Uncon-
trolled companies are identified in Europe 
and the United States that perform some-
what similar activities to USC and EC; how-
ever, the activities of none of these compa-
nies are as complex as those of USC and EC 
and they do not use similar levels of highly 
valuable intangible property that they have 
developed themselves. Under these cir-
cumstances, the uncontrolled companies 
may be useful in determining a market re-
turn for the routine contributions of USC 
and EC, but that return would not reflect the 
value of the intangible property employed by 
USC and EC. Thus, none of the uncontrolled 
companies is sufficiently similar so that reli-
able results would be obtained using the re-
sale price, cost plus, or comparable profits 
methods. Moreover, no uncontrolled compa-
nies can be identified that engaged in suffi-
ciently similar activities and transactions 
with each other to employ the comparable 
profit split method. 

(iv) Given the difficulties in applying the 
other methods, the reliability of the internal 
data on USC and EC, and the fact that ac-
ceptable comparables are available for deriv-
ing a market return for the routine contribu-
tions of USC and EC, the residual profit split 
method is likely to provide the most reliable 
measure of an arm’s length result in this 
case. 

Example 9. Comparable profits method pre-
ferred to profit split. (i) Company X is a large, 
complex U.S. company that carries out ex-
tensive research and development activities 
and manufactures and markets a variety of 
products. Company X has developed a new 
process by which compact disks can be fab-
ricated at a fraction of the cost previously 
required. The process is expected to prove 
highly profitable, since there is a large mar-
ket for compact disks. Company X estab-
lishes a new foreign subsidiary, Company Y, 
and licenses it the rights to use the process 
to fabricate compact disks for the foreign 
market as well as continuing technical sup-
port and improvements to the process. Com-
pany Y uses the process to fabricate compact 
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disks which it supplies to related and unre-
lated parties. 

(ii) The process licensed to Company Y is 
unique and highly valuable and no uncon-
trolled transfers of intangible property can 
be found that are sufficiently comparable to 
permit reliable application of the com-
parable uncontrolled transaction method. 
Company X is a large, complex company en-
gaged in a variety of activities that owns 
unique and highly valuable intangible prop-
erty. Consequently, no uncontrolled compa-
nies can be found that are similar to Com-
pany X. Furthermore, application of the 
profit split method in this case would in-
volve the difficult and problematic tasks of 
allocating Company X’s costs and assets be-
tween the relevant business activity and 
other activities and assigning a value to 
Company X’s intangible contributions. On 
the other hand, Company Y performs rel-
atively routine manufacturing and mar-
keting activities and there are a number of 
similar uncontrolled companies. Thus, appli-
cation of the comparable profits method 
using Company Y as the tested party is like-
ly to produce a more reliable measure of an 
arm’s length result than a profit split in this 
case. 

Example 10. Cost of services plus method pre-
ferred to other methods. (i) FP designs and 
manufactures consumer electronic devices 
that incorporate advanced technology. In 
year 1, FP introduces Product X, an enter-
tainment device targeted primarily at the 
youth market. FP’s wholly-owned, exclusive 
U.S. distributor, USSub, sells Product X in 
the U.S. market. USSub hires an inde-
pendent marketing firm, Agency A, to pro-
mote Product X in the U.S. market. Agency 
A has successfully promoted other electronic 
products on behalf of other uncontrolled par-
ties. USSub executes a one-year, renewable 
contract with Agency A that requires it to 
develop the market for Product X, within an 
annual budget set by USSub. In years 1 
through 3, Agency A develops advertising, 
buys media, and sponsors events featuring 
Product X. Agency A receives a markup of 
25% on all expenses of promoting Product X, 
with the exception of media buys, which are 
reimbursed at cost. During year 3, sales of 
Product X decrease sharply, as Product X is 
displaced by competitors’ products. At the 
end of year 3, sales of Product X are discon-
tinued. 

(ii) Prior to the start of year 4, FP devel-
ops a new entertainment device, Product Y. 
Like Product X, Product Y is intended for 
sale to the youth market, but it is marketed 
under a new trademark distinct from that 
used for Product X. USSub decides to per-
form all U.S. market promotion for Product 
Y. USSub hires key Agency A staff members 
who handled the successful Product X cam-
paign. To promote Product Y, USSub intends 
to use methods similar to those used success-

fully by Agency A to promote Product X 
(print advertising, media, event sponsorship, 
etc.). FP and USSub enter into a one-year, 
renewable agreement concerning promotion 
of Product Y in the U.S. market. Under the 
agreement, FP compensates USSub for pro-
moting Product Y, based on a cost of serv-
ices plus markup of A%. Third-party media 
buys by USSub in connection with Product Y 
are reimbursed at cost. 

(iii) Assume that under the contractual ar-
rangements between FP and USSub, the 
arm’s length consideration for Product Y 
and the trademark or other intangible prop-
erty may be determined reliably under one 
or more transfer pricing methods. At issue in 
this example is the separate evaluation of 
the arm’s length compensation for the year 4 
promotional activities performed by USSub 
pursuant to its contract with FP. 

(iv) USSub’s accounting records contain 
reliable data that separately state the costs 
incurred to promote Product Y. A functional 
analysis indicates that USSub’s activities to 
promote Product Y in year 4 are similar to 
activities performed by Agency A during 
years 1 through 3 under the contract with 
USSub. In other respects, no material dif-
ferences exist in the market conditions or 
the promotional activities performed in year 
4, as compared to those in years 1 through 3. 

(v) It is possible to identify uncontrolled 
distributors or licensees of electronic prod-
ucts that perform, as one component of their 
business activities, promotional activities 
similar to those performed by USSub. How-
ever, it is unlikely that publicly available 
accounting data from these companies would 
allow computation of the comparable trans-
actional costs or total services costs associ-
ated with the marketing or promotional ac-
tivities that these entities perform, as one 
component of business activities. If that 
were possible, the comparable profits method 
for services might provide a reliable measure 
of an arm’s length result. The functional 
analysis of the marketing activities per-
formed by USSub in year 4 indicates that 
they are similar to the activities performed 
by Agency A in years 1 through 3 for Product 
X. Because reliable information is available 
concerning the markup on costs charged in a 
comparable uncontrolled transaction, the 
most reliable measure of an arm’s length 
price is the cost of services plus method in 
§ 1.482–9(e). 

Example 11. CPM for services preferred to 
other methods. (i) FP manufactures furniture 
and accessories for residential use. FP sells 
its products to retailers in Europe under the 
trademark, ‘‘Moda.’’ FP holds all worldwide 
rights to the trademark, including in the 
United States. USSub is FP’s wholly-owned 
subsidiary in the U.S. market and the exclu-
sive U.S. distributor of FP’s merchandise. 
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Historically, USSub dealt only with special-
ized designers in the U.S. market and adver-
tised in trade publications targeted to this 
market. Although items sold in the U.S. and 
Europe are physically identical, USSub’s 
U.S. customers generally resell the merchan-
dise as non-branded merchandise. 

(ii) FP retains an independent firm to 
evaluate the feasibility of selling FP’s 
trademarked merchandise in the general 
wholesale and retail market in the United 
States. The study concludes that this seg-
ment of the U.S. market, which is not ex-
ploited by USSub, may generate substantial 
profits. Based on this study, FP enters into 
a separate agreement with USSub, which 
provides that USSub will develop this mar-
ket in the United States for the benefit of 
FP. USSub separately accounts for personnel 
expenses, overhead, and out-of-pocket costs 
attributable to the initial stage of the mar-
keting campaign (Phase I). USSub receives 
as compensation its costs, plus a markup of 
X%, for activities in Phase I. At the end of 
Phase I, FP will evaluate the program. If 
success appears likely, USSub will begin 
full-scale distribution of trademarked mer-
chandise in the new market segment, pursu-
ant to agreements negotiated with FP at 
that time. 

(iii) Assume that under the contractual ar-
rangements in effect between FP and USSub, 
the arm’s length consideration for the mer-
chandise and the trademark or other intan-
gible property may be determined reliably 
under one or more transfer pricing methods. 
At issue in this example is the separate eval-
uation of the arm’s length compensation for 
the marketing activities conducted by 
USSub in years 1 and following. 

(iv) A functional analysis reveals that 
USSub’s activities consist primarily of modi-
fying the promotional materials created by 
FP, negotiating media buys, and arranging 
promotional events. FP separately com-
pensates USSub for all Phase I activities, 
and detailed accounting information is avail-
able regarding the costs of these activities. 
The Phase I activities of USSub are similar 
to those of uncontrolled companies that per-
form, as their primary business activity, a 
range of advertising and media relations ac-
tivities on a contract basis for uncontrolled 
parties. 

(v) No information is available concerning 
the comparable uncontrolled prices for serv-
ices in transactions similar to those engaged 
in by FP and USSub. Nor is any information 
available concerning uncontrolled trans-
actions that would allow application of the 
cost of services plus method. It is possible to 
identify uncontrolled distributors or licens-
ees of home furnishings that perform, as one 
component of their business activities, pro-
motional activities similar to those per-
formed by USSub. However, it is unlikely 
that publicly available accounting data from 

these companies would allow computation of 
the comparable transactional costs or total 
services costs associated with the marketing 
or promotional activities that these entities 
performed, as one component of their busi-
ness activities. On the other hand, it is pos-
sible to identify uncontrolled advertising 
and media relations companies, the principal 
business activities of which are similar to 
the Phase I activities of USSub. Under these 
circumstances, the most reliable measure of 
an arm’s length price is the comparable prof-
its method of § 1.482–9(f). The uncontrolled 
advertising comparables’ treatment of mate-
rial items, such as classification of items as 
cost of goods sold or selling, general, and ad-
ministrative expenses, may differ from that 
of USSub. Such inconsistencies in account-
ing treatment between the uncontrolled 
comparables and the tested party, or among 
the comparables, are less important when 
using the ratio of operating profit to total 
services costs under the comparable profits 
method for services in § 1.482–9(f). Under this 
method, the operating profit of USSub from 
the Phase I activities is compared to the op-
erating profit of uncontrolled parties that 
perform general advertising and media rela-
tions as their primary business activity. 

Example 12. Residual profit split preferred to 
other methods. (i) USP is a manufacturer of 
athletic apparel sold under the AA trade-
mark, to which FP owns the worldwide 
rights. USP sells AA trademark apparel in 
countries throughout the world, but prior to 
year 1, USP did not sell its merchandise in 
Country X. In year 1, USP acquires an un-
controlled Country X company which be-
comes its wholly-owned subsidiary, XSub. 
USP enters into an exclusive distribution ar-
rangement with XSub in Country X. Before 
being acquired by USP in year 1, XSub dis-
tributed athletic apparel purchased from un-
controlled suppliers and resold that mer-
chandise to retailers. After being acquired by 
USP in year 1, XSub continues to distribute 
merchandise from uncontrolled suppliers and 
also begins to distribute AA trademark ap-
parel. Under a separate agreement with USP, 
XSub uses its best efforts to promote the AA 
trademark in Country X, with the goal of 
maximizing sales volume and revenues from 
AA merchandise. 

(ii) Prior to year 1, USP executed long- 
term endorsement contracts with several 
prominent professional athletes. These con-
tracts give USP the right to use the names 
and likenesses of the athletes in any country 
in which AA merchandise is sold during the 
term of the contract. These contracts remain 
in effect for five years, starting in year 1. Be-
fore being acquired by USP, XSub renewed a 
long-term agreement with SportMart, an un-
controlled company that owns a nationwide 
chain of sporting goods retailers in Country 
X. XSub has been SportMart’s primary sup-
plier from the time that SportMart began 
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operations. Under the agreement, SportMart 
will provide AA merchandise preferred shelf- 
space and will feature AA merchandise at no 
charge in its print ads and seasonal pro-
motions. In consideration for these commit-
ments, USP and XSub grant SportMart ad-
vance access to new products and the right 
to use the professional athletes under con-
tract with USP in SportMart advertisements 
featuring AA merchandise (subject to ap-
proval of content by USP). 

(iii) Assume that it is possible to segregate 
all transactions by XSub that involve dis-
tribution of merchandise acquired from un-
controlled distributors (non-controlled 
transactions). In addition, assume that, 
apart from the activities undertaken by USP 
and XSub to promote AA apparel in Country 
X, the arm’s length compensation for other 
functions performed by USP and XSub in the 
Country X market in years 1 and following 
can be reliably determined. At issue in this 
Example 12 is the application of the residual 
profit split analysis to determine the appro-
priate division between USP and XSub of the 
balance of the operating profits from the 
Country X market, that is the portion at-
tributable to nonroutine contributions to 
the marketing and promotional activities. 

(iv) A functional analysis of the marketing 
and promotional activities conducted in the 
Country X market, as described in this ex-
ample, indicates that both USP and XSub 
made nonroutine contributions to the busi-
ness activity. USP contributed the long-term 
endorsement contracts with professional 
athletes. XSub contributed its long-term 
contractual rights with SportMart, which 
were made more valuable by its successful, 
long-term relationship with SportMart. 

(v) Based on the facts and circumstances, 
including the fact that both USP and XSub 
made valuable nonroutine contributions to 
the marketing and promotional activities 
and an analysis of the availability (or lack 
thereof) of comparable and reliable market 
benchmarks, the Commissioner determines 
that the most reliable measure of an arm’s 
length result is the residual profit split 
method in § 1.482–9(g). The residual profit 
split analysis would take into account both 
routine and nonroutine contributions by 
USP and XSub, in order to determine an ap-
propriate allocation of the combined oper-
ating profits in the Country X market from 
the sale of AA merchandise and from related 
promotional and marketing activities. 

Example 13. Preference for acquisition price 
method. (i) USP develops, manufacturers, and 
distributes pharmaceutical products. USP 
and FS, USP’s wholly-owned subsidiary, 
enter into a CSA to develop a new 
oncological drug, Oncol. Immediately prior 
to entering into the CSA, USP acquires Com-
pany X, an unrelated U.S. pharmaceutical 
company. Company X is solely engaged in 
oncological pharmaceutical research, and its 

only significant resources and capabilities 
are its workforce and its sole patent, which 
is associated with Compound X, a promising 
molecular compound derived from a rare 
plant, which USP reasonably anticipates will 
contribute to developing Oncol. All of Com-
pany X researchers will be engaged solely in 
research that is reasonably anticipated to 
contribute to developing Oncol as well. The 
rights in the Compound X and the commit-
ment of Company X’s researchers to the de-
velopment of Oncol are platform contribu-
tions for which compensation is due from FS 
as part of a PCT. 

(ii) In this case, the acquisition price 
method, based on the lump sum price paid by 
USP for Company X, is likely to provide a 
more reliable measure of an arm’s length 
PCT Payment due to USP than the applica-
tion of any other method. See §§ 1.482–4(c)(2) 
and 1.482–7(g)(5)(iv)(A). 

Example 14. Preference for market capitaliza-
tion method. (i) Company X is a publicly trad-
ed U.S. company solely engaged in 
oncological pharmaceutical research and its 
only significant resources and capabilities 
are its workforce and its sole patent, which 
is associated with Compound Y, a promising 
molecular compound derived from a rare 
plant. Company X has no marketable prod-
ucts. Company X enters into a CSA with FS, 
a newly-formed foreign subsidiary, to de-
velop a new oncological drug, Oncol, derived 
from Compound Y. Compound Y is reason-
ably anticipated to contribute to developing 
Oncol. All of Company X researchers will be 
engaged solely in research that is reasonably 
anticipated to contribute to developing 
Oncol under the CSA. The rights in Com-
pound Y and the commitment of Company 
X’s researchers are platform contributions 
for which compensation is due from FS as 
part of a PCT. 

(ii) In this case, given that Company X’s 
platform contributions covered by PCTs re-
late to its entire economic value, the appli-
cation of the market capitalization method, 
based on the market capitalization of Com-
pany X, provides a reliable measure of an 
arm’s length result for Company X’s PCTs to 
the CSA. See §§ 1.482–4(c)(2) and 1.482– 
7(g)(6)(v)(A). 

Example 15. Preference for market capitaliza-
tion method. (i) MicroDent, Inc. (MDI) is a 
publicly traded company that developed a 
new dental surgical microscope ScopeX–1, 
which drastically shortens many surgical 
procedures. On January 1 of Year 1, MDI en-
tered into a CSA with a wholly-owned for-
eign subsidiary (FS) to develop ScopeX–2, 
the next generation of ScopeX–1. In the CSA, 
divisional interests are divided on a terri-
torial basis. The rights associated with 
ScopeX–1, as well as MDI’s research capabili-
ties are reasonably anticipated to contribute 
to the development of ScopeX–2 and are 
therefore platform contributions for which 
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compensation is due from FS as part of a 
PCT. At the time of the PCT, MDI’s only 
product was the ScopeX–I microscope, al-
though MDI was in the process of developing 
ScopeX–2. Concurrent with the CSA, MDI 
separately transfers exclusive and perpetual 
exploitation rights associated with ScopeX–1 
to FS in the same territory as assigned to 
FS in the CSA. 

(ii) Although the transactions between 
MDI and FS under the CSA are distinct from 
the transactions between MDI and FS relat-
ing to the exploitation rights for ScopeX–1, 
it is likely to be more reliable to evaluate 
the combined effect of the transactions than 
to evaluate them in isolation. This is be-
cause the combined transactions between 
MDI and FS relate to all of the economic 
value of MDI (that is, the exploitation rights 
and research rights associated with ScopeX– 
1, as well as the research capabilities of 
MDI). In this case, application of the market 
capitalization method, based on the enter-
prise value of MDI on January 1 of Year 1, is 
likely to provide a reliable measure of an 
arm’s length payment for the aggregated 
transactions. See §§ 1.482–4(c)(2) and 1.482– 
7(g)(6)(v)(A). 

(iii) Notwithstanding that the market cap-
italization method provides the most reli-
able measure of the aggregated transactions 
between MDI and FS, see § 1.482–7(g)(2)(iv) for 
further considerations of when further anal-
ysis may be required to distinguish between 
the remuneration to MDI associated with 
PCTs under the CSA (for research rights and 
capabilities associated with ScopeX–1) and 
the remuneration to MDI for the exploi-
tation rights associated with ScopeX–1. 

Example 16. Income method (applied using 
CPM) preferred to acquisition price method. The 
facts are the same as in Example 13, except 
that the acquisition occurred significantly in 
advance of formation of the CSA, and reli-
able adjustments cannot be made for this 
time difference. In addition, Company X has 
other valuable molecular patents and associ-
ated research capabilities, apart from Com-
pound X, that are not reasonably anticipated 
to contribute to the development of Oncol 
and that cannot be reliably valued. The CSA 
divides divisional interests on a territorial 
basis. Under the terms of the CSA, USP will 
undertake all R&D (consisting of laboratory 
research and clinical testing) and manufac-
turing associated with Oncol, as well as the 
distribution activities for its territory (the 
United States). FS will distribute Oncol in 
its territory (the rest of the world). FS’s dis-
tribution activities are routine in nature, 
and the profitability from its activities may 
be reliably determined from third-party 
comparables. FS does not furnish any plat-
form contributions. At the time of the PCT, 
reliable (ex ante) financial projections asso-
ciated with the development of Oncol and its 
separate exploitation in each of USP’s and 

FSub’s assigned geographical territories are 
undertaken. In this case, application of the 
income method using CPM is likely to pro-
vide a more reliable measure of an arm’s 
length result than application of the acquisi-
tion price method based on the price paid by 
USP for Company X. See § 1.482–7(g)(4)(vi) 
and (5)(iv)(C). 

Example 17. Evaluation of alternative meth-
ods. (i) The facts are the same as in Example 
13, except that the acquisition occurred 
sometime prior to the CSA, and Company X 
has some areas of promising research that 
are not reasonably anticipated to contribute 
to developing Oncol. For purposes of this ex-
ample, the CSA is assumed to divide divi-
sional interests on a territorial basis. In gen-
eral, the Commissioner determines that the 
acquisition price data is useful in informing 
the arm’s length price, but not necessarily 
determinative. Under the terms of the CSA, 
USP will undertake all R&D (consisting of 
laboratory research and clinical testing) and 
manufacturing associated with Oncol, as 
well as the distribution activities for its ter-
ritory (the United States). FS will distribute 
Oncol in its territory (the rest of the world). 
FS’s distribution activities are routine in 
nature, and the profitability from its activi-
ties may be reliably determined from third- 
party comparables. At the time of the PCT, 
financial projections associated with the de-
velopment of Oncol and its separate exploi-
tation in each of USP’s and FSub’s assigned 
geographical territories are undertaken. 

(ii) Under the facts, it is possible that the 
acquisition price method or the income 
method using CPM might reasonably be ap-
plied. Whether the acquisition price method 
or the income method provides the most reli-
able evidence of the arm’s length price of 
USP’s contributions depends on a number of 
factors, including the reliability of the fi-
nancial projections, the reliability of the dis-
count rate chosen, and the extent to which 
the acquisition price of Company X can be 
reliably adjusted to account for changes in 
value over the time period between the ac-
quisition and the formation of the CSA and 
to account for the value of the in-process re-
search done by Company X that does not 
constitute platform contributions to the 
CSA. See § 1.482–7(g)(4)(vi) and (5)(iv)(A) and 
(C). 

Example 18. Evaluation of alternative meth-
ods. (i) The facts are the same as in Example 
17, except that FS has a patent on Compound 
Y, which the parties reasonably anticipate 
will be useful in mitigating potential side ef-
fects associated with Compound X and there-
by contribute to the development of Oncol. 
The rights in Compound Y constitute a plat-
form contribution for which compensation is 
due from USP as part of a PCT. The value of 
FS’s platform contribution cannot be reli-
ably measured by market benchmarks. 
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(ii) Under the facts, it is possible that ei-
ther the acquisition price method and the in-
come method together or the residual profit 
split method might reasonably be applied to 
determine the arm’s length PCT Payments 
due between USP and FS. Under the first op-
tion the PCT Payment for the platform con-
tributions related to Company X’s workforce 
and Compound X would be determined using 
the acquisition price method referring to the 
lump sum price paid by USP for Company X. 
Because the value of these platform con-
tributions can be determined by reference to 
a market benchmark, they are considered 
routine platform contributions. Accordingly, 
under this option, the platform contribution 
related to Compound Y would be the only 
nonroutine platform contribution and the 
relevant PCT Payment is determined using 
the income method. Under the second option, 
rather than looking to the acquisition price 
for Company X, all the platform contribu-
tions are considered nonroutine and the 
RPSM is applied to determine the PCT Pay-
ments for each platform contribution. Under 
either option, the PCT Payments will be net-
ted against each other. 

(iii) Whether the acquisition price method 
together with the income method or the re-
sidual profit split method provides the most 
reliable evidence of the arm’s length price of 
the platform contributions of USP and FS 
depends on a number of factors, including 
the reliability of the determination of the 
relative values of the platform contributions 
for purposes of the RPSM, and the extent to 
which the acquisition price of Company X 
can be reliably adjusted to account for 
changes in value over the time period be-
tween the acquisition and the formation of 
the CSA and to account for the value of the 
rights in the in-process research done by 
Company X that does not constitute plat-
form contributions to the CSA. In these cir-
cumstances, it is also relevant to consider 
whether the results of each method are con-
sistent with each other, or whether one or 
both methods are consistent with other po-
tential methods that could be applied. See 
§ 1.482–7(g)(4)(vi), (5)(iv), and (7)(iv). 

(c) Effective/applicability date—(1) In 
general. Paragraphs (a) and (b) Examples 
10 through 12 of this section are gen-
erally applicable for taxable years be-
ginning after December 31, 2006. Para-
graph (b) Examples 13 through 18 of this 
section are generally applicable on 
January 5, 2009. 

(2) Election to apply regulation to ear-
lier taxable years. A person may elect to 
apply the provisions of paragraph (b) 
Examples 10, 11, and 12 of this section to 
earlier taxable years in accordance 

with the rules set forth in § 1.482– 
9(n)(2). 

[T.D. 8552, 59 FR 35028, July 8, 1994, as amend-
ed by T.D. 9278, 71 FR 44487, Aug. 4, 2006; T.D. 
9441, 74 FR 388, Jan. 5, 2009; T.D. 9456, 74 FR 
38845, Aug. 4, 2009; 74 FR 46346, Sept. 9, 2009; 
T.D. 9568, 76 FR 80134, Dec. 22, 2011] 

§ 1.482–9 Methods to determine taxable 
income in connection with a con-
trolled services transaction. 

(a) In general. The arm’s length 
amount charged in a controlled serv-
ices transaction must be determined 
under one of the methods provided for 
in this section. Each method must be 
applied in accordance with the provi-
sions of § 1.482–1, including the best 
method rule of § 1.482–1(c), the com-
parability analysis of § 1.482–1(d), and 
the arm’s length range of § 1.482–1(e), 
except as those provisions are modified 
in this section. The methods are— 

(1) The services cost method, de-
scribed in paragraph (b) of this section; 

(2) The comparable uncontrolled 
services price method, described in 
paragraph (c) of this section; 

(3) The gross services margin method, 
described in paragraph (d) of this sec-
tion; 

(4) The cost of services plus method, 
described in paragraph (e) of this sec-
tion; 

(5) The comparable profits method, 
described in § 1.482–5 and in paragraph 
(f) of this section; 

(6) The profit split method, described 
in § 1.482–6 and in paragraph (g) of this 
section; and 

(7) Unspecified methods, described in 
paragraph (h) of this section. 

(b) Services cost method—(1) In general. 
The services cost method evaluates 
whether the amount charged for cer-
tain services is arm’s length by ref-
erence to the total services costs (as 
defined in paragraph (j) of this section) 
with no markup. If a taxpayer applies 
the services cost method in accordance 
with the rules of this paragraph (b), 
then it will be considered the best 
method for purposes of § 1.482–1(c), and 
the Commissioner’s allocations will be 
limited to adjusting the amount 
charged for such services to the prop-
erly determined amount of such total 
services costs. 
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(2) Eligibility for the services cost meth-
od. To apply the services cost method 
to a service in accordance with the 
rules of this paragraph (b), all of the 
following requirements must be satis-
fied with respect to the service— 

(i) The service is a covered service as 
defined in paragraph (b)(3) of this sec-
tion; 

(ii) The service is not an excluded ac-
tivity as defined in paragraph (b)(4) of 
this section; 

(iii) The service is not precluded from 
constituting a covered service by the 
business judgment rule described in 
paragraph (b)(5) of this section; and 

(iv) Adequate books and records are 
maintained as described in paragraph 
(b)(6) of this section. 

(3) Covered services. For purposes of 
this paragraph (b), covered services 
consist of a controlled service trans-
action or a group of controlled service 
transactions (see § 1.482–1(f)(2)(i) (aggre-
gation of transactions)) that meet the 
definition of specified covered services 
or low margin covered services. 

(i) Specified covered services. Specified 
covered services are controlled services 
transactions that the Commissioner 
specifies by revenue procedure. Serv-
ices will be included in such revenue 
procedure based upon the Commis-
sioner’s determination that the speci-
fied covered services are support serv-
ices common among taxpayers across 
industry sectors and generally do not 
involve a significant median com-
parable markup on total services costs. 
For the definition of the median com-
parable markup on total services costs, 
see paragraph (b)(3)(ii) of this section. 
The Commissioner may add to, sub-
tract from, or otherwise revise the 
specified covered services described in 
the revenue procedure by subsequent 
revenue procedure, which amendments 
will ordinarily be prospective only in 
effect. 

(ii) Low margin covered services. Low 
margin covered services are controlled 
services transactions for which the me-
dian comparable markup on total serv-
ices costs is less than or equal to seven 
percent. For purposes of this paragraph 
(b), the median comparable markup on 
total services costs means the excess of 
the arm’s length price of the controlled 
services transaction determined under 

the general section 482 regulations 
without regard to this paragraph (b), 
using the interquartile range described 
in § 1.482–1(e)(2)(iii)(C) and as necessary 
adjusting to the median of such inter-
quartile range, over total services 
costs, expressed as a percentage of 
total services costs. 

(4) Excluded activity. The following 
types of activities are excluded activi-
ties: 

(i) Manufacturing. 
(ii) Production. 
(iii) Extraction, exploration, or proc-

essing of natural resources. 
(iv) Construction. 
(v) Reselling, distribution, acting as 

a sales or purchasing agent, or acting 
under a commission or other similar 
arrangement. 

(vi) Research, development, or ex-
perimentation. 

(vii) Engineering or scientific. 
(viii) Financial transactions, includ-

ing guarantees. 
(ix) Insurance or reinsurance. 
(5) Not services that contribute signifi-

cantly to fundamental risks of business 
success or failure. A service cannot con-
stitute a covered service unless the 
taxpayer reasonably concludes in its 
business judgment that the service 
does not contribute significantly to 
key competitive advantages, core capa-
bilities, or fundamental risks of suc-
cess or failure in one or more trades or 
businesses of the controlled group, as 
defined in § 1.482–1(i)(6). In evaluating 
the reasonableness of the conclusion 
required by this paragraph (b)(5), con-
sideration will be given to all the facts 
and circumstances. 

(6) Adequate books and records. Perma-
nent books of account and records are 
maintained for as long as the costs 
with respect to the covered services are 
incurred by the renderer. Such books 
and records must include a statement 
evidencing the taxpayer’s intention to 
apply the services cost method to 
evaluate the arm’s length charge for 
such services. Such books and records 
must be adequate to permit 
verification by the Commissioner of 
the total services costs incurred by the 
renderer, including a description of the 
services in question, identification of 
the renderer and the recipient of such 
services, and sufficient documentation 
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to allow verification of the methods 
used to allocate and apportion such 
costs to the services in question in ac-
cordance with paragraph (k) of this 
section. 

(7) Shared services arrangement—(i) In 
general. If the services cost method is 
used to evaluate the amount charged 
for covered services, and such services 
are the subject of a shared services ar-
rangement, then the arm’s length 
charge to each participant for such 
services will be the portion of the total 
costs of the services otherwise deter-
mined under the services cost method 
of this paragraph (b) that is properly 
allocated to such participant pursuant 
to the arrangement. 

(ii) Requirements for shared services ar-
rangement. A shared services arrange-
ment must meet the requirements de-
scribed in this paragraph (b)(7). 

(A) Eligibility. To be eligible for treat-
ment under this paragraph (b)(7), a 
shared services arrangement must— 

(1) Include two or more participants; 
(2) Include as participants all con-

trolled taxpayers that reasonably an-
ticipate a benefit (as defined under 
paragraph (l)(3)(i) of this section) from 
one or more covered services specified 
in the shared services arrangement; 
and 

(3) Be structured such that each cov-
ered service (or each reasonable aggre-
gation of services within the meaning 
of paragraph (b)(7)(iii)(B) of this sec-
tion) confers a benefit on at least one 
participant in the shared services ar-
rangement. 

(B) Allocation. The costs for covered 
services must be allocated among the 
participants based on their respective 
shares of the reasonably anticipated 
benefits from those services, without 
regard to whether the anticipated ben-
efits are in fact realized. Reasonably 
anticipated benefits are benefits as de-
fined in paragraph (l)(3)(i) of this sec-
tion. The allocation of costs must pro-
vide the most reliable measure of the 
participants’ respective shares of the 
reasonably anticipated benefits under 
the principles of the best method rule. 
See § 1.482–1(c). The allocation must be 
applied on a consistent basis for all 
participants and services. The alloca-
tion to each participant in each tax-
able year must reasonably reflect that 

participant’s respective share of rea-
sonably anticipated benefits for such 
taxable year. If the taxpayer reason-
ably concluded that the shared services 
arrangement (including any aggrega-
tion pursuant to paragraph (b)(7)(iii)(B) 
of this section) allocated costs for cov-
ered services on a basis that most reli-
ably reflects the participants’ respec-
tive shares of the reasonably antici-
pated benefits attributable to such 
services, as provided for in this para-
graph (b)(7), then the Commissioner 
may not adjust such allocation basis. 

(C) Documentation. The taxpayer 
must maintain sufficient documenta-
tion to establish that the requirements 
of this paragraph (b)(7) are satisfied, 
and include— 

(1) A statement evidencing the tax-
payer’s intention to apply the services 
cost method to evaluate the arm’s 
length charge for covered services pur-
suant to a shared services arrange-
ment; 

(2) A list of the participants and the 
renderer or renderers of covered serv-
ices under the shared services arrange-
ment; 

(3) A description of the basis of allo-
cation to all participants, consistent 
with the participants’ respective shares 
of reasonably anticipated benefits; and 

(4) A description of any aggregation 
of covered services for purposes of the 
shared services arrangement, and an 
indication whether this aggregation (if 
any) differs from the aggregation used 
to evaluate the median comparable 
markup for any low margin covered 
services described in paragraph 
(b)(3)(ii) of this section. 

(iii) Definitions and special rules—(A) 
Participant. A participant is a con-
trolled taxpayer that reasonably an-
ticipates benefits from covered services 
subject to a shared services arrange-
ment that substantially complies with 
the requirements described in this 
paragraph (b)(7). 

(B) Aggregation. Two or more covered 
services may be aggregated in a reason-
able manner taking into account all 
the facts and circumstances, including 
whether the relative magnitude of rea-
sonably anticipated benefits of the par-
ticipants sharing the costs of such ag-
gregated services may be reasonably 
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reflected by the allocation basis em-
ployed pursuant to paragraph 
(b)(7)(ii)(B) of this section. The aggre-
gation of services under a shared serv-
ices arrangement may differ from the 
aggregation used to evaluate the me-
dian comparable markup for any low 
margin covered services described in 
paragraph (b)(3)(ii) of this section, pro-
vided that such alternative aggrega-
tion can be implemented on a reason-
able basis, including appropriately 
identifying and isolating relevant 
costs, as necessary. 

(C) Coordination with cost sharing ar-
rangements. To the extent that an allo-
cation is made to a participant in a 
shared services arrangement that is 
also a participant in a cost sharing ar-
rangement subject to § 1.482–7T, such 
amount with respect to covered serv-
ices is first allocated pursuant to the 
shared services arrangement under this 
paragraph (b)(7). Costs allocated pursu-
ant to a shared services arrangement 
may (if applicable) be further allocated 
between the intangible property devel-
opment activity under § 1.482–7T and 
other activities of the participant. 

(8) Examples. The application of this 
section is illustrated by the following 
examples. No inference is intended 
whether the presence or absence of one 
or more facts is determinative of the 
conclusion in any example. For pur-
poses of Examples 1 through 14, assume 
that Company P and its subsidiaries, 
Company Q and Company R, are cor-
porations and members of the same 
group of controlled entities (PQR Con-
trolled Group). For purposes of Example 
15, assume that Company P and its sub-
sidiary, Company S, are corporations 
and members of the same group of con-
trolled entities (PS Controlled Group). 
For purposes of Examples 16 through 24, 
assume that Company P and its sub-
sidiaries, Company X, Company Y, and 
Company Z, are corporations and mem-
bers of the same group of controlled en-
tities (PXYZ Group) and that Company 
P and its subsidiaries satisfy all of the 
requirements for a shared services ar-
rangement specified in paragraphs 
(b)(7)(ii) and (iii) of this section. 

Example 1. Data entry services. (i) Company 
P, Company Q, and Company R own and op-
erate hospitals. Each owns an electronic 
database of medical information gathered by 

doctors and nurses during interviews and 
treatment of its patients. All three data-
bases are maintained and updated by Com-
pany P’s administrative support employees 
who perform data entry activities by enter-
ing medical information from the paper 
records of Company P, Company Q, and Com-
pany R into their respective databases. 

(ii) Assume that these services relating to 
data entry are specified covered services 
within the meaning of paragraph (b)(3)(i) of 
this section. Under the facts and cir-
cumstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably 
conclude that these services do not con-
tribute significantly to the controlled 
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or 
failure in the group’s business. If these serv-
ices meet the other requirements of this 
paragraph (b), Company P will be eligible to 
charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 2. Data entry services. (i) Company 
P, Company Q, and Company R specialize in 
data entry, data processing, and data conver-
sion. Company Q and Company R’s data 
entry activities involve converting medical 
information data contained in paper records 
to a digital format. Company P specializes in 
data entry activities. This specialization re-
flects, in part, proprietary quality control 
systems and specially trained data entry ex-
perts used to ensure the highest degree of ac-
curacy of data entry services. Company P is 
engaged by Company Q and Company R to 
perform these data entry activities for them. 
Company Q and Company R then charge 
their customers for the data entry activities 
performed by Company P. 

(ii) Assume that these services performed 
by Company P relating to data entry are 
specified covered services within the mean-
ing of paragraph (b)(3)(i) of this section. 
Under the facts and circumstances, the tax-
payer is unable to reasonably conclude that 
these services do not contribute significantly 
to the controlled group’s key competitive 
advantages, core capabilities, or funda-
mental risks of success or failure in the 
group’s business. Company P is not eligible 
to charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 3. Recruiting services. (i) Company 
P, Company Q, and Company R are manufac-
turing companies that sell their products to 
unrelated retail establishments. Company 
P’s human resources department recruits 
mid-level managers and engineers for itself 
as well as for Company Q and Company R by 
attending job fairs and other recruitment 
events. For recruiting higher-level managers 
and engineers, each of these companies uses 
recruiters from unrelated executive search 
firms. 
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(ii) Assume that these services relating to 
recruiting are specified covered services 
within the meaning of paragraph (b)(3)(i) of 
this section. Under the facts and cir-
cumstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably 
conclude that these services do not con-
tribute significantly to the controlled 
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or 
failure in the group’s business. If these serv-
ices meet the other requirements of this 
paragraph (b), Company P will be eligible to 
charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 4. Recruiting services. (i) Company 
Q and Company R are executive recruiting 
service companies that are hired by other 
companies to recruit professionals. Company 
P is a recruiting agency that is engaged by 
Company Q and Company R to perform re-
cruiting activities on their behalf in certain 
geographic areas. 

(ii) Assume that the services performed by 
Company P are specified covered services 
within the meaning of paragraph (b)(3)(i) of 
this section. Under the facts and cir-
cumstances, the taxpayer is unable to rea-
sonably conclude that these services do not 
contribute significantly to the controlled 
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or 
failure in the group’s business. Company P is 
not eligible to charge these services to Com-
pany Q and Company R in accordance with 
the services cost method. 

Example 5. Credit analysis services. (i) Com-
pany P is a manufacturer and distributor of 
clothing for retail stores. Company Q and 
Company R are distributors of clothing for 
retail stores. As part of its operations, per-
sonnel in Company P perform credit analysis 
on its customers. Most of the customers have 
a history of purchases from Company P, and 
the credit analysis involves a review of the 
recent payment history of the customer’s ac-
count. For new customers, the personnel in 
Company P perform a basic credit check of 
the customer using reports from a credit re-
porting agency. On behalf of Company Q and 
Company R, Company P performs credit 
analysis on customers who order clothing 
from Company Q and Company R using the 
same method as Company P uses for itself. 

(ii) Assume that these services relating to 
credit analysis are specified covered services 
within the meaning of paragraph (b)(3)(i) of 
this section. Under the facts and cir-
cumstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably 
conclude that these services do not con-
tribute significantly to the controlled 
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or 
failure in the group’s business. If these serv-
ices meet the other requirements of this 

paragraph (b), Company P will be eligible to 
charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 6. Credit analysis services. (i) Com-
pany P, Company Q, and Company R lease 
furniture to retail customers who present a 
significant credit risk and are generally un-
able to lease furniture from other providers. 
As part of its leasing operations, personnel 
in Company P perform credit analysis on 
each of the potential lessees. The personnel 
have developed special expertise in deter-
mining whether a particular customer who 
presents a significant credit risk (as indi-
cated by credit reporting agencies) will be 
likely to make the requisite lease payments 
on a timely basis. Also, as part of its oper-
ations, Company P performs similar credit 
analysis services for Company Q and Com-
pany R, which charge correspondingly high 
monthly lease payments. 

(ii) Assume that these services relating to 
credit analysis are specified covered services 
within the meaning of paragraph (b)(3)(i) of 
this section. Under the facts and cir-
cumstances, the taxpayer is unable to rea-
sonably conclude that these services do not 
contribute significantly to the controlled 
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or 
failure in the group’s business. Company P is 
not eligible to charge these services to Com-
pany Q and Company R in accordance with 
the services cost method. 

Example 7. Credit analysis services. (i) Com-
pany P is a large full-service bank, which 
provides products and services to corporate 
and consumer markets, including unsecured 
loans, secured loans, lines of credit, letters 
of credit, conversion of foreign currency, 
consumer loans, trust services, and sales of 
certificates of deposit. Company Q makes 
routine consumer loans to individuals, such 
as auto loans and home equity loans. Com-
pany R makes only business loans to small 
businesses. 

(ii) Company P performs credit analysis 
and prepares credit reports for itself, as well 
as for Company Q and Company R. Company 
P, Company Q and Company R regularly em-
ploy these credit reports in the ordinary 
course of business in making decisions re-
garding extensions of credit to potential cus-
tomers (including whether to lend, rate of in-
terest, and loan terms). 

(iii) Assume that these services relating to 
credit analysis are specified covered services 
within the meaning of paragraph (b)(3)(i) of 
this section. Under the facts and cir-
cumstances, the credit analysis services con-
stitute part of a ‘‘financial transaction’’ de-
scribed in paragraph (b)(4)(viii) of this sec-
tion. Company P is not eligible to charge 
these services to Company Q and Company R 
in accordance with the services cost method. 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00758 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



749 

Internal Revenue Service, Treasury § 1.482–9 

Example 8. Data verification services. (i) 
Company P, Company Q and Company R are 
manufacturers of industrial supplies. Com-
pany P’s accounting department performs 
periodic reviews of the accounts payable in-
formation of Company P, Company Q and 
Company R, and identifies any inaccuracies 
in the records, such as double-payments and 
double-charges. 

(ii) Assume that these services relating to 
verification of data are specified covered 
services within the meaning of paragraph 
(b)(3)(i) of this section. Under the facts and 
circumstances of the business of the PQR 
Controlled Group, the taxpayer could reason-
ably conclude that these services do not con-
tribute significantly to the controlled 
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or 
failure in the group’s business. If these serv-
ices meet the other requirements of this 
paragraph (b), Company P will be eligible to 
charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 9. Data verification services. (i) 
Company P gathers and inputs information 
regarding accounts payable and accounts re-
ceivable from unrelated parties and utilizes 
its own computer system to analyze that in-
formation for purposes of identifying errors 
in payment and receipts (data mining). Com-
pany P is compensated for these services 
based on a fee that reflects a percentage of 
amounts collected by customers as a result 
of the data mining services. These activities 
constitute a significant portion of Company 
P’s business. Company P performs similar 
activities for Company Q and Company R by 
analyzing their accounts payable and ac-
counts receivable records. 

(ii) Assume that these services relating to 
data mining are specified covered services 
within the meaning of paragraph (b)(3)(i) of 
this section. Under the facts and cir-
cumstances, the taxpayer is unable to rea-
sonably conclude that these services do not 
contribute significantly to the controlled 
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or 
failure in the group’s business. Company P is 
not eligible to charge these services to Com-
pany Q and Company R in accordance with 
the services cost method. 

Example 10. Legal services. (i) Company P is 
a domestic corporation with two wholly- 
owned foreign subsidiaries, Company Q and 
Company R. Company P and its subsidiaries 
manufacture and distribute equipment used 
by industrial customers. Company P main-
tains an in-house legal department con-
sisting of attorneys experienced in a wide 
range of business and commercial matters. 
Company Q and Company R maintain small 
legal departments, consisting of attorneys 
experienced in matters that most frequently 
arise in the normal course of business of 

Company Q and Company R in their respec-
tive jurisdictions. 

(ii) Company P seeks to maintain in-house 
legal staff with the ability to address the 
majority of legal matters that arise in the 
United States with respect to the operations 
of Company P, as well as any U.S. reporting 
or compliance obligations of Company Q or 
Company R. These include the preparation 
and review of corporate contracts relating 
to, for example, product sales, equipment 
purchases and leases, business liability in-
surance, real estate, employee salaries and 
benefits. Company P relies on outside attor-
neys for major business transactions and 
highly technical matters such as patent li-
censes. The in-house legal staffs of Company 
Q and Company R are much more limited. It 
is necessary for Company P to retain several 
local law firms to handle litigation and busi-
ness disputes arising from the activities of 
Company Q and Company R. Although Com-
pany Q and Company R pay the fees of these 
law firms, the hiring authority and general 
oversight of the firms’ representation is in 
the legal department of Company P. 

(iii) In determining what portion of the 
legal expenses of Company P may be allo-
cated to Company Q and Company R, Com-
pany P first excludes any expenses relating 
to legal services that constitute shareholder 
activities and other items that are not prop-
erly analyzed as controlled services. Assume 
that the remaining services relating to gen-
eral legal functions performed by in-house 
legal counsel are specified covered services 
within the meaning of paragraph (b)(3)(i) of 
this section. Under the facts and cir-
cumstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably 
conclude that these latter services do not 
contribute significantly to the controlled 
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or 
failure in the group’s business. If these serv-
ices meet the other requirements of this 
paragraph (b), Company P will be eligible to 
charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 11. Legal services. (i) Company P is 
a domestic holding company whose operating 
companies, Company Q and Company R, gen-
erate electric power for consumers by oper-
ating nuclear plants. Assume that, although 
Company P owns 100% of the stock of Com-
panies Q and R, the companies do not elect 
to file a consolidated Federal income tax re-
turn with Company P. 

(ii) Company P maintains an in-house legal 
department that includes attorneys who are 
experts in the areas of Federal utilities regu-
lation, Federal labor and environmental law, 
and securities law. Companies Q and R main-
tain their own, smaller in-house legal staffs 
comprising experienced attorneys in the 
areas of state and local utilities regulation, 
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state labor and employment law, and general 
commercial law. The legal department of 
Company P performs general oversight of the 
legal affairs of the company and determines 
whether a particular matter would be more 
efficiently handled by the Company P legal 
department, by the legal staffs in the oper-
ating companies, or in rare cases, by re-
tained outside counsel. In general, Company 
P has succeeded in minimizing duplication 
and overlap of functions between the legal 
staffs of the various companies or by re-
tained outside counsel. 

(iii) The domestic nuclear power plant op-
erations of Companies Q and R are subject to 
extensive regulation by the U.S. Nuclear 
Regulatory Commission (NRC). Operators 
are required to obtain pre-construction ap-
proval, operating licenses, and, at the end of 
the operational life of the nuclear reactor, 
nuclear decommissioning certificates. Com-
pany P files consolidated financial state-
ments on behalf of itself, as well as Compa-
nies Q and R, with the United States Securi-
ties and Exchange Commission (SEC). In 
these SEC filings, Company P discloses that 
failure to obtain any of these licenses (and 
the related periodic renewals) or agreeing to 
licenses on terms less favorable than those 
granted to competitors would have a mate-
rial adverse impact on the operations of 
Company Q or Company R. Company Q and 
Company R do not have in-house legal staff 
with experience in the NRC area. Company P 
maintains a group of in-house attorneys with 
specialized expertise in the NRC area that 
exclusively represents Company Q and Com-
pany R before the NRC. Although Company 
P occasionally hires an outside law firm or 
industry expert to assist on particular NRC 
matters, the majority of the work is per-
formed by the specialized legal staff of Com-
pany P. 

(iv) Certain of the legal services performed 
by Company P constitute duplicative or 
shareholder activities that do not confer a 
benefit on the other companies and therefore 
do not need to be allocated to the other com-
panies, while certain other legal services are 
eligible to be charged to Company Q and 
Company R in accordance with the services 
cost method. 

(v) Assume that the specialized legal serv-
ices relating to nuclear licenses performed 
by in-house legal counsel of Company P are 
specified covered services within the mean-
ing of paragraph (b)(3)(i) of this section. 
Under the facts and circumstances, the tax-
payer is unable to reasonably conclude that 
these services do not contribute significantly 
to the controlled group’s key competitive 
advantages, core capabilities, or funda-
mental risks of success or failure in the 
group’s business. Company P is not eligible 
to charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 12. Group of services. (i) Company 
P, Company Q, and Company R are manufac-
turing companies that sell their products to 
unrelated retail establishments. Company P 
has an enterprise resource planning (ERP) 
system that maintains data relating to ac-
counts payable and accounts receivable in-
formation for all three companies. Company 
P’s personnel perform the daily operations 
on this ERP system such as inputting data 
relating to accounts payable and accounts 
receivable into the system and extracting 
data relating to accounts receivable and ac-
counts payable in the form of reports or elec-
tronic media and providing those data to all 
three companies. Periodically, Company P’s 
computer specialists also modify the ERP 
system to adapt to changing business func-
tions in all three companies. Company P’s 
computer specialists make these changes by 
either modifying the underlying software 
program or by purchasing additional soft-
ware or hardware from unrelated third party 
vendors. 

(ii) Assume that the services relating to 
accounts payable and accounts receivable 
are specified covered services within the 
meaning of paragraph (b)(3)(i) of this section. 
Under the facts and circumstances of the 
business of the PQR Controlled Group, the 
taxpayer could reasonably conclude that 
these services do not contribute significantly 
to the controlled group’s key competitive 
advantages, core capabilities, or funda-
mental risks of success or failure in the 
group’s business. If these services meet the 
other requirements of this paragraph (b), 
Company P will be eligible to charge these 
services to Company Q and Company R in ac-
cordance with the services cost method. 

(iii) Assume that the services performed by 
Company P’s computer specialists that re-
late to modifying the ERP system are spe-
cifically excluded from the services described 
in a revenue procedure referenced in para-
graph (b)(3) of this section as developing 
hardware or software solutions (such as sys-
tems integration, Web site design, writing 
computer programs, modifying general appli-
cations software, or recommending the pur-
chase of commercially available hardware or 
software). If these services do not constitute 
low margin covered services within the 
meaning of paragraph (b)(3)(ii) of this sec-
tion, then Company P is not eligible to 
charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 13. Group of services. (i) Company P 
manufactures and sells widgets under an ex-
clusive contract to Customer 1. Company Q 
and Company R sell widgets under exclusive 
contracts to Customer 2 and Customer 3, re-
spectively. At least one year in advance, 
each of these customers can accurately fore-
cast its need for widgets. Using these fore-
casts, each customer over the course of the 
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year places orders for widgets with the ap-
propriate company, Company P, Company Q, 
or Company R. A customer’s actual need for 
widgets seldom deviates from that cus-
tomer’s forecasted need. 

(ii) It is most efficient for the PQR Con-
trolled Group companies to manufacture and 
store an inventory of widgets in advance of 
delivery. Although all three companies sell 
widgets, only Company P maintains a cen-
tralized warehouse for widgets. Pursuant to 
a contract, Company P provides storage of 
these widgets to Company Q and Company R 
at an arm’s length price. 

(iii) Company P’s personnel also obtain or-
ders from all three companies’ customers to 
draw up purchase orders for widgets as well 
as make payment to suppliers for widget re-
placement parts. In addition, Company P’s 
personnel use data entry to input informa-
tion regarding orders and sales of widgets 
and replacement parts for all three compa-
nies into a centralized computer system. 
Company P’s personnel also maintain the 
centralized computer system and extract 
data for all three companies when necessary. 

(iv) Assume that these services relating to 
tracking purchases and sales of inventory 
are specified covered services within the 
meaning of paragraph (b)(3)(i) of this section. 
Under the facts and circumstances of the 
business of the PQR Controlled Group, the 
taxpayer could reasonably conclude that 
these services do not contribute significantly 
to the controlled group’s key competitive 
advantages, core capabilities, or funda-
mental risks of success or failure in the 
group’s business. If these services meet the 
other requirements of this paragraph (b), 
Company P will be eligible to charge these 
services to Company Q and Company R in ac-
cordance with the services cost method. 

Example 14. Group of services. (i) Company 
P, Company Q, and Company R assemble and 
sell gadgets to unrelated customers. Each of 
these companies purchases the components 
necessary for assembly of the gadgets from 
unrelated suppliers. As a service to its sub-
sidiaries, Company P’s personnel obtain or-
ders for components from all three compa-
nies, prepare purchase orders, and make pay-
ment to unrelated suppliers for the compo-
nents. In addition, Company P’s personnel 
use data entry to input information regard-
ing orders and sales of gadgets for all three 
companies into a centralized computer. Com-
pany P’s personnel also maintain the cen-
tralized computer system and extract data 
for all three companies on an as-needed 
basis. The services provided by Company P 
personnel, in conjunction with the central-
ized computer system, constitute a state-of- 
the-art inventory management system that 
allows Company P to order components nec-
essary for assembly of the gadgets on a 
‘‘just-in-time’’ basis. 

(ii) Unrelated suppliers deliver the compo-
nents directly to Company P, Company Q 
and Company R. Each company stores the 
components in its own facilities for use in 
filling specific customer orders. The compa-
nies do not maintain any inventory that is 
not identified in specific customer orders. 
Because of the efficiencies associated with 
services provided by personnel of Company 
P, all three companies are able to signifi-
cantly reduce their inventory-related costs. 
Company P’s Chief Executive Officer makes 
a statement in one of its press conferences 
with industry analysts that its inventory 
management system is critical to the com-
pany’s success. 

(iii) Assume that these services relating to 
tracking purchases and sales of inventory 
are specified covered services within the 
meaning of paragraph (b)(3)(i) of this section. 
Under the facts and circumstances, the tax-
payer is unable to reasonably conclude that 
these services do not contribute significantly 
to the controlled group’s key competitive 
advantages, core capabilities, or funda-
mental risks of success or failure in the 
group’s business. Company P is not eligible 
to charge these services to Company Q and 
Company R in accordance with the services 
cost method. 

Example 15. Low margin covered services. 
Company P renders certain accounting serv-
ices to Company S. Company P uses the serv-
ices cost method for the accounting services, 
and determines the amount charged as its 
total cost of rendering the services, with no 
markup. Based on an application of the sec-
tion 482 regulations without regard to this 
paragraph (b), the interquartile range of 
arm’s length markups on total services costs 
for these accounting services is between 3% 
and 9%, and the median is 6%. Because the 
median comparable markup on total services 
costs is 6%, which is less than 7%, the ac-
counting services constitute low margin cov-
ered services within the meaning of para-
graph (b)(3)(ii) of this section. 

Example 16. Shared services arrangement and 
reliable measure of reasonably anticipated ben-
efit (allocation key). (i) Company P operates a 
centralized data processing facility that per-
forms automated invoice processing and 
order generation for all of its subsidiaries, 
Companies X, Y, Z, pursuant to a shared 
services arrangement. 

(ii) In evaluating the shares of reasonably 
anticipated benefits from the centralized 
data processing services, the total value of 
the merchandise on the invoices and orders 
may not provide the most reliable measure 
of reasonably anticipated benefits shares, be-
cause value of merchandise sold does not 
bear a relationship to the anticipated bene-
fits from the underlying covered services. 

(iii) The total volume of orders and in-
voices processed may provide a more reliable 
basis for evaluating the shares of reasonably 
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anticipated benefits from the data proc-
essing services. Alternatively, depending on 
the facts and circumstances, total central 
processing unit time attributable to the 
transactions of each subsidiary may provide 
a more reliable basis on which to evaluate 
the shares of reasonably anticipated bene-
fits. 

Example 17. Shared services arrangement and 
reliable measure of reasonably anticipated ben-
efit (allocation key). (i) Company P operates a 
centralized center that performs human re-
sources functions, such as administration of 
pension, retirement, and health insurance 
plans that are made available to employees 
of its subsidiaries, Companies X, Y, Z, pursu-
ant to a shared services arrangement. 

(ii) In evaluating the shares of reasonably 
anticipated benefits from these centralized 
services, the total revenues of each sub-
sidiary may not provide the most reliable 
measure of reasonably anticipated benefit 
shares, because total revenues do not bear a 
relationship to the shares of reasonably an-
ticipated benefits from the underlying serv-
ices. 

(iii) Employee headcount or total com-
pensation paid to employees may provide a 
more reliable basis for evaluating the shares 
of reasonably anticipated benefits from the 
covered services. 

Example 18. Shared services arrangement and 
reliable measure of reasonably anticipated ben-
efit (allocation key). (i) Company P performs 
human resource services (service A) on be-
half of the PXYZ Group that qualify for the 
services cost method. Under that method, 
Company P determines the amount charged 
for these services pursuant to a shared serv-
ices arrangement based on an application of 
paragraph (b)(7) of this section. Service A 
constitutes a specified covered service de-
scribed in a revenue procedure pursuant to 
paragraph (b)(3)(i) of this section. The total 
services costs for service A otherwise deter-
mined under the services cost method is 300. 

(ii) Companies X, Y and Z reasonably an-
ticipate benefits from service A. Company P 
does not reasonably anticipate benefits from 
service A. Assume that if relative reasonably 
anticipated benefits were precisely known, 
the appropriate allocation of charges pursu-
ant to paragraph (k) of this section to Com-
pany X, Y and Z for service A is as follows: 

SERVICE A 
[Total cost 300] 

Company 

X .................................................................... 150 
Y .................................................................... 75 
Z ..................................................................... 75 

(iii) The total number of employees (em-
ployee headcount) in each company is as fol-
lows: 

Company X—600 employees. 
Company Y—250 employees. 
Company Z—250 employees. 
(iv) Company P allocates the 300 total serv-

ices costs of service A based on employee 
headcount as follows: 

SERVICE A 
[Total cost 300] 

Allocation key 
Company 

Headcount Amount 

X ........................................ 600 164 
Y ........................................ 250 68 
Z ........................................ 250 68 

(v) Based on these facts, Company P 
may reasonably conclude that the em-
ployee headcount allocation basis most 
reliably reflects the participants’ re-
spective shares of the reasonably an-
ticipated benefits attributable to serv-
ice A. 

Example 19. Shared services arrangement and 
reliable measure of reasonably anticipated ben-
efit (allocation key). (i) Company P performs 
accounts payable services (service B) on be-
half of the PXYZ Group and determines the 
amount charged for the services under such 
method pursuant to a shared services ar-
rangement based on an application of para-
graph (b)(7) of this section. Service B is a 
specified covered service described in a rev-
enue procedure pursuant to paragraph 
(b)(3)(i) of this section. The total services 
costs for service B otherwise determined 
under the services cost method is 500. 

(ii) Companies X, Y and Z reasonably 
anticipate benefits from service B. 
Company P does not reasonably antici-
pate benefits from service B. Assume 
that if relative reasonably anticipated 
benefits were precisely known, the ap-
propriate allocation of charges pursu-
ant to paragraph (k) of this section to 
Companies X, Y and Z for service B is 
as follows: 

SERVICE B 
[Total cost 500] 

Company 

X .................................................................... 125 
Y .................................................................... 205 
Z ..................................................................... 170 

(iii) The total number of employees 
(employee headcount) in each company 
is as follows: 

Company X—600. 
Company Y—200. 
Company Z—200. 
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(iv) The total number of transactions 
(transaction volume) with uncontrolled 
customers by each company is as fol-
lows: 

Company X—2,000. 
Company Y—4,000. 
Company Z—3,500. 
(v) If Company P allocated the 500 

total services costs of service B based 
on employee headcount, the resulting 
allocation would be as follows: 

SERVICE B 
[Total cost 500] 

Allocation key 
Company 

Headcount Amount 

X ........................................ 600 300 
Y ........................................ 200 100 
Z ........................................ 200 100 

(vi) In contrast, if Company P used 
volume of transactions with uncon-
trolled customers as the allocation 
basis under the shared services ar-
rangement, the allocation would be as 
follows: 

SERVICE B 
[Total cost 500] 

Allocation key 

Company 

Transaction 
Volume Amount 

X ........................................ 2,000 105 
Y ........................................ 4,000 211 
Z ........................................ 3,500 184 

(vii) Based on these facts, Company P 
may reasonably conclude that the 
transaction volume, but not the em-
ployee headcount, allocation basis 
most reliably reflects the participants’ 
respective shares of the reasonably an-
ticipated benefits attributable to serv-
ice B. 

Example 20. Shared services arrangement and 
aggregation. (i) Company P performs human 

resource services (service A) and accounts 
payable services (service B) on behalf of the 
PXYZ Group that qualify for the services 
cost method. Company P determines the 
amount charged for these services under 
such method pursuant to a shared services 
arrangement based on an application of para-
graph (b)(7) of this section. Service A and 
service B are specified covered services de-
scribed in a revenue procedure pursuant to 
paragraph (b)(3)(i) of this section. The total 
services costs otherwise determined under 
the services cost method for service A is 300 
and for service B is 500; total services costs 
for services A and B are 800. Company P de-
termines that aggregation of services A and 
B for purposes of the arrangement is appro-
priate. 

(ii) Companies X, Y and Z reasonably an-
ticipate benefits from services A and B. Com-
pany P does not reasonably anticipate bene-
fits from services A and B. Assume that if 
relative reasonably anticipated benefits were 
precisely known, the appropriate allocation 
of total charges pursuant to paragraph (k) of 
this section to Companies X, Y and Z for 
services A and B is as follows: 

SERVICES A AND B 
[Total cost 800] 

Company 

X .................................................................... 350 
Y .................................................................... 100 
Z ..................................................................... 350 

(iii) The total volume of transactions with 
uncontrolled customers in each company is 
as follows: 

Company X—2,000. 
Company Y—4,000. 
Company Z—4,000. 
(iv) The total number of employees in each 

company is as follows: 
Company X—600. 
Company Y—200. 
Company Z—200. 
(v) If Company P allocated the 800 total 

services costs of services A and B based on 
transaction volume or employee headcount, 
the resulting allocation would be as follows: 

AGGREGATED SERVICES AB 
[Total cost 800] 

Company 

Allocation key Allocation key 

Transaction 
volume Amount Headcount Amount 

X ............................................................................................ 2,000 160 600 480 
Y ............................................................................................ 4,000 320 200 160 
Z ............................................................................................ 4,000 320 200 160 
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(vi) In contrast, if aggregated services AB 
were allocated by reference to the total U.S. 
dollar value of sales to uncontrolled parties 
(trade sales) by each company, the following 
results would obtain: 

AGGREGATED SERVICES AB 
[Total costs 800] 

Company 

Allocation key 

Trade sales 
(millions) Amount 

X ........................................ $400 314 
Y ........................................ 120 94 
Z ........................................ 500 392 

(vii) Based on these facts, Company P may 
reasonably conclude that the trade sales, but 
not the transaction volume or the employee 
headcount, allocation basis most reliably re-
flects the participants’ respective shares of 
the reasonably anticipated benefits attrib-
utable to services AB. 

Example 21. Shared services arrangement and 
aggregation. (i) Company P performs services 
A through P on behalf of the PXYZ Group 
that qualify for the services cost method. 

Company P determines the amount charged 
for these services under such method pursu-
ant to a shared services arrangement based 
on an application of paragraph (b)(7) of this 
section. All of these services A through P 
constitute either specified covered services 
or low margin covered services described in 
paragraph (b)(3) of this section. The total 
services costs for services A through P other-
wise determined under the services cost 
method is 500. Company P determines that 
aggregation of services A through P for pur-
poses of the arrangement is appropriate. 

(ii) Companies X and Y reasonably antici-
pate benefits from services A through P and 
Company Z reasonably anticipates benefits 
from services A through M but not from 
services N through P (Company Z performs 
services similar to services N through P on 
its own behalf). Company P does not reason-
ably anticipate benefits from services A 
through P. Assume that if relative reason-
ably anticipated benefits were precisely 
known, the appropriate allocation of total 
charges pursuant to paragraph (k) of this 
section to Company X, Y, and Z for services 
A through P is as follows: 

Company Services A–M 
(cost 490) 

Services N–P 
(cost 10) 

Services A–P 
(total cost 500) 

X ................................................................................................ 90 5 95 
Y ................................................................................................ 240 5 245 
Z ................................................................................................ 160 160 

(iii) The total volume of transactions with 
uncontrolled customers in each company is 
as follows: 

Company X—2,000. 
Company Y—4,500. 
Company Z—3,500. 
(iv) Company P allocates the 500 total serv-

ices costs of services A through P based on 
transaction volume as follows: 

AGGREGATED SERVICES A–Z 
[Total costs 500] 

Company 

Allocation key 

Transaction 
volume Amount 

X ........................................ 2,000 100 
Y ........................................ 4,500 225 
Z ........................................ 3,500 175 

(v) Based on these facts, Company P may 
reasonably conclude that the transaction 
volume allocation basis most reliably re-
flects the participants’ respective shares of 
the reasonably anticipated benefits attrib-
utable to services A through P. 

Example 22. Renderer reasonably anticipates 
benefits. (i) Company P renders services on 
behalf of the PXYZ Group that qualify for 
the services cost method. Company P deter-

mines the amount charged for these services 
under such method. Company P’s share of 
reasonably anticipated benefits from serv-
ices A, B, C, and D is 20% of the total reason-
ably anticipated benefits of all participants. 
Company P’s total services cost for services 
A, B, C, and D charged within the group is 
100. 

(ii) Based on an application of paragraph 
(b)(7) of this section, Company P charges 80 
which is allocated among Companies X, Y, 
and Z. No charge is made to Company P 
under the shared services arrangement for 
activities that it performs on its own behalf. 

Example 23. Coordination with cost sharing 
arrangement. (i) Company P performs human 
resource services (service A) on behalf of the 
PXYZ Group that qualify for the services 
cost method. Company P determines the 
amount charged for these services under 
such method pursuant to a shared services 
arrangement based on an application of para-
graph (b)(7) of this section. Service A con-
stitutes a specified covered service described 
in a revenue procedure pursuant to para-
graph (b)(3)(i) of this section. The total serv-
ices costs for service A otherwise determined 
under the services cost method is 300. 

(ii) Company X, Y, Z, and P reasonably an-
ticipate benefits from service A. Using a 
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basis of allocation that is consistent with 
the controlled participants’ respective 
shares of the reasonably anticipated benefits 
from the shared services, the total charge of 
300 is allocated as follows: 

X—100. 
Y—50. 
Z—25. 
P—125. 
(iii) In addition to performing services, P 

undertakes 500 of R&D and incurs manufac-
turing and other costs of 1,000. 

(iv) Companies P and X enter into a cost 
sharing arrangement in accordance with 
§ 1.482–7T. Under the arrangement, Company 
P will undertake all intangible property de-
velopment activities. All of Company P’s re-
search and development (R&D) activity is de-
voted to the intangible property develop-
ment activity under the cost sharing ar-
rangement. Company P will manufacture, 
market, and otherwise exploit the product in 
its defined territory. Companies P and X will 
share intangible property development costs 
in accordance with their reasonably antici-
pated benefits from the intangible property, 
and Company X will make payments to Com-
pany P as required under § 1.482–7T. Company 
X will manufacture, market, and otherwise 
exploit the product in the rest of the world. 

(v) A portion of the charge under the 
shared services arrangement is in turn allo-
cable to the intangible property development 
activity undertaken by Company P. The 
most reliable estimate of the proportion al-
locable to the intangible property develop-
ment activity is determined to be 500 (Com-
pany P’s R&D expenses) divided by 1,500 
(Company P’s total non-covered services 
costs), or one-third. Accordingly, one-third 
of Company P’s charge of 125, or 42, is allo-
cated to the intangible property develop-
ment activity. Companies P and X must 
share the intangible property development 
costs of the cost shared intangible property 
(including the charge of 42 that is allocated 
under the shared services arrangement) in 
proportion to their respective shares of rea-
sonably anticipated benefits under the cost 
sharing arrangement. That is, the reason-
ably anticipated benefit shares under the 
cost sharing arrangement are determined 
separately from reasonably anticipated ben-
efit shares under the shared services ar-
rangement. 

Example 24. Coordination with cost sharing 
arrangement. (i) The facts and analysis are 
the same as in Example 25, except that Com-
pany X also performs intangible property de-
velopment activities related to the cost 
sharing arrangement. Using a basis of alloca-
tion that is consistent with the controlled 
participants’ respective shares of the reason-
ably anticipated benefits from the shared 
services, the 300 of service costs is allocated 
as follows: 

X—100. 

Y—50. 
Z—25. 
P—125. 
(ii) In addition to performing services, 

Company P undertakes 500 of R&D and in-
curs manufacturing and other costs of 1,000. 
Company X undertakes 400 of R&D and in-
curs manufacturing and other costs of 600. 

(iii) Companies P and X enter into a cost 
sharing arrangement in accordance with 
§ 1.482–7T. Under the arrangement, both Com-
panies P and X will undertake intangible 
property development activities. All of the 
research and development activity con-
ducted by Companies P and X is devoted to 
the intangible property development activ-
ity under the cost sharing arrangement. 
Both Companies P and X will manufacture, 
market, and otherwise exploit the product in 
their respective territories and will share in-
tangible property development costs in ac-
cordance with their reasonably anticipated 
benefits from the intangible property, and 
both will make payments as required under 
§ 1.482–7T. 

(iv) A portion of the charge under the 
shared services arrangement is in turn allo-
cable to the intangible property development 
activities undertaken by Companies P and X. 
The most reliable estimate of the portion al-
locable to Company P’s intangible property 
development activity is determined to be 500 
(Company P’s R&D expenses) divided by 1,500 
(P’s total non-covered services costs), or one- 
third. Accordingly, one-third of Company P’s 
allocated services cost method charge of 125, 
or 42, is allocated to its intangible property 
development activity. 

(v) In addition, it is necessary to determine 
the portion of the charge under the shared 
services arrangement to Company X that 
should be further allocated to Company X’s 
intangible property development activities 
under the cost sharing arrangement. The 
most reliable estimate of the portion allo-
cable to Company X’s intangible property de-
velopment activity is 400 (Company X’s R&D 
expenses) divided by 1,000 (Company X’s 
costs), or 40%. Accordingly, 40% of the 100 
that was allocated to Company X, or 40, is 
allocated in turn to Company X’s intangible 
property development activities. Company X 
makes a payment to Company P of 100 under 
the shared services arrangement and in-
cludes 40 of services cost method charges in 
the pool of intangible property development 
costs. 

(vi) The parties’ respective contributions 
to intangible property development costs 
under the cost sharing arrangement are as 
follows: 
P: 500 + (0.333 * 125) = 542 
X: 400 + (0.40 * 100) = 440 

(c) Comparable uncontrolled services 
price method—(1) In general. The com-
parable uncontrolled services price 
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method evaluates whether the amount 
charged in a controlled services trans-
action is arm’s length by reference to 
the amount charged in a comparable 
uncontrolled services transaction. 

(2) Comparability and reliability consid-
erations—(i) In general. Whether results 
derived from application of this meth-
od are the most reliable measure of the 
arm’s length result must be determined 
using the factors described under the 
best method rule in § 1.482–1(c). The ap-
plication of these factors under the 
comparable uncontrolled services price 
method is discussed in paragraphs 
(c)(2)(ii) and (iii) of this section. 

(ii) Comparability—(A) In general. The 
degree of comparability between con-
trolled and uncontrolled transactions 
is determined by applying the provi-
sions of § 1.482–1(d). Although all of the 
factors described in § 1.482–1(d)(3) must 
be considered, similarity of the serv-
ices rendered, and of the intangible 
property (if any) used in performing 
the services, generally will have the 
greatest effects on comparability under 
this method. In addition, because even 
minor differences in contractual terms 
or economic conditions could materi-
ally affect the amount charged in an 
uncontrolled transaction, com-
parability under this method depends 
on close similarity with respect to 
these factors, or adjustments to ac-
count for any differences. The results 
derived from applying the comparable 
uncontrolled services price method 
generally will be the most direct and 
reliable measure of an arm’s length 
price for the controlled transaction if 
an uncontrolled transaction has no dif-
ferences from the controlled trans-
action that would affect the price, or if 
there are only minor differences that 
have a definite and reasonably ascer-
tainable effect on price and for which 
appropriate adjustments are made. If 
such adjustments cannot be made, or if 
there are more than minor differences 
between the controlled and uncon-
trolled transactions, the comparable 
uncontrolled services price method 
may be used, but the reliability of the 
results as a measure of the arm’s 
length price will be reduced. Further, if 
there are material differences for 
which reliable adjustments cannot be 
made, this method ordinarily will not 

provide a reliable measure of an arm’s 
length result. 

(B) Adjustments for differences between 
controlled and uncontrolled transactions. 
If there are differences between the 
controlled and uncontrolled trans-
actions that would affect price, adjust-
ments should be made to the price of 
the uncontrolled transaction according 
to the comparability provisions of 
§ 1.482–1(d)(2). Specific examples of fac-
tors that may be particularly relevant 
to application of this method include— 

(1) Quality of the services rendered; 
(2) Contractual terms (for example, 

scope and terms of warranties or guar-
antees regarding the services, volume, 
credit and payment terms, allocation 
of risks, including any contingent-pay-
ment terms and whether costs were in-
curred without a provision for current 
reimbursement); 

(3) Intangible property (if any) used 
in rendering the services; 

(4) Geographic market in which the 
services are rendered or received; 

(5) Risks borne (for example, costs in-
curred to render the services, without 
provision for current reimbursement); 

(6) Duration or quantitative measure 
of services rendered; 

(7) Collateral transactions or ongoing 
business relationships between the ren-
derer and the recipient, including ar-
rangement for the provision of tangible 
property in connection with the serv-
ices; and 

(8) Alternatives realistically avail-
able to the renderer and the recipient. 

(iii) Data and assumptions. The reli-
ability of the results derived from the 
comparable uncontrolled services price 
method is affected by the completeness 
and accuracy of the data used and the 
reliability of the assumptions made to 
apply the method. See § 1.482–1(c) (best 
method rule). 

(3) Arm’s length range. See § 1.482– 
1(e)(2) for the determination of an 
arm’s length range. 

(4) Examples. The principles of this 
paragraph (c) are illustrated by the fol-
lowing examples: 

Example 1. Internal comparable uncontrolled 
services price. Company A, a United States 
corporation, performs shipping, stevedoring, 
and related services for controlled and un-
controlled parties on a short-term or as- 
needed basis. Company A charges uncon-
trolled parties in Country X a uniform fee of 
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$60 per container to place loaded cargo con-
tainers in Country X on oceangoing vessels 
for marine transportation. Company A also 
performs identical services in Country X for 
its wholly-owned subsidiary, Company B, 
and there are no substantial differences be-
tween the controlled and uncontrolled trans-
actions. In evaluating the appropriate meas-
ure of the arm’s length price for the con-
tainer-loading services performed for Com-
pany B, because Company A renders substan-
tially identical services in Country X to both 
controlled and uncontrolled parties, it is de-
termined that the comparable uncontrolled 
services price constitutes the best method 
for determining the arm’s length price for 
the controlled services transaction. Based on 
the reliable data provided by Company A 
concerning the price charged for services in 
comparable uncontrolled transactions, a 
loading charge of $60 per cargo container will 
be considered the most reliable measure of 
the arm’s length price for the services ren-
dered to Company B. See paragraph 
(c)(2)(ii)(A) of this section. 

Example 2. External comparable uncontrolled 
services price. (i) The facts are the same as in 
Example 1, except that Company A performs 
services for Company B, but not for uncon-
trolled parties. Based on information ob-
tained from unrelated parties (which is de-
termined to be reliable under the com-
parability standards set forth in paragraph 
(c)(2) of this section), it is determined that 
uncontrolled parties in Country X perform 
services comparable to those rendered by 
Company A to Company B, and that such 
parties charge $60 per cargo container. 

(ii) In evaluating the appropriate measure 
of an arm’s length price for the loading serv-
ices that Company A renders to Company B, 
the $60 per cargo container charge is consid-
ered evidence of a comparable uncontrolled 
services price. See paragraph (c)(2)(ii)(A) of 
this section. 

Example 3. External comparable uncontrolled 
services price. The facts are the same as in Ex-
ample 2, except that uncontrolled parties in 
Country X render similar loading and steve-
doring services, but only under contracts 
that have a minimum term of one year. If 
the difference in the duration of the services 
has a material effect on prices, adjustments 
to account for these differences must be 
made to the results of the uncontrolled 
transactions according to the provisions of 
§ 1.482–1(d)(2), and such adjusted results may 
be used as a measure of the arm’s length re-
sult. 

Example 4. Use of valuable intangible prop-
erty. (i) Company A, a United States cor-
poration in the biotechnology sector, renders 
research and development services exclu-
sively to its affiliates. Company B is Com-
pany A’s wholly-owned subsidiary in Coun-
try X. Company A renders research and de-
velopment services to Company B. 

(ii) In performing its research and develop-
ment services function, Company A uses pro-
prietary software that it developed inter-
nally. Company A uses the software to evalu-
ate certain genetically engineered com-
pounds developed by Company B. Company A 
owns the copyright on this software and does 
not license it to uncontrolled parties. 

(iii) No uncontrolled parties can be identi-
fied that perform services identical or with a 
high degree of similarity to those performed 
by Company A. Because there are material 
differences for which reliable adjustments 
cannot be made, the comparable uncon-
trolled services price method is unlikely to 
provide a reliable measure of the arm’s 
length price. See paragraph (c)(2)(ii)(A) of 
this section. 

Example 5. Internal comparable. (i) Company 
A, a United States corporation, and its sub-
sidiaries render computer consulting serv-
ices relating to systems integration and net-
working to business clients in various coun-
tries. Company A and its subsidiaries render 
only consulting services, and do not manu-
facture computer hardware or software nor 
distribute such products. The controlled 
group is organized according to industry spe-
cialization, with key industry specialists 
working for Company A. These personnel 
typically form the core consulting group 
that teams with consultants from the local- 
country subsidiaries to serve clients in the 
subsidiaries’ respective countries. 

(ii) Company A and its subsidiaries some-
times undertake engagements directly for 
clients, and sometimes work as subcontrac-
tors to unrelated parties on more extensive 
supply-chain consulting engagements for cli-
ents. In undertaking the latter engagements 
with third party consultants, Company A 
typically prices its services based on con-
sulting hours worked multiplied by a rate 
determined for each category of employee. 
The company also charges, at no markup, for 
out-of-pocket expenses such as travel, lodg-
ing, and data acquisition charges. The Com-
pany has established the following schedule 
of hourly rates: 

Category Rate 

Project managers ................................. $400 per hour. 
Technical staff ...................................... $300 per hour. 

(iii) Thus, for example, a project involving 
100 hours of the time of project managers 
and 400 hours of technical staff time would 
result in the following project fees (without 
regard to any out-of-pocket expenses): ([100 
hrs. × $400/hr.] + [400 hrs. × $300/hr.]) = $40,000 
+ $120,000 = $160,000. 

(iv) Company B, a Country X subsidiary of 
Company A, contracts to perform consulting 
services for a Country X client in the bank-
ing industry. In undertaking this engage-
ment, Company B uses its own consultants 
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and also uses Company A project managers 
and technical staff that specialize in the 
banking industry for 75 hours and 380 hours, 
respectively. In determining an arm’s length 
charge, the price that Company A charges 
for consulting services as a subcontractor in 
comparable uncontrolled transactions will 
be considered evidence of a comparable un-
controlled services price. Thus, in this case, 
a payment of $144,000, (or [75 hrs. × $400/hr.] 
+ [380 hrs. × $300/hr.] = $30,000 + $114,000) may 
be used as a measure of the arm’s length 
price for the work performed by Company A 
project mangers and technical staff. In addi-
tion, if the comparable uncontrolled services 
price method is used, then, consistent with 
the practices employed by the comparables 
with respect to similar types of expenses, 
Company B must reimburse Company A for 
appropriate out-of-pocket expenses. See para-
graph (c)(2)(ii)(A) of this section. 

Example 6. Adjustments for differences. (i) 
The facts are the same as in Example 5, ex-
cept that the engagement is undertaken with 
the client on a fixed fee basis. That is, prior 
to undertaking the engagement Company B 
and Company A estimate the resources re-
quired to undertake the engagement, and, 
based on hourly fee rates, charge the client 
a single fee for completion of the project. 
Company A’s portion of the engagement re-
sults in fees of $144,000. 

(ii) The engagement, once undertaken, re-
quires 20% more hours by each of Companies 
A and B than originally estimated. Neverthe-
less, the unrelated client pays the fixed fee 
that was agreed upon at the start of the en-
gagement. Company B pays Company A 
$144,000, in accordance with the fixed fee ar-
rangement. 

(iii) Company A often enters into similar 
fixed fee engagements with clients. In addi-
tion, Company A’s records for similar en-
gagements show that when it experiences 
cost overruns, it does not collect additional 
fees from the client for the difference be-
tween projected and actual hours. Accord-
ingly, in evaluating whether the fees paid by 
Company B to Company A are arm’s length, 
it is determined that no adjustments to the 
intercompany service charge are warranted. 
See § 1.482–1(d)(3)(ii) and paragraph 
(c)(2)(ii)(A) of this section. 

(5) Indirect evidence of the price of a 
comparable uncontrolled services trans-
action—(i) In general. The price of a 
comparable uncontrolled services 
transaction may be derived based on 
indirect measures of the price charged 
in comparable uncontrolled services 
transactions, but only if— 

(A) The data are widely and routinely 
used in the ordinary course of business 
in the particular industry or market 
segment for purposes of determining 

prices actually charged in comparable 
uncontrolled services transactions; 

(B) The data are used to set prices in 
the controlled services transaction in 
the same way they are used to set 
prices in uncontrolled services trans-
actions of the controlled taxpayer, or 
in the same way they are used by un-
controlled taxpayers to set prices in 
uncontrolled services transactions; and 

(C) The amount charged in the con-
trolled services transaction may be re-
liably adjusted to reflect differences in 
quality of the services, contractual 
terms, market conditions, risks borne 
(including contingent-payment terms), 
duration or quantitative measure of 
services rendered, and other factors 
that may affect the price to which un-
controlled taxpayers would agree. 

(ii) Example. The following example 
illustrates this paragraph (c)(5): 

Example. Indirect evidence of comparable un-
controlled services price. 

(i) Company A is a United States insurance 
company. Company A’s wholly-owned Coun-
try X subsidiary, Company B, performs spe-
cialized risk analysis for Company A as well 
as for uncontrolled parties. In determining 
the price actually charged to uncontrolled 
entities for performing such risk analysis, 
Company B uses a proprietary, multi-factor 
computer program, which relies on the gross 
value of the policies in the customer’s port-
folio, the relative composition of those poli-
cies, their location, and the estimated num-
ber of personnel hours necessary to complete 
the project. Uncontrolled companies that 
perform comparable risk analysis in the 
same industry or market-segment use simi-
lar proprietary computer programs to price 
transactions with uncontrolled customers 
(the competitors’ programs may incorporate 
different inputs, or may assign different 
weights or values to individual inputs, in ar-
riving at the price). 

(ii) During the taxable year subject to 
audit, Company B performed risk analysis 
for uncontrolled parties as well as for Com-
pany A. Because prices charged to uncon-
trolled customers reflected the composition 
of each customer’s portfolio together with 
other factors, the prices charged in Company 
B’s uncontrolled transactions do not provide 
a reliable basis for determining the com-
parable uncontrolled services price for the 
similar services rendered to Company A. 
However, in evaluating an arm’s length price 
for the studies performed by Company B for 
Company A, Company B’s proprietary com-
puter program may be considered as indirect 
evidence of the comparable uncontrolled 
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services price that would be charged to per-
form the services for Company A. The reli-
ability of the results obtained by application 
of this internal computer program as a meas-
ure of an arm’s length price for the services 
will be increased to the extent that Company 
A used the internal computer program to 
generate actual transaction prices for risk- 
analysis studies performed for uncontrolled 
parties during the same taxable year under 
audit; Company A used data that are widely 
and routinely used in the ordinary course of 
business in the insurance industry to deter-
mine the price charged; and Company A reli-
ably adjusted the price charged in the con-
trolled services transaction to reflect dif-
ferences that may affect the price to which 
uncontrolled taxpayers would agree. 

(d) Gross services margin method—(1) In 
general. The gross services margin 
method evaluates whether the amount 
charged in a controlled services trans-
action is arm’s length by reference to 
the gross profit margin realized in 
comparable uncontrolled transactions. 
This method ordinarily is used in cases 
where a controlled taxpayer performs 
services or functions in connection 
with an uncontrolled transaction be-
tween a member of the controlled 
group and an uncontrolled taxpayer. 
This method may be used where a con-
trolled taxpayer renders services 
(agent services) to another member of 
the controlled group in connection 
with a transaction between that other 
member and an uncontrolled taxpayer. 
This method also may be used in cases 
where a controlled taxpayer contracts 
to provide services to an uncontrolled 
taxpayer (intermediary function) and 
another member of the controlled 
group actually performs a portion of 
the services provided. 

(2) Determination of arm’s length 
price—(i) In general. The gross services 
margin method evaluates whether the 
price charged or amount retained by a 
controlled taxpayer in the controlled 
services transaction in connection with 
the relevant uncontrolled transaction 
is arm’s length by determining the ap-
propriate gross profit of the controlled 
taxpayer. 

(ii) Relevant uncontrolled transaction. 
The relevant uncontrolled transaction 
is a transaction between a member of 
the controlled group and an uncon-
trolled taxpayer as to which the con-
trolled taxpayer performs agent serv-
ices or an intermediary function. 

(iii) Applicable uncontrolled price. The 
applicable uncontrolled price is the 
price paid or received by the uncon-
trolled taxpayer in the relevant uncon-
trolled transaction. 

(iv) Appropriate gross services profit. 
The appropriate gross services profit is 
computed by multiplying the applica-
ble uncontrolled price by the gross 
services profit margin in comparable 
uncontrolled transactions. The deter-
mination of the appropriate gross serv-
ices profit will take into account any 
functions performed by other members 
of the controlled group, as well as any 
other relevant factors described in 
§ 1.482–1(d)(3). The comparable gross 
services profit margin may be deter-
mined by reference to the commission 
in an uncontrolled transaction, where 
that commission is stated as a percent-
age of the price charged in the uncon-
trolled transaction. 

(v) Arm’s length range. See § 1.482– 
1(e)(2) for determination of the arm’s 
length range. 

(3) Comparability and reliability consid-
erations—(i) In general. Whether results 
derived from application of this meth-
od are the most reliable measure of the 
arm’s length result must be determined 
using the factors described under the 
best method rule in § 1.482–1(c). The ap-
plication of these factors under the 
gross services margin method is dis-
cussed in paragraphs (d)(3)(ii) and (iii) 
of this section. 

(ii) Comparability—(A) Functional com-
parability. The degree of comparability 
between an uncontrolled transaction 
and a controlled transaction is deter-
mined by applying the comparability 
provisions of § 1.482–1(d). A gross serv-
ices profit provides compensation for 
services or functions that bear a rela-
tionship to the relevant uncontrolled 
transaction, including an operating 
profit in return for the investment of 
capital and the assumption of risks by 
the controlled taxpayer performing the 
services or functions under review. 
Therefore, although all of the factors 
described in § 1.482–1(d)(3) must be con-
sidered, comparability under this 
method is particularly dependent on 
similarity of services or functions per-
formed, risks borne, intangible prop-
erty (if any) used in providing the serv-
ices or functions, and contractual 
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terms, or adjustments to account for 
the effects of any such differences. If 
possible, the appropriate gross services 
profit margin should be derived from 
comparable uncontrolled transactions 
by the controlled taxpayer under re-
view, because similar characteristics 
are more likely found among different 
transactions by the same controlled 
taxpayer than among transactions by 
other parties. In the absence of com-
parable uncontrolled transactions in-
volving the same controlled taxpayer, 
an appropriate gross services profit 
margin may be derived from trans-
actions of uncontrolled taxpayers in-
volving comparable services or func-
tions with respect to similarly related 
transactions. 

(B) Other comparability factors. Com-
parability under this method is not de-
pendent on close similarity of the rel-
evant uncontrolled transaction to the 
related transactions involved in the 
uncontrolled comparables. However, 
substantial differences in the nature of 
the relevant uncontrolled transaction 
and the relevant transactions involved 
in the uncontrolled comparables, such 
as differences in the type of property 
transferred or service provided in the 
relevant uncontrolled transaction, may 
indicate significant differences in the 
services or functions performed by the 
controlled and uncontrolled taxpayers 
with respect to their respective rel-
evant transactions. Thus, it ordinarily 
would be expected that the services or 
functions performed in the controlled 
and uncontrolled transactions would be 
with respect to relevant transactions 
involving the transfer of property with-
in the same product categories or the 
provision of services of the same gen-
eral type (for example, information- 
technology systems design). Further-
more, significant differences in the in-
tangible property (if any) used by the 
controlled taxpayer in the controlled 
services transaction as distinct from 
the uncontrolled comparables may also 
affect the reliability of the compari-
son. Finally, the reliability of profit 
measures based on gross services profit 
may be adversely affected by factors 
that have less effect on prices. For ex-
ample, gross services profit may be af-
fected by a variety of other factors, in-
cluding cost structures or efficiency 

(for example, differences in the level of 
experience of the employees per-
forming the service in the controlled 
and uncontrolled transactions). Ac-
cordingly, if material differences in 
these factors are identified based on 
objective evidence, the reliability of 
the analysis may be affected. 

(C) Adjustments for differences between 
controlled and uncontrolled transactions. 
If there are material differences be-
tween the controlled and uncontrolled 
transactions that would affect the 
gross services profit margin, adjust-
ments should be made to the gross 
services profit margin, according to the 
comparability provisions of § 1.482– 
1(d)(2). For this purpose, consideration 
of the total services costs associated 
with functions performed and risks as-
sumed may be necessary because dif-
ferences in functions performed are 
often reflected in these costs. If there 
are differences in functions performed, 
however, the effect on gross services 
profit of such differences is not nec-
essarily equal to the differences in the 
amount of related costs. Specific exam-
ples of factors that may be particularly 
relevant to this method include— 

(1) Contractual terms (for example, 
scope and terms of warranties or guar-
antees regarding the services or func-
tion, volume, credit and payment 
terms, and allocation of risks, includ-
ing any contingent-payment terms); 

(2) Intangible property (if any) used 
in performing the services or function; 

(3) Geographic market in which the 
services or function are performed or in 
which the relevant uncontrolled trans-
action takes place; and 

(4) Risks borne, including, if applica-
ble, inventory-type risk. 

(D) Buy-sell distributor. If a controlled 
taxpayer that performs an agent serv-
ice or intermediary function is com-
parable to a distributor that takes title 
to goods and resells them, the gross 
profit margin earned by such dis-
tributor on uncontrolled sales, stated 
as a percentage of the price for the 
goods, may be used as the comparable 
gross services profit margin. 

(iii) Data and assumptions—(A) In gen-
eral. The reliability of the results de-
rived from the gross services margin 
method is affected by the completeness 
and accuracy of the data used and the 
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reliability of the assumptions made to 
apply this method. See § 1.482–1(c) (best 
method rule). 

(B) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled 
comparables that materially affect the 
gross services profit margin affects the 
reliability of the results under this 
method. 

(4) Examples. The principles of this 
paragraph (d) are illustrated by the fol-
lowing examples: 

Example 1. Agent services. Company A and 
Company B are members of a controlled 
group. Company A is a foreign manufacturer 
of industrial equipment. Company B is a U.S. 
company that acts as a commission agent for 
Company A by arranging for Company A to 
make direct sales of the equipment it manu-
factures to unrelated purchasers in the U.S. 
market. Company B does not take title to 
the equipment but instead receives from 
Company A commissions that are deter-
mined as a specified percentage of the sales 
price for the equipment that is charged by 
Company A to the unrelated purchaser. Com-
pany B also arranges for direct sales of simi-
lar equipment by unrelated foreign manufac-
turers to unrelated purchasers in the U.S. 
market. Company B charges these unrelated 
foreign manufacturers a commission fee of 
5% of the sales price charged by the unre-
lated foreign manufacturers to the unrelated 
U.S. purchasers for the equipment. Informa-
tion regarding the comparable agent services 
provided by Company B to unrelated foreign 
manufacturers is sufficiently complete to 
conclude that it is likely that all material 
differences between the controlled and un-
controlled transactions have been identified 
and adjustments for such differences have 
been made. If the comparable gross services 
profit margin is 5% of the price charged in 
the relevant transactions involved in the un-
controlled comparables, then the appropriate 
gross services profit that Company B may 
earn and the arm’s length price that it may 
charge Company A for its agent services is 
equal to 5% of the applicable uncontrolled 
price charged by Company A in sales of 
equipment in the relevant uncontrolled 
transactions. 

Example 2. Agent services. The facts are the 
same as in Example 1, except that Company B 
does not act as a commission agent for unre-
lated parties and it is not possible to obtain 
reliable information concerning commission 
rates charged by uncontrolled commission 
agents that engage in comparable trans-
actions with respect to relevant sales of 
property. It is possible, however, to obtain 
reliable information regarding the gross 

profit margins earned by unrelated parties 
that briefly take title to and then resell 
similar property in uncontrolled trans-
actions, in which they purchase the property 
from foreign manufacturers and resell the 
property to purchasers in the U.S. market. 
Analysis of the facts and circumstances indi-
cates that, aside from certain minor dif-
ferences for which adjustments can be made, 
the uncontrolled parties that resell property 
perform similar functions and assume simi-
lar risks as Company B performs and as-
sumes when it acts as a commission agent 
for Company A’s sales of property. Under 
these circumstances, the gross profit margin 
earned by the unrelated distributors on the 
purchase and resale of property may be used, 
subject to any adjustments for any material 
differences between the controlled and un-
controlled transactions, as a comparable 
gross services profit margin. The appropriate 
gross services profit that Company B may 
earn and the arm’s length price that it may 
charge Company A for its agent services is 
therefore equal to this comparable gross 
services margin, multiplied by the applicable 
uncontrolled price charged by Company A in 
its sales of equipment in the relevant uncon-
trolled transactions. 

Example 3. Agent services. (i) Company A 
and Company B are members of a controlled 
group. Company A is a U.S. corporation that 
renders computer consulting services, in-
cluding systems integration and networking, 
to business clients. 

(ii) In undertaking engagements with cli-
ents, Company A in some cases pays a com-
mission of 3% of its total fees to unrelated 
parties that assist Company A in obtaining 
consulting engagements. Typically, such fees 
are paid to non-computer consulting firms 
that provide strategic management services 
for their clients. When Company A obtains a 
consulting engagement with a client of a 
non-computer consulting firm, Company A 
does not subcontract with the other con-
sulting firm, nor does the other consulting 
firm play any role in Company A’s con-
sulting engagement. 

(iii) Company B, a Country X subsidiary of 
Company A, assists Company A in obtaining 
an engagement to perform computer con-
sulting services for a Company B banking in-
dustry client in Country X. Although Com-
pany B has an established relationship with 
its Country X client and was instrumental in 
arranging for Company A’s engagement with 
the client, Company A’s particular expertise 
was the primary consideration in motivating 
the client to engage Company A. Based on 
the relative contributions of Companies A 
and B in obtaining and undertaking the en-
gagement, Company B’s role was primarily 
to facilitate the consulting engagement be-
tween Company A and the Country X client. 
Information regarding the commissions paid 
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by Company A to unrelated parties for pro-
viding similar services to facilitate Company 
A’s consulting engagements is sufficiently 
complete to conclude that it is likely that 
all material differences between these un-
controlled transactions and the controlled 
transaction between Company B and Com-
pany A have been identified and that appro-
priate adjustments have been made for any 
such differences. If the comparable gross 
services margin earned by unrelated parties 
in providing such agent services is 3% of 
total fees charged in the relevant trans-
actions involved in the uncontrolled 
comparables, then the appropriate gross 
services profit that Company B may earn 
and the arm’s length price that it may 
charge Company A for its agent services is 
equal to this comparable gross services mar-
gin (3%), multiplied by the applicable uncon-
trolled price charged by Company A in its 
relevant uncontrolled consulting engage-
ment with Company B’s client. 

Example 4. Intermediary function. (i) The 
facts are the same as in Example 3, except 
that Company B contracts directly with its 
Country X client to provide computer con-
sulting services and Company A performs the 
consulting services on behalf of Company B. 
Company A does not enter into a consulting 
engagement with Company B’s Country X 
client. Instead, Company B charges its Coun-
try X client an uncontrolled price for the 
consulting services, and Company B pays a 
portion of the uncontrolled price to Com-
pany A for performing the consulting serv-
ices on behalf of Company B. 

(ii) Analysis of the relative contributions 
of Companies A and B in obtaining and un-
dertaking the consulting contract indicates 
that Company B functioned primarily as an 
intermediary contracting party, and the 
gross services margin method is the most re-
liable method for determining the amount 
that Company B may retain as compensation 
for its intermediary function with respect to 
Company A’s consulting services. In this 
case, therefore, because Company B entered 
into the relevant uncontrolled transaction to 
provide services, Company B receives the ap-
plicable uncontrolled price that is paid by 
the Country X client for the consulting serv-
ices. Company A technically performs serv-
ices for Company B when it performs, on be-
half of Company B, the consulting services 
Company B contracted to provide to the 
Country X client. The arm’s length amount 
that Company A may charge Company B for 
performing the consulting services on Com-
pany B’s behalf is equal to the applicable un-
controlled price received by Company B in 
the relevant uncontrolled transaction, less 
Company B’s appropriate gross services prof-
it, which is the amount that Company B may 
retain as compensation for performing the 
intermediary function. 

(iii) Reliable data concerning the commis-
sions that Company A paid to uncontrolled 
parties for assisting it in obtaining engage-
ments to provide consulting services similar 
to those it has provided on behalf of Com-
pany B provide useful information in apply-
ing the gross services margin method. How-
ever, consideration should be given to wheth-
er the third party commission data may need 
to be adjusted to account for any additional 
risk that Company B may have assumed as a 
result of its function as an intermediary con-
tracting party, compared with the risk it 
would have assumed if it had provided agent 
services to assist Company A in entering 
into an engagement to provide its consulting 
service directly. In this case, the informa-
tion regarding the commissions paid by 
Company A to unrelated parties for pro-
viding agent services to facilitate its per-
formance of consulting services for unrelated 
parties is sufficiently complete to conclude 
that all material differences between these 
uncontrolled transactions and the controlled 
performance of an intermediary function, in-
cluding possible differences in the amount of 
risk assumed in connection with performing 
that function, have been identified and that 
appropriate adjustments have been made. If 
the comparable gross services margin earned 
by unrelated parties in providing such agent 
services is 3% of total fees charged in Com-
pany B’s relevant uncontrolled transactions, 
then the appropriate gross services profit 
that Company B may retain as compensation 
for performing an intermediary function 
(and the amount, therefore, that is deducted 
from the applicable uncontrolled price to ar-
rive at the arm’s length price that Company 
A may charge Company B for performing 
consulting services on Company B’s behalf) 
is equal to this comparable gross services 
margin (3%), multiplied by the applicable 
uncontrolled price charged by Company B in 
its contract to provide services to the uncon-
trolled party. 

Example 5. External comparable. (i) The facts 
are the same as in Example 4, except that nei-
ther Company A nor Company B engages in 
transactions with third parties that facili-
tate similar consulting engagements. 

(ii) Analysis of the relative contributions 
of Companies A and B in obtaining and un-
dertaking the contract indicates that Com-
pany B’s role was primarily to facilitate the 
consulting arrangement between Company A 
and the Country X client. Although no reli-
able internal data are available regarding 
comparable transactions with uncontrolled 
entities, reliable data exist regarding com-
mission rates for similar facilitating services 
between uncontrolled parties. These data in-
dicate that a 3% commission (3% of total en-
gagement fee) is charged in such trans-
actions. Information regarding the uncon-
trolled comparables is sufficiently complete 
to conclude that it is likely that all material 
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differences between the controlled and un-
controlled transactions have been identified 
and adjusted for. If the appropriate gross 
services profit margin is 3% of total fees, 
then an arm’s length result of the controlled 
services transaction is for Company B to re-
tain an amount equal to 3% of total fees paid 
to it. 

(e) Cost of services plus method—(1) In 
general. The cost of services plus meth-
od evaluates whether the amount 
charged in a controlled services trans-
action is arm’s length by reference to 
the gross services profit markup real-
ized in comparable uncontrolled trans-
actions. The cost of services plus meth-
od is ordinarily used in cases where the 
controlled service renderer provides 
the same or similar services to both 
controlled and uncontrolled parties. 
This method is ordinarily not used in 
cases where the controlled services 
transaction involves a contingent-pay-
ment arrangement, as described in 
paragraph (i)(2) of this section. 

(2) Determination of arm’s length 
price—(i) In general. The cost of serv-
ices plus method measures an arm’s 
length price by adding the appropriate 
gross services profit to the controlled 
taxpayer’s comparable transactional 
costs. 

(ii) Appropriate gross services profit. 
The appropriate gross services profit is 
computed by multiplying the con-
trolled taxpayer’s comparable trans-
actional costs by the gross services 
profit markup, expressed as a percent-
age of the comparable transactional 
costs earned in comparable uncon-
trolled transactions. 

(iii) Comparable transactional costs. 
Comparable transactional costs consist 
of the costs of providing the services 
under review that are taken into ac-
count as the basis for determining the 
gross services profit markup in com-
parable uncontrolled transactions. De-
pending on the facts and cir-
cumstances, such costs typically in-
clude all compensation attributable to 
employees directly involved in the per-
formance of such services, materials 
and supplies consumed or made avail-
able in rendering such services, and 
may include as well other costs of ren-
dering the services. Comparable trans-
actional costs must be determined on a 
basis that will facilitate comparison 
with the comparable uncontrolled 

transactions. For that reason, com-
parable transactional costs may not 
necessarily equal total services costs, 
as defined in paragraph (j) of this sec-
tion, and in appropriate cases may be a 
subset of total services costs. Gen-
erally accepted accounting principles 
or Federal income tax accounting rules 
(where Federal income tax data for 
comparable transactions or business 
activities are available) may provide 
useful guidance but will not conclu-
sively establish the appropriate com-
parable transactional costs for pur-
poses of this method. 

(iv) Arm’s length range. See § 1.482– 
1(e)(2) for determination of an arm’s 
length range. 

(3) Comparability and reliability consid-
erations—(i) In general. Whether results 
derived from the application of this 
method are the most reliable measure 
of the arm’s length result must be de-
termined using the factors described 
under the best method rule in § 1.482– 
1(c). 

(ii) Comparability—(A) Functional com-
parability. The degree of comparability 
between controlled and uncontrolled 
transactions is determined by applying 
the comparability provisions of § 1.482– 
1(d). A service renderer’s gross services 
profit provides compensation for per-
forming services related to the con-
trolled services transaction under re-
view, including an operating profit for 
the service renderer’s investment of 
capital and assumptions of risks. 
Therefore, although all of the factors 
described in § 1.482–1(d)(3) must be con-
sidered, comparability under this 
method is particularly dependent on 
similarity of services or functions per-
formed, risks borne, intangible prop-
erty (if any) used in providing the serv-
ices or functions, and contractual 
terms, or adjustments to account for 
the effects of any such differences. If 
possible, the appropriate gross services 
profit markup should be derived from 
comparable uncontrolled transactions 
of the same taxpayer participating in 
the controlled services transaction be-
cause similar characteristics are more 
likely to be found among services pro-
vided by the same service provider 
than among services provided by other 
service providers. In the absence of 
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such services transactions, an appro-
priate gross services profit markup 
may be derived from comparable un-
controlled services transactions of 
other service providers. If the appro-
priate gross services profit markup is 
derived from comparable uncontrolled 
services transactions of other service 
providers, in evaluating comparability 
the controlled taxpayer must consider 
the results under this method ex-
pressed as a markup on total services 
costs of the controlled taxpayer, be-
cause differences in functions per-
formed may be reflected in differences 
in service costs other than those in-
cluded in comparable transactional 
costs. 

(B) Other comparability factors. Com-
parability under this method is less de-
pendent on close similarity between 
the services provided than under the 
comparable uncontrolled services price 
method. Substantial differences in the 
services may, however, indicate signifi-
cant functional differences between the 
controlled and uncontrolled taxpayers. 
Thus, it ordinarily would be expected 
that the controlled and uncontrolled 
transactions would involve services of 
the same general type (for example, in-
formation-technology systems design). 
Furthermore, if a significant amount 
of the controlled taxpayer’s com-
parable transactional costs consists of 
service costs incurred in a tax account-
ing period other than the tax account-
ing period under review, the reliability 
of the analysis would be reduced. In ad-
dition, significant differences in the 
value of the services rendered, due for 
example to the use of valuable intan-
gible property, may also affect the reli-
ability of the comparison. Finally, the 
reliability of profit measures based on 
gross services profit may be adversely 
affected by factors that have less effect 
on prices. For example, gross services 
profit may be affected by a variety of 
other factors, including cost structures 
or efficiency-related factors (for exam-
ple, differences in the level of experi-
ence of the employees performing the 
service in the controlled and uncon-
trolled transactions). Accordingly, if 
material differences in these factors 
are identified based on objective evi-
dence, the reliability of the analysis 
may be affected. 

(C) Adjustments for differences between 
the controlled and uncontrolled trans-
actions. If there are material dif-
ferences between the controlled and 
uncontrolled transactions that would 
affect the gross services profit markup, 
adjustments should be made to the 
gross services profit markup earned in 
the comparable uncontrolled trans-
action according to the provisions of 
§ 1.482–1(d)(2). For this purpose, consid-
eration of the comparable trans-
actional costs associated with the func-
tions performed and risks assumed may 
be necessary, because differences in the 
functions performed are often reflected 
in these costs. If there are differences 
in functions performed, however, the 
effect on gross services profit of such 
differences is not necessarily equal to 
the differences in the amount of re-
lated comparable transactional costs. 
Specific examples of the factors that 
may be particularly relevant to this 
method include— 

(1) The complexity of the services; 
(2) The duration or quantitative 

measure of services; 
(3) Contractual terms (for example, 

scope and terms of warranties or guar-
antees provided, volume, credit and 
payment terms, allocation of risks, in-
cluding any contingent-payment 
terms); 

(4) Economic circumstances; and 
(5) Risks borne. 
(iii) Data and assumptions—(A) In gen-

eral. The reliability of the results de-
rived from the cost of services plus 
method is affected by the completeness 
and accuracy of the data used and the 
reliability of the assumptions made to 
apply this method. See § 1.482–1(c) (Best 
method rule). 

(B) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled 
comparables that materially affect the 
gross services profit markup affects the 
reliability of the results under this 
method. Thus, for example, if dif-
ferences in cost accounting practices 
would materially affect the gross serv-
ices profit markup, the ability to make 
reliable adjustments for such dif-
ferences would affect the reliability of 
the results obtained under this method. 
Further, reliability under this method 
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depends on the extent to which the 
controlled and uncontrolled trans-
actions reflect consistent reporting of 
comparable transactional costs. For 
purposes of this paragraph (e)(3)(iii)(B), 
the term comparable transactional costs 
includes the cost of acquiring tangible 
property that is transferred (or used) 
with the services, to the extent that 
the arm’s length price of the tangible 
property is not separately evaluated as 
a controlled transaction under another 
provision. 

(4) Examples. The principles of this 
paragraph (e) are illustrated by the fol-
lowing examples: 

Example 1. Internal comparable. (i) Company 
A designs and assembles information-tech-
nology networks and systems. When Com-
pany A renders services for uncontrolled par-
ties, it receives compensation based on time 
and materials as well as certain other re-
lated costs necessary to complete the 
project. This fee includes the cost of hard-
ware and software purchased from uncon-
trolled vendors and incorporated in the final 
network or system, plus a reasonable alloca-
tion of certain specified overhead costs in-
curred by Company A in providing these 
services. Reliable accounting records main-
tained by Company A indicate that Company 
A earned a gross services profit markup of 
10% on its time, materials and specified 
overhead in providing design services during 
the year under examination on information 
technology projects for uncontrolled enti-
ties. 

(ii) Company A designed an information- 
technology network for its Country X sub-
sidiary, Company B. The services rendered to 
Company B are similar in scope and com-
plexity to services that Company A rendered 
to uncontrolled parties during the year 
under examination. Using Company A’s ac-
counting records (which are determined to be 
reliable under paragraph (e)(3) of this sec-
tion), it is possible to identify the com-
parable transactional costs involved in the 
controlled services transaction with ref-
erence to the costs incurred by Company A 
in rendering similar design services to un-
controlled parties. Company A’s records indi-
cate that it does not incur any additional 
types of costs in rendering similar services 
to uncontrolled customers. The data avail-
able are sufficiently complete to conclude 
that it is likely that all material differences 
between the controlled and uncontrolled 
transactions have been identified and ad-
justed for. Based on the gross services profit 
markup data derived from Company A’s un-
controlled transactions involving similar de-
sign services, an arm’s length result for the 
controlled services transaction is equal to 

the price that will allow Company A to earn 
a 10% gross services profit markup on its 
comparable transactional costs. 

Example 2. Inability to adjust for differences 
in comparable transactional costs. The facts 
are the same as in Example 1, except that 
Company A’s staff that rendered the services 
to Company B consisted primarily of engi-
neers in training status or on temporary ro-
tation from other Company A subsidiaries. 
In addition, the Company B network incor-
porated innovative features, including spe-
cially designed software suited to Company 
B’s requirements. The use of less-experienced 
personnel and staff on temporary rotation, 
together with the special features of the 
Company B network, significantly increased 
the time and costs associated with the 
project as compared to time and costs associ-
ated with similar projects completed for un-
controlled customers. These factors con-
stitute material differences between the con-
trolled and the uncontrolled transactions 
that affect the determination of Company 
A’s comparable transactional costs associ-
ated with the controlled services trans-
action, as well as the gross services profit 
markup. Moreover, it is not possible to per-
form reliable adjustments for these dif-
ferences on the basis of the available ac-
counting data. Under these circumstances, 
the reliability of the cost of services plus 
method as a measure of an arm’s length 
price is substantially reduced. 

Example 3. Operating loss by reference to total 
services costs. The facts and analysis are the 
same as in Example 1, except that an unre-
lated Company C, instead of Company A, 
renders similar services to uncontrolled par-
ties and publicly available information indi-
cates that Company C earned a gross serv-
ices profit markup of 10% on its time, mate-
rials and certain specified overhead in pro-
viding those services. As in Example 1, Com-
pany A still provides services for its Country 
X subsidiary, Company B. In accordance 
with the requirements in paragraph (e)(3)(ii) 
of this section, the taxpayer performs addi-
tional analysis and restates the results of 
Company A’s controlled services transaction 
with its Country X subsidiary, Company B, 
in the form of a markup on Company A’s 
total services costs. This analysis by ref-
erence to total services costs shows that 
Company A generated an operating loss on 
the controlled services transaction, which 
indicates that functional differences likely 
exist between the controlled services trans-
action performed by Company A and uncon-
trolled services transactions performed by 
Company C, and that these differences may 
not be reflected in the comparable trans-
actional costs. Upon further scrutiny, the 
presence of such functional differences be-
tween the controlled and uncontrolled trans-
actions may indicate that the cost of serv-
ices plus method does not provide the most 
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reliable measure of an arm’s length result 
under the facts and circumstances. 

Example 4. Internal comparable. (i) Company 
A, a U.S. corporation, and its subsidiaries 
perform computer consulting services relat-
ing to systems integration and networking 
for business clients in various countries. 
Company A and its subsidiaries render only 
consulting services and do not manufacture 
or distribute computer hardware or software 
to clients. The controlled group is organized 
according to industry specialization, with 
key industry specialists working for Com-
pany A. These personnel typically form the 
core consulting group that teams with con-
sultants from the local-country subsidiaries 
to serve clients in the subsidiaries’ respec-
tive countries. 

(ii) On some occasions, Company A and its 
subsidiaries undertake engagements directly 
for clients. On other occasions, they work as 
subcontractors for uncontrolled parties on 
more extensive consulting engagements for 
clients. In undertaking the latter engage-
ments with third-party consultants, Com-
pany A typically prices its services at four 
times the compensation costs of its consult-
ants, defined as the consultants’ base salary 
plus estimated fringe benefits, as defined in 
this table: 

Category Rate 

Project managers .................. $100 per hour. 
Technical staff ....................... $75 per hour. 

(iii) In uncontrolled transactions, Com-
pany A also charges the customer, at no 
markup, for out-of-pocket expenses such as 
travel, lodging, and data acquisition charges. 
Thus, for example, a project involving 100 
hours of time from project managers, and 400 
hours of technical staff time would result in 
total compensation costs to Company A of 
(100 hrs. × $100/hr.) + (400 hrs. × $75/hr.) = 
$10,000 + $30,000 = $40,000. Applying the mark-
up of 300%, the total fee charged would thus 
be (4 × $40,000), or $160,000, plus out-of-pocket 
expenses. 

(iv) Company B, a Country X subsidiary of 
Company A, contracts to render consulting 
services to a Country X client in the banking 
industry. In undertaking this engagement, 
Company B uses its own consultants and also 
uses the services of Company A project man-
agers and technical staff that specialize in 
the banking industry for 75 hours and 380 
hours, respectively. The data available are 
sufficiently complete to conclude that it is 
likely that all material differences between 
the controlled and uncontrolled transactions 
have been identified and adjusted for. Based 
on reliable data concerning the compensa-
tion costs to Company A, an arm’s length re-
sult for the controlled services transaction is 
equal to $144,000. This is calculated as fol-
lows: [4 × (75 hrs. × $100/hr.)] + [4 × (380 hrs. 

× $75/hr.)] = $30,000 + $114,000 = $144,000, re-
flecting a 300% markup on the total com-
pensation costs for Company A project man-
agers and technical staff. In addition, con-
sistent with Company A’s pricing of uncon-
trolled transactions, Company B must reim-
burse Company A for appropriate out-of- 
pocket expenses incurred in performing the 
services. 

(f) Comparable profits method—(1) In 
general. The comparable profits method 
evaluates whether the amount charged 
in a controlled transaction is arm’s 
length, based on objective measures of 
profitability (profit level indicators) 
derived from uncontrolled taxpayers 
that engage in similar business activi-
ties under similar circumstances. The 
rules in § 1.482–5 relating to the com-
parable profits method apply to con-
trolled services transactions, except as 
modified in this paragraph (f). 

(2) Determination of arm’s length re-
sult—(i) Tested party. This paragraph (f) 
applies where the relevant business ac-
tivity of the tested party as deter-
mined under § 1.482–5(b)(2) is the ren-
dering of services in a controlled serv-
ices transaction. Where the tested 
party determined under § 1.482–5(b)(2) is 
instead the recipient of the controlled 
services, the rules under this paragraph 
(f) are not applicable to determine the 
arm’s length result. 

(ii) Profit level indicators. In addition 
to the profit level indicators provided 
in § 1.482–5(b)(4), a profit level indicator 
that may provide a reliable basis for 
comparing operating profits of the 
tested party involved in a controlled 
services transaction and uncontrolled 
comparables is the ratio of operating 
profit to total services costs (as defined 
in paragraph (j) of this section). 

(iii) Comparability and reliability con-
siderations—Data and assumptions—Con-
sistency in accounting. Consistency in 
accounting practices between the rel-
evant business activity of the tested 
party and the uncontrolled service pro-
viders is particularly important in de-
termining the reliability of the results 
under this method, but less than in ap-
plying the cost of services plus method. 
Adjustments may be appropriate if ma-
terially different treatment is applied 
to particular cost items related to the 
relevant business activity of the tested 
party and the uncontrolled service pro-
viders. For example, adjustments may 
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be appropriate where the tested party 
and the uncontrolled comparables use 
inconsistent approaches to classify 
similar expenses as ‘‘cost of goods 
sold’’ and ‘‘selling, general, and admin-
istrative expenses.’’ Although distin-
guishing between these two categories 
may be difficult, the distinction is less 
important to the extent that the ratio 
of operating profit to total services 
costs is used as the appropriate profit 
level indicator. Determining whether 
adjustments are necessary under these 
or similar circumstances requires thor-
ough analysis of the functions per-
formed and consideration of the cost 
accounting practices of the tested 
party and the uncontrolled 
comparables. Other adjustments as 
provided in § 1.482–5(c)(2)(iv) may also 
be necessary to increase the reliability 
of the results under this method. 

(3) Examples. The principles of this 
paragraph (f) are illustrated by the fol-
lowing examples: 

Example 1. Ratio of operating profit to total 
services costs as the appropriate profit level in-
dicator. (i) A Country T parent firm, Com-
pany A, and its Country Y subsidiary, Com-
pany B, both engage in manufacturing as 
their principal business activity. Company A 
also performs certain advertising services for 
itself and its affiliates. In year 1, Company A 
renders advertising services to Company B. 

(ii) Based on the facts and circumstances, 
it is determined that the comparable profits 
method will provide the most reliable meas-
ure of an arm’s length result. Company A is 
selected as the tested party. No data are 
available for comparable independent manu-
facturing firms that render advertising serv-
ices to third parties. Financial data are 
available, however, for ten independent firms 
that render similar advertising services as 
their principal business activity in Country 
X. The ten firms are determined to be com-
parable under § 1.482–5(c). Neither Company A 
nor the comparable companies use valuable 
intangible property in rendering the serv-
ices. 

(iii) Based on the available financial data 
of the comparable companies, it cannot be 
determined whether these comparable com-
panies report costs for financial accounting 
purposes in the same manner as the tested 
party. The publicly available financial data 
of the comparable companies segregate total 
services costs into cost of goods sold and 
sales, general and administrative costs, with 
no further segmentation of costs provided. 
Due to the limited information available re-
garding the cost accounting practices used 

by the comparable companies, the ratio of 
operating profits to total services costs is de-
termined to be the most appropriate profit 
level indicator. This ratio includes total 
services costs to minimize the effect of any 
inconsistency in accounting practices be-
tween Company A and the comparable com-
panies. 

Example 2. Application of the operating profit 
to total services costs profit level indicator. (i) 
Company A is a foreign subsidiary of Com-
pany B, a U.S. corporation. Company B is 
under examination for its year 1 taxable 
year. Company B renders management con-
sulting services to Company A. Company B’s 
consulting function includes analyzing Com-
pany A’s operations, benchmarking Company 
A’s financial performance against companies 
in the same industry, and to the extent nec-
essary, developing a strategy to improve 
Company A’s operational performance. The 
accounting records of Company B allow reli-
able identification of the total services costs 
of the consulting staff associated with the 
management consulting services rendered to 
Company A. Company A reimburses Com-
pany B for its costs associated with ren-
dering the consulting services, with no 
markup. 

(ii) Based on all the facts and cir-
cumstances, it is determined that the com-
parable profits method will provide the most 
reliable measure of an arm’s length result. 
Company B is selected as the tested party, 
and its rendering of management consulting 
services is identified as the relevant business 
activity. Data are available from ten domes-
tic companies that operate in the industry 
segment involving management consulting 
and that perform activities comparable to 
the relevant business activity of Company B. 
These comparables include entities that pri-
marily perform management consulting 
services for uncontrolled parties. The 
comparables incur similar risks as Company 
B incurs in performing the consulting serv-
ices and do not make use of valuable intan-
gible property or special processes. 

(iii) Based on the available financial data 
of the comparables, it cannot be determined 
whether the comparables report their costs 
for financial accounting purposes in the 
same manner as Company B reports its costs 
in the relevant business activity. The avail-
able financial data for the comparables re-
port only an aggregate figure for costs of 
goods sold and operating expenses, and do 
not segment the underlying services costs. 
Due to this limitation, the ratio of operating 
profits to total services costs is determined 
to be the most appropriate profit level indi-
cator. 

(iv) For the taxable years 1 through 3, 
Company B shows the following results for 
the services performed for Company A: 
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Year 1 Year 2 Year 3 Average 

Revenues .............................................................................. 1,200,000 1,100,000 1,300,000 1,200,000 
Cost of Goods Sold ............................................................... 100,000 100,000 N/A 66,667 
Operating Expenses .............................................................. 1,100,000 1,000,000 1,300,000 1,133,333 
Operating Profit ..................................................................... 0 0 0 0 

(v) After adjustments have been made to 
account for identified material differences 
between the relevant business activity of 
Company B and the comparables, the aver-
age ratio for the taxable years 1 through 3 of 
operating profit to total services costs is cal-
culated for each of the uncontrolled service 
providers. Applying each ratio to Company 
B’s average total services costs from the rel-
evant business activity for the taxable years 
1 through 3 would lead to the following com-
parable operating profit (COP) for the serv-
ices rendered by Company B: 

Uncontrolled service 
provider 

OP/Total 
service costs 

(percent) 

Company B 
COP 

Company 1 ............................ 15.75 $189,000 
Company 2 ............................ 15.00 180,000 
Company 3 ............................ 14.00 168,000 
Company 4 ............................ 13.30 159,600 
Company 5 ............................ 12.00 144,000 
Company 6 ............................ 11.30 135,600 
Company 7 ............................ 11.25 135,000 
Company 8 ............................ 11.18 134,160 
Company 9 ............................ 11.11 133,320 
Company 10 .......................... 10.75 129,000 

(vi) The available data are not sufficiently 
complete to conclude that it is likely that 
all material differences between the relevant 
business activity of Company B and the 
comparables have been identified. Therefore, 
an arm’s length range can be established 
only pursuant to § 1.482–1(e)(2)(iii)(B). The 
arm’s length range is established by ref-
erence to the interquartile range of the re-
sults as calculated under § 1.482–1(e)(2)(iii)(C), 
which consists of the results ranging from 
$168,000 to $134,160. Company B’s reported av-
erage operating profit of zero ($0) falls out-
side this range. Therefore, an allocation may 
be appropriate. 

(vii) Because Company B reported income 
of zero, to determine the amount, if any, of 
the allocation, Company B’s reported oper-
ating profit for year 3 is compared to the 
comparable operating profits derived from 
the comparables’ results for year 3. The ratio 
of operating profit to total services costs in 
year 3 is calculated for each of the 
comparables and applied to Company B’s 
year 3 total services costs to derive the fol-
lowing results: 

Uncontrolled service 
provider 

OP/Total 
service costs 
(for year 3) 
(percent) 

Company B 
COP 

Company 1 ............................ 15.00 $195,000 

Uncontrolled service 
provider 

OP/Total 
service costs 
(for year 3) 
(percent) 

Company B 
COP 

Company 2 ............................ 14.75 191,750 
Company 3 ............................ 14.00 182,000 
Company 4 ............................ 13.50 175,500 
Company 5 ............................ 12.30 159,900 
Company 6 ............................ 11.05 143,650 
Company 7 ............................ 11.03 143,390 
Company 8 ............................ 11.00 143,000 
Company 9 ............................ 10.50 136,500 
Company 10 .......................... 10.25 133,250 

(viii) Based on these results, the median of 
the comparable operating profits for year 3 is 
$151,775. Therefore, Company B’s income for 
year 3 is increased by $151,775, the difference 
between Company B’s reported operating 
profit for year 3 of zero and the median of 
the comparable operating profits for year 3. 

Example 3. Material difference in accounting 
for stock-based compensation. (i) Taxpayer, a 
U.S. corporation the stock of which is pub-
licly traded, performs controlled services for 
its wholly-owned subsidiaries. The arm’s 
length price of these controlled services is 
evaluated under the comparable profits 
method for services in paragraph (f) of this 
section by reference to the net cost plus 
profit level indicator (PLI). Taxpayer is the 
tested party under paragraph (f)(2)(i) of this 
section. The Commissioner identifies the 
most narrowly identifiable business activity 
of the tested party for which data are avail-
able that incorporate the controlled trans-
action (the relevant business activity). The 
Commissioner also identifies four uncon-
trolled domestic service providers, Compa-
nies A, B, C, and D, each of which performs 
exclusively activities similar to the relevant 
business activity of Taxpayer that is subject 
to analysis under paragraph (f) of this sec-
tion. The stock of Companies A, B, C, and D 
is publicly traded on a U.S. stock exchange. 
Assume that Taxpayer makes an election to 
apply these regulations to earlier taxable 
years. 

(ii) Stock options are granted to the em-
ployees of Taxpayer that engage in the rel-
evant business activity. Assume that, as de-
termined under a method in accordance with 
U.S. generally accepted accounting prin-
ciples, the fair value of such stock options 
attributable to the employees’ performance 
of the relevant business activity is 500 for 
the taxable year in question. In evaluating 
the controlled services, Taxpayer includes 
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salaries, fringe benefits, and related com-
pensation of these employees in ‘‘total serv-
ices costs,’’ as defined in paragraph (j) of this 
section. Taxpayer does not include any 
amount attributable to stock options in 
total services costs, nor does it deduct that 
amount in determining ’’reported operating 
profit’’ within the meaning of § 1.482–5(d)(5), 
for the year under examination. 

(iii) Stock options are granted to the em-
ployees of Companies A, B, C, and D. Under 

a fair value method in accordance with U.S. 
generally accepted accounting principles, 
the comparables include in total compensa-
tion the value of the stock options attrib-
utable to the employees’ performance of the 
relevant business activity for the annual fi-
nancial reporting period, and treat this 
amount as an expense in determining oper-
ating profit for financial accounting pur-
poses. The treatment of employee stock op-
tions is summarized in the following table: 

Salaries and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Stock options 
expensed 

Taxpayer ............................................................................................................ 1,000 500 0 
Company A ........................................................................................................ 7,000 2,000 2,000 
Company B ........................................................................................................ 4,300 250 250 
Company C ....................................................................................................... 12,000 4,500 4,500 
Company D ....................................................................................................... 15,000 2,000 2,000 

(iv) A material difference in accounting for 
stock-based compensation (within the mean-
ing of § 1.482–7T(d)(3)(i)) exists. Analysis indi-
cates that this difference would materially 
affect the measure of an arm’s length result 
under this paragraph (f). In making an ad-
justment to improve comparability under 
§§ 1.482–1(d)(2) and 1.482–5(c)(2)(iv), the Com-
missioner includes in total services costs of 
the tested party the total compensation 
costs of 1,500 (including stock option fair 
value). In addition, the Commissioner cal-
culates the net cost plus PLI by reference to 
the financial-accounting data of Companies 
A, B, C, and D, which take into account com-
pensatory stock options. 

Example 4. Material difference in utilization 
of stock-based compensation. 

(i) The facts are the same as in paragraph 
(i) of Example 3. 

(ii) No stock options are granted to the 
employees of Taxpayer that engage in the 
relevant business activity. Thus, no deduc-
tion for stock options is made in deter-
mining ‘‘reported operating profit’’ (within 
the meaning of § 1.482–5(d)(5)) for the taxable 
year under examination. 

(iii) Stock options are granted to the em-
ployees of Companies A, B, C, and D, but 
none of these companies expense stock op-
tions for financial accounting purposes. 
Under a method in accordance with U.S. gen-
erally accepted accounting principles, how-
ever, Companies A, B, C, and D disclose the 
fair value of the stock options for financial 
accounting purposes. The utilization and 
treatment of employee stock options is sum-
marized in the following table: 

Salaries and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Stock options 
expensed 

Taxpayer ............................................................................................................ 1,000 0 N/A 
Company A ........................................................................................................ 7,000 2,000 0 
Company B ........................................................................................................ 4,300 250 0 
Company C ....................................................................................................... 12,000 4,500 0 
Company D ....................................................................................................... 15,000 2,000 0 

(iv) A material difference in the utilization 
of stock-based compensation (within the 
meaning of § 1.482–7T(d)(3)(i)) exists. Analysis 
indicates that these differences would mate-
rially affect the measure of an arm’s length 
result under this paragraph (f). In evaluating 
the comparable operating profits of the test-
ed party, the Commissioner uses Taxpayer’s 
total services costs, which include total 
compensation costs of 1,000. In considering 
whether an adjustment is necessary to im-

prove comparability under §§ 1.482–1(d)(2) and 
1.482–5(c)(2)(iv), the Commissioner recognizes 
that the total compensation provided to em-
ployees of Taxpayer is comparable to the 
total compensation provided to employees of 
Companies A, B, C, and D. Because Compa-
nies A, B, C, and D do not expense stock- 
based compensation for financial accounting 
purposes, their reported operating profits 
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must be adjusted in order to improve com-
parability with the tested party. The Com-
missioner increases each comparable’s total 
services costs, and also reduces its reported 
operating profit, by the fair value of the 

stock-based compensation incurred by the 
comparable company. 

(v) The adjustments to the data of Compa-
nies A, B, C, and D described in paragraph 
(iv) of this Example 4 are summarized in the 
following table: 

Salaries and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Total services 
costs 
(A) 

Operating 
profit 
(B) 

Net cost plus 
PLI 

(B/A) 
(Percent) 

Per financial statements: 
Company A ................................. 7,000 2,000 25,000 6,000 24.00 
Company B ................................. 4,300 250 12,500 2,500 20.00 
Company C ................................. 12,000 4,500 36,000 11,000 30.56 
Company D ................................. 15,000 2,000 27,000 7,000 25.93 

As adjusted: 
Company A ................................. 7,000 2,000 27,000 4,000 14.81 
Company B ................................. 4,300 250 12,750 2,250 17.65 
Company C ................................. 12,000 4,500 40,500 6,500 16.05 
Company D ................................. 15,000 2,000 29,000 5,000 17.24 

Example 5. Non-material difference in utiliza-
tion of stock-based compensation. 

(i) The facts are the same as in paragraph 
(i) of Example 3. 

(ii) Stock options are granted to the em-
ployees of Taxpayer that engage in the rel-
evant business activity. Assume that, as de-
termined under a method in accordance with 
U.S. generally accepted accounting prin-
ciples, the fair value of such stock options 
attributable to the employees’ performance 
of the relevant business activity is 50 for the 
taxable year. Taxpayer includes salaries, 
fringe benefits, and all other compensation 
of these employees (including the stock op-
tion fair value) in ‘‘total services costs,’’ as 

defined in paragraph (j) of this section, and 
deducts these amounts in determining ‘‘re-
ported operating profit’’ within the meaning 
of § 1.482–5(d)(5), for the taxable year under 
examination. 

(iii) Stock options are granted to the em-
ployees of Companies A, B, C, and D, but 
none of these companies expense stock op-
tions for financial accounting purposes. 
Under a method in accordance with U.S. gen-
erally accepted accounting principles, how-
ever, Companies A, B, C, and D disclose the 
fair value of the stock options for financial 
accounting purposes. The utilization and 
treatment of employee stock options is sum-
marized in the following table: 

Salaries and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Stock options 
expensed 

Taxpayer ............................................................................................................ 1,000 50 50 
Company A ........................................................................................................ 7,000 100 0 
Company B ........................................................................................................ 4,300 40 0 
Company C ....................................................................................................... 12,000 130 0 
Company D ....................................................................................................... 15,000 75 0 

(iv) Analysis of the data reported by Com-
panies A, B, C, and D indicates that an ad-
justment for differences in utilization of 

stock-based compensation would not have a 
material effect on the determination of an 
arm’s length result. 

Salaries and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Total services 
costs 
(A) 

Operating 
profit 
(B) 

Net cost plus 
PLI 

(B/A) 
(percent) 

Per financial statements: 
Company A ................................. 7,000 100 25,000 6,000 24.00 
Company B ................................. 4,300 40 12,500 2,500 20.00 
Company C ................................. 12,000 130 36,000 11,000 30.56 
Company D ................................. 15,000 75 27,000 7,000 25.93 

As adjusted: 
Company A ................................. 7,000 100 25,100 5,900 23.51 
Company B ................................. 4,300 40 12,540 2,460 19.62 
Company C ................................. 12,000 130 36,130 10,870 30.09 
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Salaries and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Total services 
costs 
(A) 

Operating 
profit 
(B) 

Net cost plus 
PLI 

(B/A) 
(percent) 

Company D ................................. 15,000 75 27,075 6,925 25.58 

(v) Under the circumstances, the difference 
in utilization of stock-based compensation 
would not materially affect the determina-
tion of the arm’s length result under this 
paragraph (f). Accordingly, in calculating 
the net cost plus PLI, no comparability ad-
justment is made to the data of Companies 
A, B, C, or D pursuant to §§ 1.482–1(d)(2) and 
1.482–5(c)(2)(iv). 

Example 6. Material difference in 
comparables’ accounting for stock-based com-
pensation. (i) The facts are the same as in 
paragraph (i) of Example 3. 

(ii) Stock options are granted to the em-
ployees of Taxpayer that engage in the rel-
evant business activity. Assume that, as de-
termined under a method in accordance with 
U.S. generally accepted accounting prin-
ciples, the fair value of such stock options 
attributable to employees’ performance of 
the relevant business activity is 500 for the 
taxable year. Taxpayer includes salaries, 

fringe benefits, and all other compensation 
of these employees (including the stock op-
tion fair value) in ‘‘total services costs,’’ as 
defined in paragraph (j) of this section, and 
deducts these amounts in determining ‘‘re-
ported operating profit’’ (within the meaning 
of § 1.482–5(d)(5)) for the taxable year under 
examination. 

(iii) Stock options are granted to the em-
ployees of Companies A, B, C, and D. Compa-
nies A and B expense the stock options for fi-
nancial accounting purposes in accordance 
with U.S. generally accepted accounting 
principles. Companies C and D do not ex-
pense the stock options for financial ac-
counting purposes. Under a method in ac-
cordance with U.S. generally accepted ac-
counting principles, however, Companies C 
and D disclose the fair value of these options 
in their financial statements. The utilization 
and accounting treatment of options are de-
picted in the following table: 

Salary and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Stock options 
expensed 

Taxpayer ............................................................................................................ 1,000 500 500 
Company A ........................................................................................................ 7,000 2,000 2,000 
Company B ........................................................................................................ 4,300 250 250 
Company C ....................................................................................................... 12,000 4,500 0 
Company D ....................................................................................................... 15,000 2,000 0 

(iv) A material difference in accounting for 
stock-based compensation (within the mean-
ing of § 1.482–7T(d)(3)(i)) exists. Analysis indi-
cates that this difference would materially 
affect the measure of the arm’s length result 
under paragraph (f) of this section. In evalu-
ating the comparable operating profits of the 
tested party, the Commissioner includes in 
total services costs Taxpayer’s total com-
pensation costs of 1,500 (including stock op-
tion fair value of 500). In considering whether 
an adjustment is necessary to improve com-
parability under §§ 1.482–1(d)(2) and 1.482– 
5(c)(2)(iv), the Commissioner recognizes that 
the total employee compensation (including 
stock options provided by Taxpayer and 
Companies A, B, C, and D) provides a reliable 
basis for comparison. Because Companies A 

and B expense stock-based compensation for 
financial accounting purposes, whereas Com-
panies C and D do not, an adjustment to the 
comparables’ operating profit is necessary. 
In computing the net cost plus PLI, the 
Commissioner uses the financial-accounting 
data of Companies A and B, as reported. The 
Commissioner increases the total services 
costs of Companies C and D by amounts 
equal to the fair value of their respective 
stock options, and reduces the operating 
profits of Companies C and D accordingly. 

(v) The adjustments described in paragraph 
(iv) of this Example 6 are depicted in the fol-
lowing table. For purposes of illustration, 
the unadjusted data of Companies A and B 
are also included. 

Salaries and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Total services 
costs 
(A) 

Operating 
profit 
(B) 

Net cost plus 
PLI 

(B/A) 
(percent) 

Per financial statements: 
Company A ................................. 7,000 2,000 27,000 4,000 14.80 
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Salaries and 
other non-op-

tion com-
pensation 

Stock options 
fair value 

Total services 
costs 
(A) 

Operating 
profit 
(B) 

Net cost plus 
PLI 

(B/A) 
(percent) 

Company B ................................. 4,300 250 12,750 2,250 17.65 
As adjusted: 

Company C ................................. 12,000 4,500 40,500 6,500 16.05 
Company D ................................. 15,000 2,000 29,000 5,000 17.24 

(g) Profit split method—(1) In general. 
The profit split method evaluates 
whether the allocation of the combined 
operating profit or loss attributable to 
one or more controlled transactions is 
arm’s length by reference to the rel-
ative value of each controlled tax-
payer’s contribution to that combined 
operating profit or loss. The relative 
value of each controlled taxpayer’s 
contribution is determined in a manner 
that reflects the functions performed, 
risks assumed and resources employed 
by such controlled taxpayer in the rel-
evant business activity. For applica-
tion of the profit split method (both 
the comparable profit split and the re-
sidual profit split), see § 1.482–6. The re-
sidual profit split method may not be 
used where only one controlled tax-
payer makes significant nonroutine 
contributions. 

(2) Examples. The principles of this 
paragraph (g) are illustrated by the fol-
lowing examples: 

Example 1. Residual profit split. (i) Company 
A, a corporation resident in Country X, auc-
tions spare parts by means of an interactive 
database. Company A maintains a database 
that lists all spare parts available for auc-
tion. Company A developed the software used 
to run the database. Company A’s database 
is managed by Company A employees in a 
data center located in Country X, where 
storage and manipulation of data also take 
place. Company A has a wholly-owned sub-
sidiary, Company B, located in Country Y. 
Company B performs marketing and adver-
tising activities to promote Company A’s 
interactive database. Company B solicits un-
related companies to auction spare parts on 
Company A’s database, and solicits cus-
tomers interested in purchasing spare parts 
online. Company B owns and maintains a 
computer server in Country Y, where it re-
ceives information on spare parts available 
for auction. Company B has also designed a 
specialized communications network that 
connects its data center to Company A’s 
data center in Country X. The communica-
tions network allows Company B to enter 
data from uncontrolled companies on Com-

pany A’s database located in Country X. 
Company B’s communications network also 
allows uncontrolled companies to access 
Company A’s interactive database and pur-
chase spare parts. Company B bore the risks 
and cost of developing this specialized com-
munications network. Company B enters 
into contracts with uncontrolled companies 
and provides the companies access to Com-
pany A’s database through the Company B 
network. 

(ii) Analysis of the facts and circumstances 
indicates that both Company A and Com-
pany B possess valuable intangible property 
that they use to conduct the spare parts auc-
tion business. Company A bore the economic 
risks of developing and maintaining software 
and the interactive database. Company B 
bore the economic risks of developing the 
necessary technology to transmit informa-
tion from its server to Company A’s data 
center, and to allow uncontrolled companies 
to access Company A’s database. Company B 
helped to enhance the value of Company A’s 
trademark and to establish a network of cus-
tomers in Country Y. In addition, there are 
no market comparables for the transactions 
between Company A and Company B to reli-
ably evaluate them separately. Given the 
facts and circumstances, the Commissioner 
determines that a residual profit split meth-
od will provide the most reliable measure of 
an arm’s length result. 

(iii) Under the residual profit split method, 
profits are first allocated based on the rou-
tine contributions of each taxpayer. Routine 
contributions include general sales, mar-
keting or administrative functions per-
formed by Company B for Company A for 
which it is possible to identify market re-
turns. Any residual profits will be allocated 
based on the nonroutine contributions of 
each taxpayer. Since both Company A and 
Company B provided nonroutine contribu-
tions, the residual profits are allocated based 
on these contributions. 

Example 2. Residual profit split. (i) Company 
A, a Country 1 corporation, provides special-
ized services pertaining to the processing 
and storage of Level 1 hazardous waste (for 
purposes of this example, the most dan-
gerous type of waste). Under long-term con-
tracts with private companies and govern-
mental entities in Country 1, Company A 
performs multiple services, including trans-
portation of Level 1 waste, development of 
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handling and storage protocols, record-
keeping, and supervision of waste-storage fa-
cilities owned and maintained by the con-
tracting parties. Company A’s research and 
development unit has also developed new and 
unique processes for transport and storage of 
Level 1 waste that minimize environmental 
and occupational effects. In addition to this 
novel technology, Company A has substan-
tial know-how and a long-term record of safe 
operations in Country 1. 

(ii) Company A’s subsidiary, Company B, 
has been in operation continuously for a 
number of years in Country 2. Company B 
has successfully completed several projects 
in Country 2 involving Level 2 and Level 3 
waste, including projects with government- 
owned entities. Company B has a license in 
Country 2 to handle Level 2 waste (Level 3 
does not require a license). Company B has 
established a reputation for completing 
these projects in a responsible manner. Com-
pany B has cultivated contacts with procure-
ment officers, regulatory and licensing offi-
cials, and other government personnel in 
Country 2. 

(iii) Country 2 government publishes invi-
tations to bid on a project to handle the 
country’s burgeoning volume of Level 1 
waste, all of which is generated in govern-
ment-owned facilities. Bidding is limited to 
companies that are domiciled in Country 2 
and that possess a license from the govern-
ment to handle Level 1 or Level 2 waste. In 
an effort to submit a winning bid to secure 
the contract, In an effort to submit a win-
ning bid to secure the contract, Company B 
points to its Level 2 license and its record of 
successful completion of projects, and also 
demonstrates to Country 2 government that 
it has access to substantial technical exper-
tise pertaining to processing of Level 1 
waste. 

(iv) Company A enters into a long-term 
technical services agreement with Company 
B. Under this agreement, Company A agrees 
to supply to Company B project managers 
and other technical staff who have detailed 
knowledge of Company A’s proprietary Level 
1 remediation techniques. Company A com-
mits to perform under any long-term con-
tracts entered into by Company B. Company 
B agrees to compensate Company A based on 
a markup on Company A’s marginal costs 
(pro rata compensation and current expenses 
of Company A personnel). In the bid on the 
Country 2 contract for Level 1 waste remedi-
ation, Company B proposes to use a multi- 
disciplinary team of specialists from Com-
pany A and Company B. Project managers 
from Company A will direct the team, which 
will also include employees of Company B 
and will make use of physical assets and fa-
cilities owned by Company B. Only Company 
A and Company B personnel will perform 
services under the contract. Country 2 

grants Company B a license to handle Level 
1 waste. 

(v) Country 2 grants Company B a five- 
year, exclusive contract to provide proc-
essing services for all Level 1 hazardous 
waste generated in County 2. Under the con-
tract, Company B is to be paid a fixed price 
per ton of Level 1 waste that it processes 
each year. Company B undertakes that all 
services provided will meet international 
standards applicable to processing of Level 1 
waste. Company B begins performance under 
the contract. 

(vi) Analysis of the facts and cir-
cumstances indicates that both Company A 
and Company B make nonroutine contribu-
tions to the Level 1 waste processing activ-
ity in Country 2. In addition, it is deter-
mined that reliable comparables are not 
available for the services that Company A 
provides under the long-term contract, in 
part because those services incorporate spe-
cialized knowledge and process intangible 
property developed by Company A. It is also 
determined that reliable comparables are 
not available for the Level 2 license in Coun-
try 2, the successful track record, the gov-
ernment contacts with Country 2 officials, 
and other intangible property that Company 
B provided. In view of these facts, the Com-
missioner determines that the residual profit 
split method for services in paragraph (g) of 
this section provides the most reliable 
means of evaluating the arm’s length results 
for the transaction. In evaluating the appro-
priate returns to Company A and Company B 
for their respective contributions, the Com-
missioner takes into account that the con-
trolled parties incur different risks, because 
the contract between the controlled parties 
provides that Company A will be com-
pensated on the basis of marginal costs in-
curred, plus a markup, whereas the contract 
between Company B and the government of 
Country 2 provides that Company B will be 
compensated on a fixed-price basis per ton of 
Level 1 waste processed. 

(vii) In the first stage of the residual profit 
split, an arm’s length return is determined 
for routine activities performed by Company 
B in Country 2, such as transportation, rec-
ordkeeping, and administration. In addition, 
an arm’s length return is determined for rou-
tine activities performed by Company A (ad-
ministrative, human resources, etc.) in con-
nection with providing personnel to Com-
pany B. After the arm’s length return for 
these functions is determined, residual prof-
its may be present. In the second stage of the 
residual profit split, any residual profit is al-
located by reference to the relative value of 
the nonroutine contributions made by each 
taxpayer. Company A’s nonroutine contribu-
tions include its commitment to perform 
under the contract and the specialized tech-
nical knowledge made available through the 
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project managers under the services agree-
ment with Company B. Company B’s nonrou-
tine contributions include its licenses to 
handle Level 1 and Level 2 waste in Country 
2, its knowledge of and contacts with pro-
curement, regulatory and licensing officials 
in the government of Country 2, and its 
record in Country 2 of successfully handling 
non-Level 1 waste. 

(h) Unspecified methods. Methods not 
specified in paragraphs (b) through (g) 
of this section may be used to evaluate 
whether the amount charged in a con-
trolled services transaction is arm’s 
length. Any method used under this 
paragraph (h) must be applied in ac-
cordance with the provisions of § 1.482– 
1. Consistent with the specified meth-
ods, an unspecified method should take 
into account the general principle that 
uncontrolled taxpayers evaluate the 
terms of a transaction by considering 
the realistic alternatives to that trans-
action, including economically similar 
transactions structured as other than 
services transactions, and only enter 
into a particular transaction if none of 
the alternatives is preferable to it. For 
example, the comparable uncontrolled 
services price method compares a con-
trolled services transaction to similar 
uncontrolled transactions to provide a 
direct estimate of the price to which 
the parties would have agreed had they 
resorted directly to a market alter-
native to the controlled services trans-
action. Therefore, in establishing 
whether a controlled services trans-
action achieved an arm’s length result, 
an unspecified method should provide 
information on the prices or profits 
that the controlled taxpayer could 
have realized by choosing a realistic al-
ternative to the controlled services 
transaction (for example, outsourcing a 
particular service function, rather than 
performing the function itself). As with 
any method, an unspecified method 
will not be applied unless it provides 
the most reliable measure of an arm’s 
length result under the principles of 
the best method rule. See § 1.482–1(c). 
Therefore, in accordance with § 1.482– 
1(d) (comparability), to the extent that 
an unspecified method relies on inter-
nal data rather than uncontrolled 
comparables, its reliability will be re-
duced. Similarly, the reliability of a 
method will be affected by the reli-
ability of the data and assumptions 

used to apply the method, including 
any projections used. 

Example. (i) Company T, a U.S. corpora-
tion, develops computer software programs 
including a real estate investment program 
that performs financial analysis of commer-
cial real properties. Companies U, V, and W 
are owned by Company T. The primary busi-
ness activity of Companies U, V, and W is 
commercial real estate development. For 
business reasons, Company T does not sell 
the computer program to its customers (on a 
compact disk or via download from Company 
T’s server through the Internet). Instead, 
Company T maintains the software program 
on its own server and allows customers to 
access the program through the Internet by 
using a password. The transactions between 
Company T and Companies U, V, and W are 
structured as controlled services trans-
actions whereby Companies U, V, and W ob-
tain access via the Internet to Company T’s 
software program for financial analysis. 
Each year, Company T provides a revised 
version of the computer program including 
the most recent data on the commercial real 
estate market, rendering the old version ob-
solete. 

(ii) In evaluating whether the consider-
ation paid by Companies U, V, and W to 
Company T was arm’s length, the Commis-
sioner may consider, subject to the best 
method rule of § 1.482–1(c), Company T’s al-
ternative of selling the computer program to 
Companies U, V, and W on a compact disk or 
via download through the Internet. The 
Commissioner determines that the con-
trolled services transactions between Com-
pany T and Companies U, V, and W are com-
parable to the transfer of a similar software 
program on a compact disk or via download 
through the Internet between uncontrolled 
parties. Subject to adjustments being made 
for material differences between the con-
trolled services transactions and the com-
parable uncontrolled transactions, the un-
controlled transfers of tangible property 
may be used to evaluate the arm’s length re-
sults for the controlled services transactions 
between Company T and Companies U, V, 
and W. 

(i) Contingent-payment contractual 
terms for services—(1) Contingent-pay-
ment contractual terms recognized in gen-
eral. In the case of a contingent-pay-
ment arrangement, the arm’s length 
result for the controlled services trans-
action generally would not require pay-
ment by the recipient to the renderer 
in the tax accounting period in which 
the service is rendered if the specified 
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contingency does not occur in that pe-
riod. If the specified contingency oc-
curs in a tax accounting period subse-
quent to the period in which the serv-
ice is rendered, the arm’s length result 
for the controlled services transaction 
generally would require payment by 
the recipient to the renderer on a basis 
that reflects the recipient’s benefit 
from the services rendered and the 
risks borne by the renderer in per-
forming the activities in the absence of 
a provision that unconditionally obli-
gates the recipient to pay for the ac-
tivities performed in the tax account-
ing period in which the service is ren-
dered. 

(2) Contingent-payment arrangement. 
For purposes of this paragraph (i), an 
arrangement will be treated as a con-
tingent-payment arrangement if it 
meets all of the requirements in para-
graph (i)(2)(i) of this section and is con-
sistent with the economic substance 
and conduct requirement in paragraph 
(i)(2)(ii) of this section. 

(i) General requirements—(A) Written 
contract. The arrangement is set forth 
in a written contract entered into prior 
to, or contemporaneous with, the start 
of the activity or group of activities 
constituting the controlled services 
transaction. 

(B) Specified contingency. The con-
tract states that payment for a con-
trolled services transaction is contin-
gent (in whole or in part) upon the hap-
pening of a future benefit (within the 
meaning of § 1.482–9(l)(3)) for the recipi-
ent directly related to the activity or 
group of activities. For purposes of the 
preceding sentence, whether the future 
benefit is directly related to the activ-
ity or group of activities is evaluated 
based on all the facts and cir-
cumstances. 

(C) Basis for payment. The contract 
provides for payment on a basis that 
reflects the recipient’s benefit from the 
services rendered and the risks borne 
by the renderer. 

(ii) Economic substance and conduct. 
The arrangement, including the contin-
gency and the basis for payment, is 
consistent with the economic sub-
stance of the controlled transaction 
and the conduct of the controlled par-
ties. See § 1.482–1(d)(3)(ii)(B). 

(3) Commissioner’s authority to impute 
contingent-payment terms. Consistent 
with the authority in § 1.482– 
1(d)(3)(ii)(B), the Commissioner may 
impute contingent-payment contrac-
tual terms in a controlled services 
transaction if the economic substance 
of the transaction is consistent with 
the existence of such terms. 

(4) Evaluation of arm’s length charge. 
Whether the amount charged in a con-
tingent-payment arrangement is arm’s 
length will be evaluated in accordance 
with this section and other applicable 
regulations under section 482. In evalu-
ating whether the amount charged in a 
contingent-payment arrangement for 
the manufacture, construction, or de-
velopment of tangible or intangible 
property owned by the recipient is 
arm’s length, the charge determined 
under the rules of §§ 1.482–3 and 1.482–4 
for the transfer of similar property 
may be considered. See § 1.482–1(f)(2)(ii). 

(5) Examples. The principles of this 
paragraph (i) are illustrated by the fol-
lowing examples: 

Example 1. (i) Company X is a member of a 
controlled group that has operated in the 
pharmaceutical sector for many years. In 
year 1, Company X enters into a written 
services agreement with Company Y, an-
other member of the controlled group, 
whereby Company X will perform certain re-
search and development activities for Com-
pany Y. The parties enter into the agree-
ment before Company X undertakes any of 
the research and development activities cov-
ered by the agreement. At the time the 
agreement is entered into, the possibility 
that any new products will be developed is 
highly uncertain and the possible market or 
markets for any products that may be devel-
oped are not known and cannot be estimated 
with any reliability. Under the agreement, 
Company Y will own any patent or other 
rights that result from the activities of Com-
pany X under the agreement and Company Y 
will make payments to Company X only if 
such activities result in commercial sales of 
one or more derivative products. In that 
event, Company Y will pay Company X, for a 
specified period, x% of Company Y’s gross 
sales of each of such products. Payments are 
required with respect to each jurisdiction in 
which Company Y has sales of such a deriva-
tive product, beginning with the first year in 
which the sale of a product occurs in the ju-
risdiction and continuing for six additional 
years with respect to sales of that product in 
that jurisdiction. 

(ii) As a result of research and develop-
ment activities performed by Company X for 
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Company Y in years 1 through 4, a compound 
is developed that may be more effective than 
existing medications in the treatment of cer-
tain conditions. Company Y registers the 
patent rights with respect to the compound 
in several jurisdictions in year 4. In year 6, 
Company Y begins commercial sales of the 
product in Jurisdiction A and, in that year, 
Company Y makes the payment to Company 
X that is required under the agreement. 
Sales of the product continue in Jurisdiction 
A in years 7 through 9 and Company Y makes 
the payments to Company X in years 7 
through 9 that are required under the agree-
ment. 

(iii) The years under examination are years 
6 through 9. In evaluating whether the con-
tingent-payment terms will be recognized, 
the Commissioner considers whether the 
conditions of paragraph (i)(2) of this section 
are met and whether the arrangement, in-
cluding the specified contingency and basis 
of payment, is consistent with the economic 
substance of the controlled services trans-
action and with the conduct of the con-
trolled parties. The Commissioner deter-
mines that the contingent-payment arrange-
ment is reflected in the written agreement 
between Company X and Company Y; that 
commercial sales of products developed 
under the arrangement represent future ben-
efits for Company Y directly related to the 
controlled services transaction; and that the 
basis for the payment provided for in the 
event such sales occur reflects the recipi-
ent’s benefit and the renderer’s risk. Con-
sistent with § 1.482–1(d)(3)(ii)(B) and (iii)(B), 
the Commissioner determines that the par-
ties’ conduct over the term of the agreement 
has been consistent with their contractual 
allocation of risk; that Company X has the 
financial capacity to bear the risk that its 
research and development services may be 
unsuccessful and that it may not receive 
compensation for such services; and that 
Company X exercises managerial and oper-
ational control over the research and devel-
opment, such that it is reasonable for Com-
pany X to assume the risk of those activi-
ties. Based on all these facts, the Commis-
sioner determines that the contingent-pay-
ment arrangement is consistent with eco-
nomic substance. 

(iv) In determining whether the amount 
charged under the contingent-payment ar-
rangement in each of years 6 through 9 is 
arm’s length, the Commissioner evaluates 
under this section and other applicable rules 
under section 482 the compensation paid in 
each year for the research and development 
services. This analysis takes into account 
that under the contingent-payment terms 
Company X bears the risk that it might not 
receive payment for its services in the event 
that those services do not result in market-
able products and the risk that the mag-
nitude of its payment depends on the mag-

nitude of product sales, if any. The Commis-
sioner also considers the alternatives reason-
ably available to the parties in connection 
with the controlled services transaction. One 
such alternative, in view of Company X’s 
willingness and ability to bear the risk and 
expenses of research and development activi-
ties, would be for Company X to undertake 
such activities on its own behalf and to li-
cense the rights to products successfully de-
veloped as a result of such activities. Accord-
ingly, in evaluating whether the compensa-
tion of x% of gross sales that is paid to Com-
pany X during the first four years of com-
mercial sales of derivative products is arm’s 
length, the Commissioner may consider the 
royalties (or other consideration) charged for 
intangible property that are comparable to 
those incorporated in the derivative products 
and that resulted from Company X’s re-
search and development activities under the 
contingent-payment arrangement. 

Example 2. (i) The facts are the same as in 
Example 1, except that no commercial sales 
ever materialize with regard to the patented 
compound so that, consistent with the agree-
ment, Company Y makes no payments to 
Company X in years 6 through 9. 

(ii) Based on all the facts and cir-
cumstances, the Commissioner determines 
that the contingent-payment arrangement is 
consistent with economic substance, and the 
result (no payments in years 6 through 9) is 
consistent with an arm’s length result. 

Example 3. (i) The facts are the same as in 
Example 1, except that, in the event that 
Company X’s activities result in commercial 
sales of one or more derivative products by 
Company Y, Company Y will pay Company X 
a fee equal to the research and development 
costs borne by Company X plus an amount 
equal to x% of such costs, with the payment 
to be made in the first year in which any 
such sales occur. The x% markup on costs is 
within the range, ascertainable in year 1, of 
markups on costs of independent contract re-
searchers that are compensated under terms 
that unconditionally obligate the recipient 
to pay for the activities performed in the tax 
accounting period in which the service is 
rendered. In year 6, Company Y makes the 
single payment to Company X that is re-
quired under the arrangement. 

(ii) The years under examination are years 
6 through 9. In evaluating whether the con-
tingent-payment terms will be recognized, 
the Commissioner considers whether the re-
quirements of paragraph (i)(2) of this section 
were met at the time the written agreement 
was entered into and whether the arrange-
ment, including the specified contingency 
and basis for payment, is consistent with the 
economic substance of the controlled serv-
ices transaction and with the conduct of the 
controlled parties. The Commissioner deter-
mines that the contingent-payment terms 
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are reflected in the written agreement be-
tween Company X and Company Y and that 
commercial sales of products developed 
under the arrangement represent future ben-
efits for Company Y directly related to the 
controlled services transaction. However, in 
this case, the Commissioner determines that 
the basis for payment provided for in the 
event such sales occur (costs of the services 
plus x%, representing the markup for con-
tract research in the absence of any non-
payment risk) does not reflect the recipient’s 
benefit and the renderer’s risks in the con-
trolled services transaction. Based on all the 
facts and circumstances, the Commissioner 
determines that the contingent-payment ar-
rangement is not consistent with economic 
substance. 

(iii) Accordingly, the Commissioner deter-
mines to exercise its authority to impute 
contingent-payment contractual terms that 
accord with economic substance, pursuant to 
paragraph (i)(3) of this section and § 1.482– 
1(d)(3)(ii)(B). In this regard, the Commis-
sioner takes into account that at the time 
the arrangement was entered into, the possi-
bility that any new products would be devel-
oped was highly uncertain and the possible 
market or markets for any products that 
may be developed were not known and could 
not be estimated with any reliability. In 
such circumstances, it is reasonable to con-
clude that one possible basis of payment, in 
order to reflect the recipient’s benefit and 
the renderer’s risks, would be a charge equal 
to a percentage of commercial sales of one or 
more derivative products that result from 
the research and development activities. The 
Commissioner in this case may impute terms 
that require Company Y to pay Company X 
a percentage of sales of the products devel-
oped under the agreement in each of years 6 
through 9. 

(iv) In determining an appropriate arm’s 
length charge under such imputed contrac-
tual terms, the Commissioner conducts an 
analysis under this section and other appli-
cable rules under section 482, and considers 
the alternatives reasonably available to the 
parties in connection with the controlled 
services transaction. One such alternative, 
in view of Company X’s willingness and abil-
ity to bear the risks and expenses of research 
and development activities, would be for 
Company X to undertake such activities on 
its own behalf and to license the rights to 
products successfully developed as a result of 
such activities. Accordingly, for purposes of 
its determination, the Commissioner may 
consider the royalties (or other consider-
ation) charged for intangible property that 
are comparable to those incorporated in the 
derivative products that resulted from Com-
pany X’s research and development activities 
under the contingent-payment arrangement. 

(j) Total services costs. For purposes of 
this section, total services costs means 
all costs of rendering those services for 
which total services costs are being de-
termined. Total services costs include 
all costs in cash or in kind (including 
stock-based compensation) that, based 
on analysis of the facts and cir-
cumstances, are directly identified 
with, or reasonably allocated in ac-
cordance with the principles of para-
graph (k)(2) of this section to, the serv-
ices. In general, costs for this purpose 
should comprise provision for all re-
sources expended, used, or made avail-
able to achieve the specific objective 
for which the service is rendered. Ref-
erence to generally accepted account-
ing principles or Federal income tax 
accounting rules may provide a useful 
starting point but will not necessarily 
be conclusive regarding inclusion of 
costs in total services costs. Total 
services costs do not include interest 
expense, foreign income taxes (as de-
fined in § 1.901–2(a)), or domestic in-
come taxes. 

(k) Allocation of costs—(1) In general. 
In any case where the renderer’s activ-
ity that results in a benefit (within the 
meaning of paragraph (l)(3) of this sec-
tion) for one recipient in a controlled 
services transaction also generates a 
benefit for one or more other members 
of a controlled group (including the 
benefit, if any, to the renderer), and 
the amount charged under this section 
in the controlled services transaction 
is determined under a method that 
makes reference to costs, costs must be 
allocated among the portions of the ac-
tivity performed for the benefit of the 
first mentioned recipient and such 
other members of the controlled group 
under this paragraph (k). The prin-
ciples of this paragraph (k) must also 
be used whenever it is appropriate to 
allocate and apportion any class of 
costs (for example, overhead costs) in 
order to determine the total services 
costs of rendering the services. In no 
event will an allocation of costs based 
on a generalized or non-specific benefit 
be appropriate. 

(2) Appropriate method of allocation 
and apportionment—(i) Reasonable meth-
od standard. Any reasonable method 
may be used to allocate and apportion 
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costs under this section. In estab-
lishing the appropriate method of allo-
cation and apportionment, consider-
ation should be given to all bases and 
factors, including, for example, total 
services costs, total costs for a rel-
evant activity, assets, sales, compensa-
tion, space utilized, and time spent. 
The costs incurred by supporting de-
partments may be apportioned to other 
departments on the basis of reasonable 
overall estimates, or such costs may be 
reflected in the other departments’ 
costs by applying reasonable depart-
mental overhead rates. Allocations and 
apportionments of costs must be made 
on the basis of the full cost, as opposed 
to the incremental cost. 

(ii) Use of general practices. The prac-
tices used by the taxpayer to apportion 
costs in connection with preparation of 
statements and analyses for the use of 
management, creditors, minority 
shareholders, joint venturers, clients, 
customers, potential investors, or 
other parties or agencies in interest 
will be considered as potential indica-
tors of reliable allocation methods, but 
need not be accorded conclusive weight 
by the Commissioner. In determining 
the extent to which allocations are to 
be made to or from foreign members of 
a controlled group, practices employed 
by the domestic members in appor-
tioning costs among themselves will 
also be considered if the relationships 
with the foreign members are com-
parable to the relationships among the 
domestic members of the controlled 
group. For example, if for purposes of 
reporting to public stockholders or to a 
governmental agency, a corporation 
apportions the costs attributable to its 
executive officers among the domestic 
members of a controlled group on a 
reasonable and consistent basis, and 
such officers exercise comparable con-

trol over foreign members of the con-
trolled group, such domestic apportion-
ment practice will be considered in de-
termining the allocations to be made 
to the foreign members. 

(3) Examples. The principles of this 
paragraph (k) are illustrated by the fol-
lowing examples: 

Example 1. Company A pays an annual li-
cense fee of 500x to an uncontrolled taxpayer 
for unlimited use of a database within the 
corporate group. Under the terms of the li-
cense with the uncontrolled taxpayer, Com-
pany A is permitted to use the database for 
its own use and in rendering research serv-
ices to its subsidiary, Company B. Company 
B obtains benefits from the database that 
are similar to those that it would obtain if it 
had independently licensed the database 
from the uncontrolled taxpayer. Evaluation 
of the arm’s length charge (under a method 
in which costs are relevant) to Company B 
for the controlled services that incorporate 
use of the database must take into account 
the full amount of the license fee of 500x paid 
by Company A, as reasonably allocated and 
apportioned to the relevant benefits, al-
though the incremental use of the database 
for the benefit of Company B did not result 
in an increase in the license fee paid by Com-
pany A. 

Example 2. (i) Company A is a consumer 
products company located in the United 
States. Companies B and C are wholly-owned 
subsidiaries of Company A and are located in 
Countries B and C, respectively. Company A 
and its subsidiaries manufacture products 
for sale in their respective markets. Com-
pany A hires a consultant who has expertise 
regarding a manufacturing process used by 
Company A and its subsidiary, Company B. 
Company C, the Country C subsidiary, uses a 
different manufacturing process, and accord-
ingly will not receive any benefit from the 
outside consultant hired by Company A. In 
allocating and apportioning the cost of hir-
ing the outside consultant (100), Company A 
determines that sales constitute the most 
appropriate allocation key. 

(ii) Company A and its subsidiaries have 
the following sales: 

Company A B C Total 

Sales ..................................................................................... 400 100 200 700 

(iii) Because Company C does not obtain 
any benefit from the consultant, none of the 
costs are allocated to it. Rather, the costs of 
100 are allocated and apportioned ratably to 
Company A and Company B as the entities 
that obtain a benefit from the campaign, 
based on the total sales of those entities 

(500). An appropriate allocation of the costs 
of the consultant is as follows: 

Company A B Total 

Allocation ........... 400/500 100/500 
Amount .............. 80 20 100 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00788 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



779 

Internal Revenue Service, Treasury § 1.482–9 

(l) Controlled services transaction—(1) 
In general. A controlled services trans-
action includes any activity (as defined 
in paragraph (l)(2) of this section) by 
one member of a group of controlled 
taxpayers (the renderer) that results in 
a benefit (as defined in paragraph (l)(3) 
of this section) to one or more other 
members of the controlled group (the 
recipient(s)). 

(2) Activity. An activity includes the 
performance of functions, assumptions 
of risks, or use by a renderer of tan-
gible or intangible property or other 
resources, capabilities, or knowledge, 
such as knowledge of and ability to 
take advantage of particularly advan-
tageous situations or circumstances. 
An activity also includes making avail-
able to the recipient any property or 
other resources of the renderer. 

(3) Benefit—(i) In general. An activity 
is considered to provide a benefit to the 
recipient if the activity directly re-
sults in a reasonably identifiable incre-
ment of economic or commercial value 
that enhances the recipient’s commer-
cial position, or that may reasonably 
be anticipated to do so. An activity is 
generally considered to confer a benefit 
if, taking into account the facts and 
circumstances, an uncontrolled tax-
payer in circumstances comparable to 
those of the recipient would be willing 
to pay an uncontrolled party to per-
form the same or similar activity on 
either a fixed or contingent-payment 
basis, or if the recipient otherwise 
would have performed for itself the 
same activity or a similar activity. A 
benefit may result to the owner of in-
tangible property if the renderer en-
gages in an activity that is reasonably 
anticipated to result in an increase in 
the value of that intangible property. 
Paragraphs (l)(3)(ii) through (v) of this 
section provide guidelines that indi-
cate the presence or absence of a ben-
efit for the activities in the controlled 
services transaction. 

(ii) Indirect or remote benefit. An activ-
ity is not considered to provide a ben-
efit to the recipient if, at the time the 
activity is performed, the present or 
reasonably anticipated benefit from 
that activity is so indirect or remote 
that the recipient would not be willing 
to pay, on either a fixed or contingent- 
payment basis, an uncontrolled party 

to perform a similar activity, and 
would not be willing to perform such 
activity for itself for this purpose. The 
determination whether the benefit 
from an activity is indirect or remote 
is based on the nature of the activity 
and the situation of the recipient, tak-
ing into consideration all facts and cir-
cumstances. 

(iii) Duplicative activities. If an activ-
ity performed by a controlled taxpayer 
duplicates an activity that is per-
formed, or that reasonably may be an-
ticipated to be performed, by another 
controlled taxpayer on or for its own 
account, the activity is generally not 
considered to provide a benefit to the 
recipient, unless the duplicative activ-
ity itself provides an additional benefit 
to the recipient. 

(iv) Shareholder activities. An activity 
is not considered to provide a benefit if 
the sole effect of that activity is either 
to protect the renderer’s capital invest-
ment in the recipient or in other mem-
bers of the controlled group, or to fa-
cilitate compliance by the renderer 
with reporting, legal, or regulatory re-
quirements applicable specifically to 
the renderer, or both. Activities in the 
nature of day-to-day management gen-
erally do not relate to protection of the 
renderer’s capital investment. Based on 
analysis of the facts and cir-
cumstances, activities in connection 
with a corporate reorganization may be 
considered to provide a benefit to one 
or more controlled taxpayers. 

(v) Passive association. A controlled 
taxpayer generally will not be consid-
ered to obtain a benefit where that 
benefit results from the controlled tax-
payer’s status as a member of a con-
trolled group. A controlled taxpayer’s 
status as a member of a controlled 
group may, however, be taken into ac-
count for purposes of evaluating com-
parability between controlled and un-
controlled transactions. 

(4) Disaggregation of transactions. A 
controlled services transaction may be 
analyzed as two separate transactions 
for purposes of determining the arm’s 
length consideration, if that analysis is 
the most reliable means of determining 
the arm’s length consideration for the 
controlled services transaction. See the 
best method rule under § 1.482–1(c). 
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(5) Examples. The principles of this 
paragraph (l) are illustrated by the fol-
lowing examples. In each example, as-
sume that Company X is a U.S. cor-
poration and Company Y is a wholly- 
owned subsidiary of Company X in 
Country B. 

Example 1. In general. In developing a 
worldwide advertising and promotional cam-
paign for a consumer product, Company X 
pays for and obtains designation as an offi-
cial sponsor of the Olympics. This designa-
tion allows Company X and all its subsidi-
aries, including Company Y, to identify 
themselves as sponsors and to use the Olym-
pic logo in advertising and promotional cam-
paigns. The Olympic sponsorship campaign 
generates benefits to Company X, Company 
Y, and other subsidiaries of Company X. 

Example 2. Indirect or remote benefit. Based 
on recommendations contained in a study 
performed by its internal staff, Company X 
implements certain changes in its manage-
ment structure and the compensation of 
managers of divisions located in the United 
States. No changes were recommended or 
considered for Company Y in Country B. The 
internal study and the resultant changes in 
its management may increase the competi-
tiveness and overall efficiency of Company 
X. Any benefits to Company Y as a result of 
the study are, however, indirect or remote. 
Consequently, Company Y is not considered 
to obtain a benefit from the study. 

Example 3. Indirect or remote benefit. Based 
on recommendations contained in a study 
performed by its internal staff, Company X 
decides to make changes to the management 
structure and management compensation of 
its subsidiaries, in order to increase their 
profitability. As a result of the recommenda-
tions in the study, Company X implements 
substantial changes in the management 
structure and management compensation 
scheme of Company Y. The study and the 
changes implemented as a result of the rec-
ommendations are anticipated to increase 
the profitability of Company X and its sub-
sidiaries. The increased management effi-
ciency of Company Y that results from these 
changes is considered to be a specific and 
identifiable benefit, rather than remote or 
speculative. 

Example 4. Duplicative activities. At its cor-
porate headquarters in the United States, 
Company X performs certain treasury func-
tions for Company X and for its subsidiaries, 
including Company Y. These treasury func-
tions include raising capital, arranging me-
dium and long-term financing for general 
corporate needs, including cash manage-
ment. Under these circumstances, the treas-
ury functions performed by Company X do 
not duplicate the functions performed by 
Company Y’s staff. Accordingly, Company Y 

is considered to obtain a benefit from the 
functions performed by Company X. 

Example 5. Duplicative activities. The facts 
are the same as in Example 4, except that 
Company Y’s functions include ensuring that 
the financing requirements of its own oper-
ations are met. Analysis of the facts and cir-
cumstances indicates that Company Y inde-
pendently administers all financing and 
cash-management functions necessary to 
support its operations, and does not utilize 
financing obtained by Company X. Under the 
circumstances, the treasury functions per-
formed by Company X are duplicative of 
similar functions performed by Company Y’s 
staff, and the duplicative functions do not 
enhance Company Y’s position. Accordingly, 
Company Y is not considered to obtain a 
benefit from the duplicative activities per-
formed by Company X. 

Example 6. Duplicative activities. Company 
X’s in-house legal staff has specialized exper-
tise in several areas, including intellectual 
property. The intellectual property legal 
staff specializes in technology licensing, pat-
ents, copyrights, and negotiating and draft-
ing intellectual property agreements. Com-
pany Y is involved in negotiations with an 
unrelated party to enter into a complex joint 
venture that includes multiple licenses and 
cross-licenses of patents and copyrights. 
Company Y retains outside counsel that spe-
cializes in intellectual property law to re-
view the transaction documents. Company Y 
does not have in-house counsel of its own to 
review intellectual property transaction doc-
uments. Outside counsel advises that the 
terms for the proposed transaction are ad-
vantageous to Company Y and that the con-
tracts are valid and fully enforceable. Com-
pany X’s intellectual property legal staff 
possess valuable knowledge of Company Y’s 
patents and technological achievements. 
They are capable of identifying particular 
scientific attributes protected under patent 
that strengthen Company Y’s negotiating 
position, and of discovering flaws in the pat-
ents offered by the unrelated party. To re-
duce risk associated with the transaction, 
Company X’s intellectual property legal 
staff reviews the transaction documents be-
fore Company Y executes the contracts. 
Company X’s intellectual property legal 
staff also separately evaluates the patents 
and copyrights with respect to the licensing 
arrangements and concurs in the opinion 
provided by outside counsel. The activities 
performed by Company X substantially du-
plicate the legal services obtained by Com-
pany Y, but they also reduce risk associated 
with the transaction in a way that confers 
an additional benefit on Company Y. 

Example 7. Shareholder activities. Company 
X is a publicly held corporation. U.S. laws 
and regulations applicable to publicly held 
corporations such as Company X require the 
preparation and filing of periodic reports 
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that show, among other things, profit and 
loss statements, balance sheets, and other 
material financial information concerning 
the company’s operations. Company X, Com-
pany Y and each of the other subsidiaries 
maintain their own separate accounting de-
partments that record individual trans-
actions and prepare financial statements in 
accordance with their local accounting prac-
tices. Company Y, and the other subsidiaries, 
forward the results of their financial per-
formance to Company X, which analyzes and 
compiles these data into periodic reports in 
accordance with U.S. laws and regulations. 
Because Company X’s preparation and filing 
of the reports relate solely to its role as an 
investor of capital or shareholder in Com-
pany Y or to its compliance with reporting, 
legal, or regulatory requirements, or both, 
these activities constitute shareholder ac-
tivities and therefore Company Y is not con-
sidered to obtain a benefit from the prepara-
tion and filing of the reports. 

Example 8. Shareholder activities. The facts 
are the same as in Example 7, except that 
Company Y’s accounting department main-
tains a general ledger recording individual 
transactions, but does not prepare any finan-
cial statements (such as profit and loss 
statements and balance sheets). Instead, 
Company Y forwards the general ledger data 
to Company X, and Company X analyzes and 
compiles financial statements for Company 
Y, as well as for Company X’s overall oper-
ations, for purposes of complying with U.S. 
reporting requirements. Company Y is sub-
ject to reporting requirements in Country B 
similar to those applicable to Company X in 
the United States. Much of the data that 
Company X analyzes and compiles regarding 
Company Y’s operations for purposes of com-
plying with the U.S. reporting requirements 
are made available to Company Y for its use 
in preparing reports that must be filed in 
Country B. Company Y incorporates these 
data, after minor adjustments for differences 
in local accounting practices, into the re-
ports that it files in Country B. Under these 
circumstances, because Company X’s anal-
ysis and compilation of Company Y’s finan-
cial data does not relate solely to its role as 
an investor of capital or shareholder in Com-
pany Y, or to its compliance with reporting, 
legal, or regulatory requirements, or both, 
these activities do not constitute share-
holder activities. 

Example 9. Shareholder activities. Members 
of Company X’s internal audit staff visit 
Company Y on a semiannual basis in order to 
review the subsidiary’s adherence to internal 
operating procedures issued by Company X 
and its compliance with U.S. anti-bribery 
laws, which apply to Company Y on account 
of its ownership by a U.S. corporation. Be-
cause the sole effect of the reviews by Com-
pany X’s audit staff is to protect Company 
X’s investment in Company Y, or to facili-

tate Company X’s compliance with U.S. anti- 
bribery laws, or both, the visits are share-
holder activities and therefore Company Y is 
not considered to obtain a benefit from the 
visits. 

Example 10. Shareholder activities. Country B 
recently enacted legislation that changed 
the foreign currency exchange controls ap-
plicable to foreign shareholders of Country B 
corporations. Company X concludes that it 
may benefit from changing the capital struc-
ture of Company Y, thus taking advantage of 
the new foreign currency exchange control 
laws in Country B. Company X engages an 
investment banking firm and a law firm to 
review the Country B legislation and to pro-
pose possible changes to the capital struc-
ture of Company Y. Because Company X’s re-
tention of the firms facilitates Company Y’s 
ability to pay dividends and other amounts 
and has the sole effect of protecting Com-
pany X’s investment in Company Y, these 
activities constitute shareholder activities 
and Company Y is not considered to obtain a 
benefit from the activities. 

Example 11. Shareholder activities. The facts 
are the same as in Example 10, except that 
Company Y bears the full cost of retaining 
the firms to evaluate the new foreign cur-
rency control laws in Country B and to make 
appropriate changes to its stock ownership 
by Company X. Company X is considered to 
obtain a benefit from the rendering by Com-
pany Y of these activities, which would be 
shareholder activities if conducted by Com-
pany X (see Example 10). 

Example 12. Shareholder activities. The facts 
are the same as in Example 10, except that 
the new laws relate solely to corporate gov-
ernance in Country B, and Company X re-
tains the law firm and investment banking 
firm in order to evaluate whether restruc-
turing would increase Company Y’s profit-
ability, reduce the number of legal entities 
in Country B, and increase Company Y’s 
ability to introduce new products more 
quickly in Country B. Because Company X 
retained the law firm and the investment 
banking firm primarily to enhance Company 
Y’s profitability and the efficiency of its op-
erations, and not solely to protect Company 
X’s investment in Company Y or to facilitate 
Company X’s compliance with Country B’s 
corporate laws, or to both, these activities 
do not constitute shareholder activities. 

Example 13. Shareholder activities. Company 
X establishes detailed personnel policies for 
its subsidiaries, including Company Y. Com-
pany X also reviews and approves the per-
formance appraisals of Company Y’s execu-
tives, monitors levels of compensation paid 
to all Company Y personnel, and is involved 
in hiring and firing decisions regarding the 
senior executives of Company Y. Because 
this personnel-related activity by Company 
X involves day-to-day management of Com-
pany Y, this activity does not relate solely 
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to Company X’s role as an investor of capital 
or a shareholder of Company Y, and there-
fore does not constitute a shareholder activ-
ity. 

Example 14. Shareholder activities. Each 
year, Company X conducts a two-day retreat 
for its senior executives. The purpose of the 
retreat is to refine the long-term business 
strategy of Company X and its subsidiaries, 
including Company Y, and to produce a con-
fidential strategy statement. The strategy 
statement identifies several potential 
growth initiatives for Company X and its 
subsidiaries and lists general means of in-
creasing the profitability of the company as 
a whole. The strategy statement is made 
available without charge to Company Y and 
the other subsidiaries of Company X. Com-
pany Y independently evaluates whether to 
implement some, all, or none of the initia-
tives contained in the strategy statement. 
Because the preparation of the strategy 
statement does not relate solely to Company 
X’s role as an investor of capital or a share-
holder of Company Y, the expense of pre-
paring the document is not a shareholder ex-
pense. 

Example 15. Passive association/benefit. Com-
pany X is the parent corporation of a large 
controlled group that has been in operation 
in the information-technology sector for ten 
years. Company Y is a small corporation 
that was recently acquired by the Company 
X controlled group from local Country B 
owners. Several months after the acquisition 
of Company Y, Company Y obtained a con-
tract to redesign and assemble the informa-
tion-technology networks and systems of a 
large financial institution in Country B. The 
project was significantly larger and more 
complex than any other project undertaken 
to date by Company Y. Company Y did not 
use Company X’s marketing intangible prop-
erty to solicit the contract, and Company X 
had no involvement in the solicitation, nego-
tiation, or anticipated execution of the con-
tract. For purposes of this section, Company 
Y is not considered to obtain a benefit from 
Company X or any other member of the con-
trolled group because the ability of Company 
Y to obtain the contract, or to obtain the 
contract on more favorable terms than 
would have been possible prior to its acquisi-
tion by the Company X controlled group, was 
due to Company Y’s status as a member of 
the Company X controlled group and not to 
any specific activity by Company X or any 
other member of the controlled group. 

Example 16. Passive association/benefit. The 
facts are the same as in Example 15, except 
that Company X executes a performance 
guarantee with respect to the contract, 
agreeing to assist in the project if Company 
Y fails to meet certain mileposts. This per-
formance guarantee allowed Company Y to 
obtain the contract on materially more fa-
vorable terms than otherwise would have 

been possible. Company Y is considered to 
obtain a benefit from Company X’s execution 
of the performance guarantee. 

Example 17. Passive association/benefit. The 
facts are the same as in Example 15, except 
that Company X began the process of negoti-
ating the contract with the financial institu-
tion in Country B before acquiring Company 
Y. Once Company Y was acquired by Com-
pany X, the contract with the financial insti-
tution was entered into by Company Y. Com-
pany Y is considered to obtain a benefit from 
Company X’s negotiation of the contract. 

Example 18. Passive association/benefit. The 
facts are the same as in Example 15, except 
that Company X sent a letter to the finan-
cial institution in Country B, which rep-
resented that Company X had a certain per-
centage ownership in Company Y and that 
Company X would maintain that same per-
centage ownership interest in Company Y 
until the contract was completed. This letter 
allowed Company Y to obtain the contract 
on more favorable terms than otherwise 
would have been possible. Since this letter 
from Company X to the financial institution 
simply affirmed Company Y’s status as a 
member of the controlled group and rep-
resented that this status would be main-
tained until the contract was completed, 
Company Y is not considered to obtain a 
benefit from Company X’s furnishing of the 
letter. 

Example 19. Passive association/benefit. (i) S 
is a company that supplies plastic containers 
to companies in various industries. S estab-
lishes the prices for its containers through a 
price list that offers customers discounts 
based solely on the volume of containers pur-
chased. 

(ii) Company X is the parent corporation of 
a large controlled group in the information 
technology sector. Company Y is a wholly- 
owned subsidiary of Company X located in 
Country B. Company X and Company Y both 
purchase plastic containers from unrelated 
supplier S. In year 1, Company X purchases 1 
million units and Company Y purchases 
100,000 units. S, basing its prices on pur-
chases by the entire group, completes the 
order for 1.1 million units at a price of $0.95 
per unit, and separately bills and ships the 
orders to each company. Companies X and Y 
undertake no bargaining with supplier S 
with respect to the price charged, and pur-
chase no other products from supplier S. 

(iii) R1 and its wholly-owned subsidiary R2 
are a controlled group of taxpayers (unre-
lated to Company X or Company Y) each of 
which carries out functions comparable to 
those of Companies X and Y and undertakes 
purchases of plastic containers from supplier 
S, identical to those purchased from S by 
Company X and Company Y, respectively. S, 
basing its prices on purchases by the entire 
group, charges R1 and R2 $0.95 per unit for 
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the 1.1 million units ordered. R1 and R2 un-
dertake no bargaining with supplier S with 
respect to the price charged, and purchase no 
other products from supplier S. 

(iv) U is an uncontrolled taxpayer that car-
ries out comparable functions and under-
takes purchases of plastic containers from 
supplier S identical to Company Y. U is not 
a member of a controlled group, undertakes 
no bargaining with supplier S with respect to 
the price charged, and purchases no other 
products from supplier S. U purchases 100,000 
plastic containers from S at the price of $1.00 
per unit. 

(v) Company X charges Company Y a fee of 
$5,000, or $0.05 per unit of plastic containers 
purchased by Company Y, reflecting the fact 
that Company Y receives the volume dis-
count from supplier S. 

(vi) In evaluating the fee charged by Com-
pany X to Company Y, the Commissioner 
considers whether the transactions between 
R1, R2, and S or the transactions between U 
and S provide a more reliable measure of the 
transactions between Company X, Company 
Y and S. The Commissioner determines that 
Company Y’s status as a member of a con-
trolled group should be taken into account 
for purposes of evaluating comparability of 
the transactions, and concludes that the 
transactions between R1, R2, and S are more 
reliably comparable to the transactions be-
tween Company X, Company Y, and S. The 
comparable charge for the purchase was $0.95 
per unit. Therefore, obtaining the plastic 
containers at a favorable rate (and the re-
sulting $5,000 savings) is entirely due to 
Company Y’s status as a member of the Com-
pany X controlled group and not to any spe-
cific activity by Company X or any other 
member of the controlled group. Con-
sequently, Company Y is not considered to 
obtain a benefit from Company X or any 
other member of the controlled group. 

Example 20. Disaggregation of transactions. 
(i) X, a domestic corporation, is a pharma-
ceutical company that develops and manu-
factures ethical pharmaceutical products. Y, 
a Country B corporation, is a distribution 
and marketing company that also performs 
clinical trials for X in Country B. Because Y 
does not possess the capability to conduct 
the trials, it contracts with a third party to 
undertake the trials at a cost of $100. Y also 
incurs $25 in expenses related to the third- 
party contract (for example, in hiring and 
working with the third party). 

(ii) Based on a detailed functional analysis, 
the Commissioner determines that Y per-
formed functions beyond merely facilitating 
the clinical trials for X, such as audit con-
trols of the third party performing those 
trials. In determining the arm’s length price, 
the Commissioner may consider a number of 
alternatives. For example, for purposes of 
determining the arm’s length price, the Com-
missioner may determine that the intercom-

pany service is most reliably analyzed on a 
disaggregated basis as two separate trans-
actions: in this case, the contract between Y 
and the third party could constitute an in-
ternal CUSP with a price of $100. Y would be 
further entitled to an arm’s length remu-
neration for its facilitating services. If the 
most reliable method is one that provides a 
markup on Y’s costs, then ‘‘total services 
cost’’ in this context would be $25. Alter-
natively, the Commissioner may determine 
that the intercompany service is most reli-
ably analyzed as a single transaction, based 
on comparable uncontrolled transactions in-
volving the facilitation of similar clinical 
trial services performed by third parties. If 
the most reliable method is one that pro-
vides a markup on all of Y’s costs, and the 
base of the markup determined by the com-
parable companies includes the third-party 
clinical trial costs, then such a markup 
would be applied to Y’s total services cost of 
$125. 

Example 21. Disaggregation of transactions. 
(i) X performs a number of administrative 
functions for its subsidiaries, including Y, a 
distributor of widgets in Country B. These 
services include those relating to working 
capital (inventory and accounts receivable/ 
payable) management. To facilitate provi-
sion of these services, X purchases an ERP 
system specifically dedicated to optimizing 
working capital management. The system, 
which entails significant third-party costs 
and which includes substantial intellectual 
property relating to its software, costs 
$1,000. 

(ii) Based on a detailed functional analysis, 
the Commissioner determines that in pro-
viding administrative services for Y, X per-
formed functions beyond merely operating 
the ERP system itself, since X was effec-
tively using the ERP as an input to the ad-
ministrative services it was providing to Y. 
In determining arm’s length price for the 
services, the Commissioner may consider a 
number of alternatives. For example, if the 
most reliable uncontrolled data is derived 
from companies that use similar ERP sys-
tems purchased from third parties to per-
form similar administrative functions for 
uncontrolled parties, the Commissioner may 
determine that a CPM is the best method for 
measuring the functions performed by X, 
and, in addition, that a markup on total 
services costs, based on the markup from the 
comparable companies, is the most reliable 
PLI. In this case, total services cost, and the 
basis for the markup, would include appro-
priate reflection of the ERP costs of $1,000. 
Alternatively, X’s functions may be most re-
liably measured based on comparable uncon-
trolled companies that perform similar ad-
ministrative functions using their cus-
tomers’ own ERP systems. Under these cir-
cumstances, the total services cost would 
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equal X’s costs of providing the administra-
tive services excluding the ERP cost of 
$1,000. 

(m) Coordination with transfer pricing 
rules for other transactions—(1) Services 
transactions that include other types of 
transactions. A transaction structured 
as a controlled services transaction 
may include other elements for which a 
separate category or categories of 
methods are provided, such as a loan or 
advance, a rental, or a transfer of tan-
gible or intangible property. See 
§§ 1.482–1(b)(2) and 1.482–2(a), (c), and 
(d). Whether such an integrated trans-
action is evaluated as a controlled 
services transaction under this section 
or whether one or more elements 
should be evaluated separately under 
other sections of the section 482 regula-
tions depends on which approach will 
provide the most reliable measure of 
an arm’s length result. Ordinarily, an 
integrated transaction of this type 
may be evaluated under this section 
and its separate elements need not be 
evaluated separately, provided that 
each component of the transaction 
may be adequately accounted for in 
evaluating the comparability of the 
controlled transaction to the uncon-
trolled comparables and, accordingly, 
in determining the arm’s length result 
in the controlled transaction. See 
§ 1.482–1(d)(3). 

(2) Services transactions that effect a 
transfer of intangible property. A trans-
action structured as a controlled serv-
ices transaction may in certain cases 
include an element that constitutes 
the transfer of intangible property or 
may result in a transfer, in whole or in 
part, of intangible property. Notwith-
standing paragraph (m)(1) of this sec-
tion, if such element relating to intan-
gible property is material to the eval-
uation, the arm’s length result for the 
element of the transaction that in-
volves intangible property must be cor-
roborated or determined by an analysis 
under § 1.482–4. 

(3) Coordination with rules governing 
cost sharing arrangements. Section 1.482– 
7 provides the specific methods to be 
used to determine arm’s length results 
of controlled transactions in connec-
tion with a cost sharing arrangement. 
This section provides the specific 
methods to be used to determine arm’s 

length results of a controlled service 
transaction, including in an arrange-
ment for sharing the costs and risks of 
developing intangibles other than a 
cost sharing arrangement covered by 
§ 1.482–7. In the case of such an arrange-
ment, consideration of the principles, 
methods, comparability, and reliability 
considerations set forth in § 1.482–7 is 
relevant in determining the best meth-
od, including an unspecified method, 
under this section, as appropriately ad-
justed in light of the differences in the 
facts and circumstances between such 
arrangement and a cost sharing ar-
rangement. 

(4) Other types of transactions that in-
clude controlled services transactions. A 
transaction structured other than as a 
controlled services transaction may in-
clude one or more elements for which 
separate pricing methods are provided 
in this section. Whether such an inte-
grated transaction is evaluated under 
another section of the section 482 regu-
lations or whether one or more ele-
ments should be evaluated separately 
under this section depends on which 
approach will provide the most reliable 
measure of an arm’s length result. Or-
dinarily, a single method may be ap-
plied to such an integrated trans-
action, and the separate services com-
ponent of the transaction need not be 
separately analyzed under this section, 
provided that the controlled services 
may be adequately accounted for in 
evaluating the comparability of the 
controlled transaction to the uncon-
trolled comparables and, accordingly, 
in determining the arm’s length results 
in the controlled transaction. See 
§ 1.482–1(d)(3). 

(5) Examples. The principles of this 
paragraph (m) are illustrated by the 
following examples: 

Example 1. (i) U.S. parent corporation Com-
pany X enters into an agreement to main-
tain equipment of Company Y, a foreign sub-
sidiary. The maintenance of the equipment 
requires the use of spare parts. The cost of 
the spare parts necessary to maintain the 
equipment amounts to approximately 25 per-
cent of the total costs of maintaining the 
equipment. Company Y pays a fee that in-
cludes a charge for labor and parts. 

(ii) Whether this integrated transaction is 
evaluated as a controlled services trans-
action or is evaluated as a controlled serv-
ices transaction and the transfer of tangible 
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property depends on which approach will 
provide the most reliable measure of an 
arm’s length result. If it is not possible to 
find comparable uncontrolled services trans-
actions that involve similar services and 
tangible property transfers as the controlled 
transaction between Company X and Com-
pany Y, it will be necessary to determine the 
arm’s length charge for the controlled serv-
ices, and then to evaluate separately the 
arm’s length charge for the tangible prop-
erty transfers under § 1.482–1 and §§ 1.482–3 
through 1.482–6. Alternatively, it may be pos-
sible to apply the comparable profits method 
of § 1.482–5 to evaluate the arm’s length prof-
it of Company X or Company Y from the in-
tegrated controlled transaction. The com-
parable profits method may provide the most 
reliable measure of an arm’s length result if 
uncontrolled parties are identified that per-
form similar, combined functions of main-
taining and providing spare parts for similar 
equipment. 

Example 2. (i) U.S. parent corporation Com-
pany X sells industrial equipment to its for-
eign subsidiary, Company Y. In connection 
with this sale, Company X renders to Com-
pany Y services that consist of dem-
onstrating the use of the equipment and as-
sisting in the effective start-up of the equip-
ment. Company X structures the integrated 
transaction as a sale of tangible property 
and determines the transfer price under the 
comparable uncontrolled price method of 
§ 1.482–3(b). 

(ii) Whether this integrated transaction is 
evaluated as a transfer of tangible property 
or is evaluated as a controlled services trans-
action and a transfer of tangible property de-
pends on which approach will provide the 
most reliable measure of an arm’s length re-
sult. In this case, the controlled services 
may be similar to services rendered in the 
transactions used to determine the com-
parable uncontrolled price, or they may ap-
propriately be considered a difference be-
tween the controlled transaction and com-
parable transactions with a definite and rea-
sonably ascertainable effect on price for 
which appropriate adjustments can be made. 
See § 1.482–1(d)(3)(ii)(A)(6). In either case, ap-
plication of the comparable uncontrolled 
price method to evaluate the integrated 
transaction may provide a reliable measure 
of an arm’s length result, and application of 
a separate transfer pricing method for the 
controlled services element of the trans-
action is not necessary. 

Example 3. (i) The facts are the same as in 
Example 2 except that, after assisting Com-
pany Y in start-up, Company X also renders 
ongoing services, including instruction and 
supervision regarding Company Y’s ongoing 
use of the equipment. Company X structures 
the entire transaction, including the incre-
mental ongoing services, as a sale of tangible 
property, and determines the transfer price 

under the comparable uncontrolled price 
method of § 1.482–3(b). 

(ii) Whether this integrated transaction is 
evaluated as a transfer of tangible property 
or is evaluated as a controlled services trans-
action and a transfer of tangible property de-
pends on which approach will provide the 
most reliable measure of an arm’s length re-
sult. It may not be possible to identify com-
parable uncontrolled transactions in which a 
seller of merchandise renders services simi-
lar to the ongoing services rendered by Com-
pany X to Company Y. In such a case, the in-
cremental services in connection with ongo-
ing use of the equipment could not be taken 
into account as a comparability factor be-
cause they are not similar to the services 
rendered in connection with sales of similar 
tangible property. Accordingly, it may be 
necessary to evaluate separately the transfer 
price for such services under this section in 
order to produce the most reliable measure 
of an arm’s length result. Alternatively, it 
may be possible to apply the comparable 
profits method of § 1.482–5 to evaluate the 
arm’s length profit of Company X or Com-
pany Y from the integrated controlled trans-
action. The comparable profits method may 
provide the most reliable measure of an 
arm’s length result if uncontrolled parties 
are identified that perform the combined 
functions of selling equipment and rendering 
ongoing after-sale services associated with 
such equipment. In that case, it would not be 
necessary to separately evaluate the transfer 
price for the controlled services under this 
section. 

Example 4. (i) Company X, a U.S. corpora-
tion, and Company Y, a foreign corporation, 
are members of a controlled group. Both 
companies perform research and develop-
ment activities relating to integrated cir-
cuits. In addition, Company Y manufactures 
integrated circuits. In years 1 through 3, 
Company X engages in substantial research 
and development activities, gains significant 
know-how regarding the development of a 
particular high-temperature resistant inte-
grated circuit, and memorializes that re-
search in a written report. In years 1 through 
3, Company X generates overall net oper-
ating losses as a result of the expenditures 
associated with this research and develop-
ment effort. At the beginning of year 4, Com-
pany X enters into a technical assistance 
agreement with Company Y. As part of this 
agreement, the researchers from Company X 
responsible for this project meet with the re-
searchers from Company Y and provide them 
with a copy of the written report. Three 
months later, the researchers from Company 
Y apply for a patent for a high-temperature 
resistant integrated circuit based in large 
part upon the know-how obtained from the 
researchers from Company X. 

(ii) The controlled services transaction be-
tween Company X and Company Y includes 
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an element that constitutes the transfer of 
intangible property (such as, know-how). Be-
cause the element relating to the intangible 
property is material to the arm’s length 
evaluation, the arm’s length result for that 
element must be corroborated or determined 
by an analysis under § 1.482–4. 

(6) Global dealing operations. [Re-
served] 

(n) Effective/applicability date—(1) In 
general. This section is generally appli-
cable for taxable years beginning after 
July 31, 2009. In addition, a person may 
elect to apply the provisions of this 
section to earlier taxable years. See 
paragraph (n)(2) of this section. 

(2) Election to apply regulations to ear-
lier taxable years—(i) Scope of election. A 
taxpayer may elect to apply § 1.482– 
1(a)(1), (b)(2)(i), (d)(3)(ii)(C) Examples 3 
through 6, (d)(3)(v), (f)(2)(ii)(A), 
(f)(2)(iii)(B), (g)(4)(i), (g)(4)(iii) Example 
1, (i), (j)(6)(i) and (j)(6)(ii), § 1.482–2(b), 
(f)(1) and (2), § 1.482–4(f)(3)(i)(A), (f)(3)(ii) 
Examples 1 and 2, (f)(4), (h)(1) and (2), 
§ 1.482–6(c)(2)(ii)(B)(1), (c)(2)(ii)(D), 
(c)(3)(i)(A), (c)(3)(i)(B), (c)(3)(ii)(D), and 
(d), § 1.482–8(b) Examples 10 through 12, 
(c)(1) and (c)(2), § 1.482–9(a) through 
(m)(2), and (m)(4) through (n)(2), § 1.861– 
8(a)(5)(ii), (b)(3), (e)(4), (f)(4)(i), (g) Ex-
amples 17, 18, and 30, § 1.6038A–3(a)(3) Ex-
ample 4 and (i), § 1.6662–6(d)(2)(ii)(B), 
(d)(2)(iii)(B)(4), (d)(2)(iii)(B)(6), and (g), 
and § 31.3121(s)–1(c)(2)(iii) and (d) of this 
chapter to any taxable year beginning 
after September 10, 2003. Such election 
requires that all of the provisions of 
such sections be applied to such tax-
able year and all subsequent taxable 
years (earlier taxable years) of the tax-
payer making the election. 

(ii) Effect of election. An election to 
apply the regulations to earlier taxable 
years has no effect on the limitations 
on assessment and collection or on the 
limitations on credit or refund (see 
Chapter 66 of the Internal Revenue 
Code). 

(iii) Time and manner of making elec-
tion. An election to apply the regula-
tions to earlier taxable years must be 
made by attaching a statement to the 
taxpayer’s timely filed U.S. tax return 
(including extensions) for its first tax-
able year beginning after July 31, 2009. 

(iv) Revocation of election. An election 
to apply the regulations to earlier tax-

able years may not be revoked without 
the consent of the Commissioner. 

[T.D. 9456, 74 FR 38846, Aug. 4, 2009, as amend-
ed by 74 FR 46345, Sept. 9, 2009; T.D. 9568, 76 
FR 80136, Dec. 22, 2011] 

§ 1.483–1 Interest on certain deferred 
payments. 

(a) Amount constituting interest in cer-
tain deferred payment transactions—(1) 
In general. Except as provided in para-
graph (c) of this section, section 483 ap-
plies to a contract for the sale or ex-
change of property if the contract pro-
vides for one or more payments due 
more than 1 year after the date of the 
sale or exchange, and the contract does 
not provide for adequate stated inter-
est. In general, a contract has adequate 
stated interest if the contract provides 
for a stated rate of interest that is at 
least equal to the test rate (determined 
under § 1.483–3) and the interest is paid 
or compounded at least annually. Sec-
tion 483 may apply to a contract 
whether the contract is express (writ-
ten or oral) or implied. For purposes of 
section 483, a sale or exchange is any 
transaction treated as a sale or ex-
change for tax purposes. In addition, 
for purposes of section 483, property in-
cludes debt instruments and invest-
ment units, but does not include 
money, services, or the right to use 
property. For the treatment of certain 
obligations given in exchange for serv-
ices or the use of property, see sections 
404 and 467. For purposes of this para-
graph (a), money includes functional 
currency and, in certain cir-
cumstances, nonfunctional currency. 
See § 1.988–2(b)(2) for circumstances 
when nonfunctional currency is treated 
as money rather than as property. 

(2) Treatment of contracts to which sec-
tion 483 applies—(i) Treatment of 
unstated interest. If section 483 applies 
to a contract, unstated interest under 
the contract is treated as interest for 
tax purposes. Thus, for example, 
unstated interest is not treated as part 
of the amount realized from the sale or 
exchange of property (in the case of the 
seller), and is not included in the pur-
chaser’s basis in the property acquired 
in the sale or exchange. 

(ii) Method of accounting for interest 
on contracts subject to section 483. Any 
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stated or unstated interest on a con-
tract subject to section 483 is taken 
into account by a taxpayer under the 
taxpayer’s regular method of account-
ing (e.g., an accrual method or the cash 
receipts and disbursements method). 
See §§ 1.446–1, 1.451–1, and 1.461–1. For 
purposes of the preceding sentence, the 
amount of interest (including unstated 
interest) allocable to a payment under 
a contract to which section 483 applies 
is determined under § 1.446–2(e). 

(b) Definitions—(1) Deferred payments. 
For purposes of the regulations under 
section 483, a deferred payment means 
any payment that constitutes all or a 
part of the sales price (as defined in 
paragraph (b)(2) of this section), and 
that is due more than 6 months after 
the date of the sale or exchange. Ex-
cept as provided in section 483(c)(2) (re-
lating to the treatment of a debt in-
strument of the purchaser), a payment 
may be made in the form of cash, stock 
or securities, or other property. 

(2) Sales price. For purposes of section 
483, the sales price for any sale or ex-
change is the sum of the amount due 
under the contract (other than stated 
interest) and the amount of any liabil-
ity included in the amount realized 
from the sale or exchange. See § 1.1001– 
2. Thus, the sales price for any sale or 
exchange includes any amount of 
unstated interest under the contract. 

(c) Exceptions to and limitations on the 
application of section 483—(1) In general. 
Sections 483(d), 1274(c)(4), and 1275(b) 
contain exceptions to and limitations 
on the application of section 483. 

(2) Sales price of $3,000 or less. Section 
483(d)(2) applies only if it can be deter-
mined at the time of the sale or ex-
change that the sales price cannot ex-
ceed $3,000, regardless of whether the 
sales price eventually paid for the 
property is less than $3,000. 

(3) Other exceptions and limitations—(i) 
Certain transfers subject to section 1041. 
Section 483 does not apply to any 
transfer of property subject to section 
1041 (relating to transfers of property 
between spouses or incident to di-
vorce). 

(ii) Treatment of certain obligees. Sec-
tion 483 does not apply to an obligee 
under a contract for the sale or ex-
change of personal use property (within 
the meaning of section 1275(b)(3)) in the 

hands of the obligor and that evidences 
a below-market loan described in sec-
tion 7872(c)(1). 

(iii) Transactions involving certain de-
mand loans. Section 483 does not apply 
to any payment under a contract that 
evidences a demand loan that is a 
below-market loan described in section 
7872(c)(1). 

(iv) Transactions involving certain an-
nuity contracts. Section 483 does not 
apply to any payment under an annu-
ity contract described in section 
1275(a)(1)(B) (relating to annuity con-
tracts excluded from the definition of 
debt instrument). 

(v) Options. Section 483 does not 
apply to any payment under an option 
to buy or sell property. 

(d) Assumptions. If a debt instrument 
is assumed, or property is taken sub-
ject to a debt instrument, in connec-
tion with a sale or exchange of prop-
erty, the debt instrument is treated for 
purposes of section 483 in a manner 
consistent with the rules of § 1.1274–5. 

(e) Aggregation rule. For purposes of 
section 483, all sales or exchanges that 
are part of the same transaction (or a 
series of related transactions) are 
treated as a single sale or exchange, 
and all contracts calling for deferred 
payments arising from the same trans-
action (or a series of related trans-
actions) are treated as a single con-
tract. This rule, however, generally 
only applies to contracts and to sales 
or exchanges involving a single buyer 
and a single seller. 

(f) Effective date. This section applies 
to sales and exchanges that occur on or 
after April 4, 1994. Taxpayers, however, 
may rely on this section for sales and 
exchanges that occur after December 
21, 1992, and before April 4, 1994. 

[T.D. 8517, 59 FR 4805, Feb. 2, 1994] 

§ 1.483–2 Unstated interest. 

(a) In general—(1) Adequate stated in-
terest. For purposes of section 483, a 
contract has unstated interest if the 
contract does not provide for adequate 
stated interest. A contract does not 
provide for adequate stated interest if 
the sum of the deferred payments ex-
ceeds— 

(i) The sum of the present values of 
the deferred payments and the present 
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values of any stated interest payments 
due under the contract; or 

(ii) In the case of a cash method debt 
instrument (within the meaning of sec-
tion 1274A(c)(2)) received in exchange 
for property in a potentially abusive 
situation (as defined in § 1.1274–3), the 
fair market value of the property re-
duced by the fair market value of any 
consideration other than the debt in-
strument, and reduced by the sum of 
all principal payments that are not de-
ferred payments. 

(2) Amount of unstated interest. For 
purposes of section 483, unstated inter-
est means an amount equal to the ex-
cess of the sum of the deferred pay-
ments over the amount described in 
paragraph (a)(1)(i) or (a)(1)(ii) of this 
section, whichever is applicable. 

(b) Operational rules—(1) In general. 
For purposes of paragraph (a) of this 
section, rules similar to those in 
§ 1.1274–2 apply to determine whether a 
contract has adequate stated interest 
and the amount of unstated interest, if 
any, on the contract. 

(2) Present value. For purposes of 
paragraph (a) of this section, the 
present value of any deferred payment 
or interest payment is determined by 
discounting the payment from the date 
it becomes due to the date of the sale 
or exchange at the test rate of interest 
applicable to the contract in accord-
ance with § 1.483–3. 

(c) Examples. The following examples 
illustrate the rules of this section. 

Example 1. Contract that does not have ade-
quate stated interest. On January 1, 1995, A 
sells B nonpublicly traded property under a 
contract that calls for a $100,000 payment of 
principal on January 1, 2005, and 10 annual 
interest payments of $9,000 on January 1 of 
each year, beginning on January 1, 1996. As-
sume that the test rate of interest is 9.2 per-
cent, compounded annually. The contract 
does not provide for adequate stated interest 
because it does not provide for interest equal 
to 9.2 percent, compounded annually. The 
present value of the deferred payments is 
$98,727.69. As a result, the contract has 
unstated interest of $1,272.31 ($100,000 ¥ 

$98,727.69). 
Example 2. Contract that does not have ade-

quate stated interest; no interest for initial short 
period. On May 1, 1996, A sells B nonpublicly 
traded property under a contract that calls 
for B to make a principal payment of $200,000 
on December 31, 1998, and semiannual inter-
est payments of $9,000, payable on June 30 

and December 31 of each year, beginning on 
December 31, 1996. Assume that the test rate 
of interest is 9 percent, compounded semi-
annually. Even though the contract calls for 
a stated rate of interest no lower than the 
test rate of interest, the contract does not 
provide for adequate stated interest because 
the stated rate of interest does not apply for 
the short period from May 1, 1996, through 
June 30, 1996. 

Example 3. Potentially abusive situation. (i) 
Facts. In a potentially abusive situation, a 
contract for the sale of nonpublicly traded 
personal property calls for the issuance of a 
cash method debt instrument (as defined in 
section 1274A(c)(2)) with a stated principal 
amount of $700,000, payable in 5 years. No 
other consideration is given. The debt in-
strument calls for annual payments of inter-
est over its entire term at a rate of 9.2 per-
cent, compounded annually (the test rate of 
interest applicable to the debt instrument). 
Thus, the present value of the deferred pay-
ment and the interest payments is $700,000. 
Assume that the fair market value of the 
property is $500,000. 

(ii) Amount of unstated interest. A cash 
method debt instrument received in ex-
change for property in a potentially abusive 
situation provides for adequate stated inter-
est only if the sum of the deferred payments 
under the instrument does not exceed the 
fair market value of the property. Because 
the deferred payment ($700,000) exceeds the 
fair market value of the property ($500,000), 
the debt instrument does not provide for ade-
quate stated interest. Therefore, the debt in-
strument has unstated interest of $200,000. 

Example 4. Variable rate debt instrument with 
adequate stated interest; variable rate as of the 
issue date greater than the test rate. (i) Facts. 
A contract for the sale of nonpublicly traded 
property calls for the issuance of a debt in-
strument in the principal amount of $75,000 
due in 10 years. The debt instrument calls for 
interest payable semiannually at a rate of 3 
percentage points above the yield on 6- 
month Treasury bills at the mid-point of the 
semiannual period immediately preceding 
each interest payment date. Assume that the 
interest rate is a qualified floating rate and 
that the debt instrument is a variable rate 
debt instrument within the meaning of 
§ 1.1275–5. 

(ii) Adequate stated interest. Under para-
graph (b)(1) of this section, rules similar to 
those in § 1.1274–2(f) apply to determine 
whether the debt instrument has adequate 
stated interest. Assume that the test rate of 
interest applicable to the debt instrument is 
9 percent, compounded semiannually. As-
sume also that the yield on 6-month Treas-
ury bills on the date of the sale is 8.89 per-
cent, which is greater than the yield on 6- 
month Treasury bills on the first date on 
which there is a binding written contract 
that substantially sets forth the terms under 
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which the sale is consummated. Under 
§ 1.1274–2(f), the debt instrument is tested for 
adequate stated interest as if it provided for 
a stated rate of interest of 11.89 percent (3 
percent plus 8.89 percent), compounded semi-
annually, payable over its entire term. Be-
cause the test rate of interest is 9 percent, 
compounded semiannually, and the debt in-
strument is treated as providing for stated 
interest of 11.89 percent, compounded semi-
annually, the debt instrument provides for 
adequate stated interest. 

(d) Effective date. This section applies 
to sales and exchanges that occur on or 
after April 4, 1994. Taxpayers, however, 
may rely on this section for sales and 
exchanges that occur after December 
21, 1992, and before April 4, 1994. 

[T.D. 8517, 59 FR 4806, Feb. 2, 1994] 

§ 1.483–3 Test rate of interest applica-
ble to a contract. 

(a) General rule. For purposes of sec-
tion 483, the test rate of interest for a 
contract is the same as the test rate 
that would apply under § 1.1274–4 if the 
contract were a debt instrument. Para-
graph (b) of this section, however, pro-
vides for a lower test rate in the case of 
certain sales or exchanges of land be-
tween related individuals. 

(b) Lower rate for certain sales or ex-
changes of land between related individ-
uals—(1) Test rate. In the case of a 
qualified sale or exchange of land be-
tween related individuals (described in 
section 483(e)), the test rate is not 
greater than 6 percent, compounded 
semiannually, or an equivalent rate 
based on an appropriate compounding 
period. 

(2) Special rules. The following rules 
and definitions apply in determining 
whether a sale or exchange is a quali-
fied sale under section 483(e): 

(i) Definition of family members. The 
members of an individual’s family are 
determined as of the date of the sale or 
exchange. The members of an individ-
ual’s family include those individuals 
described in section 267(c)(4) and the 
spouses of those individuals. In addi-
tion, for purposes of section 267(c)(4), 
full effect is given to a legal adoption, 
ancestor means parents and grand-
parents, and lineal descendants means 
children and grandchildren. 

(ii) $500,000 limitation. Section 483(e) 
does not apply to the extent that the 
stated principal amount of the debt in-

strument issued in the sale or ex-
change, when added to the aggregate 
stated principal amount of any other 
debt instruments to which section 
483(e) applies that were issued in prior 
qualified sales between the same two 
individuals during the same calendar 
year, exceeds $500,000. See Example 3 of 
paragraph (b)(3) of this section. 

(iii) Other limitations. Section 483(e) 
does not apply if the parties to a con-
tract include persons other than the re-
lated individuals and the parties enter 
into the contract with an intent to cir-
cumvent the purposes of section 483(e). 
In addition, if the property sold or ex-
changed includes any property other 
than land, section 483(e) applies only to 
the extent that the stated principal 
amount of the debt instrument issued 
in the sale or exchange is attributable 
to the land (based on the relative fair 
market values of the land and the 
other property). 

(3) Examples. The following examples 
illustrate the rules of this paragraph 
(b). 

Example 1. On January 1, 1995, A sells land 
to B, A’s child, for $650,000. The contract for 
sale calls for B to make a $250,000 down pay-
ment and issue a debt instrument with a 
stated principal amount of $400,000. Because 
the stated principal amount of the debt in-
strument is less than $500,000, the sale is a 
qualified sale and section 483(e) applies to 
the debt instrument. 

Example 2. The facts are the same as in Ex-
ample 1 of paragraph (b)(3) of this section, ex-
cept that on June 1, 1995, A sells additional 
land to B under a contract that calls for B to 
issue a debt instrument with a stated prin-
cipal amount of $100,000. The stated principal 
amount of this debt instrument ($100,000) 
when added to the stated principal amount 
of the prior debt instrument ($400,000) does 
not exceed $500,000. Thus, section 483(e) ap-
plies to both debt instruments. 

Example 3. The facts are the same as in Ex-
ample 1 of paragraph (b)(3) of this section, ex-
cept that on June 1, 1995, A sells additional 
land to B under a contract that calls for B to 
issue a debt instrument with a stated prin-
cipal amount of $150,000. The stated principal 
amount of this debt instrument when added 
to the stated principal amount of the prior 
debt instrument ($400,000) exceeds $500,000. 
Thus, for purposes of section 483(e), the debt 
instrument issued in the sale of June 1, 1995, 
is treated as two separate debt instruments: 
a $100,000 debt instrument (to which section 
483(e) applies) and a $50,000 debt instrument 
(to which section 1274, if otherwise applica-
ble, applies). 
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(c) Effective date. This section applies 
to sales and exchanges that occur on or 
after April 4, 1994. Taxpayers, however, 
may rely on this section for sales and 
exchanges that occur after December 
21, 1992, and before April 4, 1994. 

[T.D. 8517, 59 FR 4807, Feb. 2, 1994] 

§ 1.483–4 Contingent payments. 
(a) In general. This section applies to 

a contract for the sale or exchange of 
property (the overall contract) if the 
contract provides for one or more con-
tingent payments and the contract is 
subject to section 483. This section ap-
plies even if the contract provides for 
adequate stated interest under § 1.483–2. 
If this section applies to a contract, in-
terest under the contract is generally 
computed and accounted for using 
rules similar to those that would apply 
if the contract were a debt instrument 
subject to § 1.1275–4(c). Consequently, 
all noncontingent payments under the 
overall contract are treated as if made 
under a separate contract, and interest 
accruals on this separate contract are 
computed under rules similar to those 
contained in § 1.1275–4(c)(3). Each con-
tingent payment under the overall con-
tract is characterized as principal and 
interest under rules similar to those 
contained in § 1.1275–4(c)(4). However, 
any interest, or amount treated as in-
terest, on a contract subject to this 
section is taken into account by a tax-
payer under the taxpayer’s regular 
method of accounting (e.g., an accrual 
method or the cash receipts and dis-
bursements method). 

(b) Examples. The following examples 
illustrate the provisions of paragraph 
(a) of this section: 

Example 1. Deferred payment sale with con-
tingent interest. (i) Facts. On December 31, 
1996, A sells depreciable personal property to 
B. As consideration for the sale, B issues to 
A a debt instrument with a maturity date of 
December 31, 2001. The debt instrument pro-
vides for a principal payment of $200,000 on 
the maturity date, and a payment of interest 
on December 31 of each year, beginning in 
1997, equal to a percentage of the total gross 
income derived from the property in that 
year. However, the total interest payable on 
the debt instrument over its entire term is 
limited to a maximum of $50,000. Assume 
that on December 31, 1996, the short-term ap-
plicable Federal rate is 4 percent, com-
pounded annually, and the mid-term applica-

ble Federal rate is 5 percent, compounded an-
nually. 

(ii) Treatment of noncontingent payment as 
separate contract. Each payment of interest is 
a contingent payment. Accordingly, under 
paragraph (a) of this section, for purposes of 
applying section 483 to the debt instrument, 
the right to the noncontingent payment of 
$200,000 is treated as a separate contract. The 
amount of unstated interest on this separate 
contract is equal to $43,295, which is the 
amount by which the payment ($200,000) ex-
ceeds the present value of the payment 
($156,705), calculated using the test rate of 5 
percent, compounded annually. The $200,000 
payment is thus treated as consisting of a 
payment of interest of $43,295 and a payment 
of principal of $156,705. The interest is in-
cludible in A’s gross income, and deductible 
by B, under their respective methods of ac-
counting. 

(iii) Treatment of contingent payments. As-
sume that the amount of the contingent pay-
ment that is paid on December 31, 1997, is 
$20,000. Under paragraph (a) of this section, 
the $20,000 payment is treated as a payment 
of principal of $19,231 (the present value, as 
of the date of sale, of the $20,000 payment, 
calculated using a test rate equal to 4 per-
cent, compounded annually) and a payment 
of interest of $769. The $769 interest payment 
is includible in A’s gross income, and deduct-
ible by B, in their respective taxable years in 
which the payment occurs. The amount 
treated as principal gives B additional basis 
in the property on December 31, 1997. The re-
maining contingent payments on the debt in-
strument are accounted for similarly, using 
a test rate of 4 percent, compounded annu-
ally, for the payments made on December 31, 
1998, and December 31, 1999, and a test rate of 
5 percent, compounded annually, for the pay-
ments made on December 31, 2000, and De-
cember 31, 2001. 

Example 2. Contingent stock payout. (i) Facts. 
M Corporation and N Corporation each owns 
one-half of the stock of O Corporation. On 
December 31, 1996, pursuant to a reorganiza-
tion qualifying under section 368(a)(1)(B), M 
acquires the one-half interest of O held by N 
in exchange for 30,000 shares of M voting 
stock and a non-assignable right to receive 
up to 10,000 additional shares of M’s voting 
stock during the next 3 years, provided the 
net profits of O exceed certain amounts spec-
ified in the contract. No interest is provided 
for in the contract. No additional shares are 
received in 1997 or in 1998. In 1999, the annual 
earnings of O exceed the specified amount, 
and, on December 31, 1999, an additional 3,000 
M voting shares are transferred to N. The 
fair market value of the 3,000 shares on De-
cember 31, 1999, is $300,000. Assume that on 
December 31, 1996, the short-term applicable 
Federal rate is 4 percent, compounded annu-
ally. M and N are calendar year taxpayers. 
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(ii) Allocation of interest. Section 1274 does 
not apply to the right to receive the addi-
tional shares because the right is not a debt 
instrument for federal income tax purposes. 
As a result, the transfer of the 3,000 M voting 
shares to N is a deferred payment subject to 
section 483 and a portion of the shares is 
treated as unstated interest under that sec-
tion. The amount of interest allocable to the 
shares is equal to the excess of $300,000 (the 
fair market value of the shares on December 
31, 1999) over $266,699 (the present value of 
$300,000, determined by discounting the pay-
ment at the test rate of 4 percent, com-
pounded annually, from December 31, 1999, to 
December 31, 1996). As a result, the amount 
of interest allocable to the payment of the 
shares is $33,301 ($300,000–$266,699). Both M 
and N take the interest into account in 1999. 

(c) Effective date. This section applies 
to sales and exchanges that occur on or 
after August 13, 1996. 

[T.D. 8674, 61 FR 30138, June 14, 1996] 

REGULATIONS APPLICABLE FOR TAXABLE 
YEARS BEGINNING ON OR BEFORE APRIL 
21, 1993 

§ 1.482–1A Allocation of income and 
deductions among taxpayers. 

(a) Definitions. When used in this sec-
tion and in § 1.482–2— 

(1) The term ‘‘organization’’ includes 
any organization of any kind, whether 
it be a sole proprietorship, a partner-
ship, a trust, an estate, an association, 
or a corporation (as each is defined or 
understood in the Internal Revenue 
Code or the regulations thereunder), ir-
respective of the place where orga-
nized, where operated, or where its 
trade or business is conducted, and re-
gardless of whether domestic or for-
eign, whether exempt, whether affili-
ated, or whether a party to a consoli-
dated return. 

(2) The term ‘‘trade’’ or ‘‘business’’ 
includes any trade or business activity 
of any kind, regardless of whether or 
where organized, whether owned indi-
vidually or otherwise, and regardless of 
the place where carried on. 

(3) The term ‘‘controlled’’ includes 
any kind of control, direct or indirect, 
whether legally enforceable, and how-
ever exercisable or exercised. It is the 
reality of the control which is decisive, 
not its form or the mode of its exercise. 
A presumption of control arises if in-
come or deductions have been arbi-
trarily shifted. 

(4) The term ‘‘controlled taxpayer’’ 
means any one of two or more organi-
zations, trades, or businesses owned or 
controlled directly or indirectly by the 
same interests. 

(5) The terms ‘‘group’’ and ‘‘group of 
controlled taxpayers’’ mean the organi-
zations, trades, or businesses owned or 
controlled by the same interests. 

(6) The term ‘‘true taxable income’’ 
means, in the case of a controlled tax-
payer, the taxable income (or, as the 
case may be, any item or element af-
fecting taxable income) which would 
have resulted to the controlled tax-
payer, had it in the conduct of its af-
fairs (or, as the case may be, in the 
particular contract, transaction, ar-
rangement, or other act) dealt with the 
other member or members of the group 
at arm’s length. It does not mean the 
income, the deductions, the credits, the 
allowances, or the item or element of 
income, deductions, credits, or allow-
ances, resulting to the controlled tax-
payer by reason of the particular con-
tract, transaction, or arrangement, the 
controlled taxpayer, or the interests 
controlling it, chose to make (even 
though such contract, transaction, or 
arrangement be legally binding upon 
the parties thereto). 

(b) Scope and purpose. (1) The purpose 
of section 482 is to place a controlled 
taxpayer on a tax parity with an un-
controlled taxpayer, by determining, 
according to the standard of an uncon-
trolled taxpayer, the true taxable in-
come from the property and business of 
a controlled taxpayer. The interests 
controlling a group of controlled tax-
payers are assumed to have complete 
power to cause each controlled tax-
payer so to conduct its affairs that its 
transactions and accounting records 
truly reflect the taxable income from 
the property and business of each of 
the controlled taxpayers. If, however, 
this has not been done, and the taxable 
incomes are thereby understated, the 
district director shall intervene, and, 
by making such distributions, appor-
tionments, or allocations as he may 
deem necessary of gross income, deduc-
tions, credits, or allowances, or of any 
item or element affecting taxable in-
come, between or among the controlled 
taxpayers constituting the group, shall 
determine the true taxable income of 
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each controlled taxpayer. The standard 
to be applied in every case is that of an 
uncontrolled taxpayer dealing at arm’s 
length with another uncontrolled tax-
payer. 

(2) Section 482 and this section apply 
to the case of any controlled taxpayer, 
whether such taxpayer makes a sepa-
rate or a consolidated return. If a con-
trolled taxpayer makes a separate re-
turn, the determination is of its true 
separate taxable income. If a con-
trolled taxpayer is a party to a consoli-
dated return, the true consolidated 
taxable income of the affiliated group 
and the true separate taxable income 
of the controlled taxpayer are deter-
mined consistently with the principles 
of a consolidated return. 

(3) Section 482 grants no right to a 
controlled taxpayer to apply its provi-
sions at will, nor does it grant any 
right to compel the district director to 
apply such provisions. It is not in-
tended (except in the case of the com-
putation of consolidated taxable in-
come under a consolidated return) to 
effect in any case such a distribution, 
apportionment, or allocation of gross 
income, deductions, credits, or allow-
ances, or any item of gross income, de-
ductions, credits, or allowances, as 
would produce a result equivalent to a 
computation of consolidated taxable 
income under subchapter A, chapter 6 
of the Code. 

(c) Application. Transactions between 
one controlled taxpayer and another 
will be subjected to special scrutiny to 
ascertain whether the common control 
is being used to reduce, avoid, or es-
cape taxes. In determining the true 
taxable income of a controlled tax-
payer, the district director is not re-
stricted to the case of improper ac-
counting, to the case of a fraudulent, 
colorable, or sham transaction, or to 
the case of a device designed to reduce 
or avoid tax by shifting or distorting 
income, deductions, credits, or allow-
ances. The authority to determine true 
taxable income extends to any case in 
which either by inadvertence or design 
the taxable income, in whole or in part, 
of a controlled taxpayer, is other than 
it would have been had the taxpayer in 
the conduct of his affairs been an un-
controlled taxpayer dealing at arm’s 

length with another uncontrolled tax-
payer. 

(d) Method of allocation. (1) The meth-
od of allocating, apportioning, or dis-
tributing income, deductions, credits, 
and allowances to be used by the dis-
trict director in any case, including the 
form of the adjustments and the char-
acter and source of amounts allocated, 
shall be determined with reference to 
the substance of the particular trans-
actions or arrangements which result 
in the avoidance of taxes or the failure 
to clearly reflect income. The appro-
priate adjustments may take the form 
of an increase or decrease in gross in-
come, increase or decrease in deduc-
tions (including depreciation), increase 
or decrease in basis of assets (including 
inventory), or any other adjustment 
which may be appropriate under the 
circumstances. See § 1.482–2 for specific 
rules relating to methods of allocation 
in the case of several types of business 
transactions. 

(2) Whenever the district director 
makes adjustments to the income of 
one member of a group of controlled 
taxpayers (such adjustments being re-
ferred to in this paragraph as ‘‘pri-
mary’’ adjustments) he shall also make 
appropriate correlative adjustments to 
the income of any other member of the 
group involved in the allocation. The 
correlative adjustment shall actually 
be made if the U.S. income tax liability 
of the other member would be affected 
for any pending taxable year. Thus, if 
the district director makes an alloca-
tion of income, he shall not only in-
crease the income of one member of 
the group, but shall decrease the in-
come of the other member if such ad-
justment would have an effect on the 
U.S. income tax liability of the other 
member for any pending taxable year. 
For the purposes of this subparagraph, 
a ‘‘pending taxable year’’ is any tax-
able year with respect to which the 
U.S. income tax return of the other 
member has been filed by the time the 
allocation is made, and with respect to 
which a credit or refund is not barred 
by the operation of any law or rule of 
law. If a correlative adjustment is not 
actually made because it would have 
no effect on the U.S. income tax liabil-
ity of the other member involved in the 
allocation for any pending taxable 
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year, such adjustment shall neverthe-
less be deemed to have been made for 
the purpose of determining the U.S. in-
come tax liability of such member for 
a later taxable year, or for the pur-
poses of determining the U.S. income 
tax liability of any person for any tax-
able year. The district director shall 
furnish to the taxpayer with respect to 
which the primary adjustment is made 
a written statement of the amount and 
nature of the correlative adjustment 
which is deemed to have been made. 
For purposes of this subparagraph, a 
primary adjustment shall not be con-
sidered to have been made (and there-
fore a correlative adjustment is not re-
quired to be made) until the first oc-
curring of the following events with re-
spect to the primary adjustment: 

(i) The date of assessment of the tax 
following execution by the taxpayer of 
a Form 870 (Waiver of Restrictions on 
Assessment and Collection of Defi-
ciency in Tax and Acceptance of Over-
assessment) with respect to such ad-
justment, 

(ii) Acceptance of a Form 870–AD 
(Offer of Waiver of Restriction on As-
sessment and Collection Deficiency in 
Tax and Acceptance of Overassess-
ment), 

(iii) Payment of the deficiency, 
(iv) Stipulation in the Tax Court of 

the United States, or 
(v) Final determination of tax liabil-

ity by offer-in-compromise, closing 
agreement, or court action. 
The principles of this subparagraph 
may be illustrated by the following ex-
amples in each of which it is assumed 
that X and Y are members of the same 
group of controlled entities and that 
they regularly compute their incomes 
on the basis of a calendar year: 

Example 1. Assume that in 1968 the district 
director proposes to adjust X’s income for 
1966 to reflect an arm’s length rental charge 
for Y’s use of X’s tangible property in 1966; 
that X consents to an assessment reflecting 
such adjustment by executing a Waiver, 
Form 870; and that an assessment of the tax 
with respect to such adjustment is made in 
1968. The primary adjustment is therefore 
considered to have been made in 1968. As-
sume further that both X and Y are United 
States corporations and that Y had net oper-
ating losses in 1963, 1964, 1965, 1966, and 1967. 
Although a correlative adjustment would not 
have an effect on Y’s U.S. income tax liabil-

ity for any pending taxable year, an adjust-
ment increasing Y’s net operating loss for 
1966 shall be deemed to have been made for 
the purposes of determining Y’s U.S. income 
tax liability for 1968 or a later taxable year 
to which the increased operating loss may be 
carried. The district director shall notify X 
in writing of the amount and nature of the 
adjustment which is deemed to have been 
made to Y. 

Example 2. Assume that X and Y are United 
States corporations; that X is in the business 
of rendering engineering services; that in 
1968 the district director proposes to adjust 
X’s income for 1966 to reflect an arm’s length 
fee for the rendition of engineering services 
by X in 1966 relating to the construction of 
Y’s factory; that X consents to an assess-
ment reflecting such adjustment by exe-
cuting a Waiver, Form 870; and that an as-
sessment of the tax with respect to such ad-
justment is made in 1968. Assume further 
that fees for such services would properly 
constitute a capital expenditure by Y, and 
that Y does not place the factory in service 
until 1969. Although a correlative adjust-
ment (increase in basis) would not have an 
effect on Y’s U.S. income tax liability for a 
pending taxable year, an adjustment increas-
ing the basis of Y’s assets for 1966 shall be 
deemed to have been made in 1968 for the 
purpose of computing allowable depreciation 
or gain or loss on disposition for 1969 and any 
future taxable year. The district director 
shall notify X in writing of the amount and 
nature of the adjustment which is deemed to 
have been made to Y. 

Example 3. Assume that X is a U.S. tax-
payer and Y is a foreign taxpayer not en-
gaged in a trade or business in the United 
States; that in 1968 the district director pro-
poses to adjust X’s income for 1966 to reflect 
an arm’s length interest charge on a loan 
made to Y; that X consents to an assessment 
reflecting such allocation by executing a 
Waiver, Form 870; and that an assessment of 
the tax with respect to such adjustment is 
made in 1968. Although a correlative adjust-
ment would not have an effect on Y’s U.S. in-
come tax liability, an adjustment in Y’s in-
come for 1966 shall be deemed to have been 
made in 1968 for the purposes of determining 
the amount of Y’s earnings and profits for 
1966 and subsequent years, and of any other 
effect it may have on any person’s U.S. in-
come tax liability for any taxable year. The 
district director shall notify X in writing of 
the amount and nature of the allocation 
which is deemed to have been made to Y. 

(3) In making distributions, appor-
tionments, or allocations between two 
members of a group of controlled enti-
ties with respect to particular trans-
actions, the district director shall con-
sider the effect upon such members of 
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an arrangement between them for re-
imbursement within a reasonable pe-
riod before or after the taxable year if 
the taxpayer can establish that such an 
arrangement in fact existed during the 
taxable year under consideration. The 
district director shall also consider the 
effect of any other nonarm’s length 
transaction between them in the tax-
able year which, if taken into account, 
would result in a setoff against any al-
location which would otherwise be 
made, provided the taxpayer is able to 
establish with reasonable specificity 
that the transaction was not at arm’s 
length and the amount of the appro-
priate arm’s length charge. For pur-
poses of the preceding sentence, the 
term arm’s length refers to the amount 
which was charged or would have been 
charged in independent transactions 
with unrelated parties under the same 
or similar circumstances considering 
all the relevant facts and without re-
gard to the rules found in § 1.482–2 by 
which certain charges are deemed to be 
equal to arm’s length. For example, as-
sume that one member of a group per-
forms services which benefit a second 
member, which would in itself require 
an allocation to reflect an arm’s length 
charge for the performance of such 
services. Assume further that the first 
member can establish that during the 
same taxable year the second member 
engages in other nonarm’s length 
transactions which benefit the first 
member, such as by selling products to 
the first member at a discount, or pur-
chasing products from the first mem-
ber at a premium, or paying royalties 
to the first member in an excessive 
amount. In such case, the value of the 
benefits received by the first member 
as a result of the other activities will 
be set-off against the allocation which 
would otherwise be made. If the effect 
of the set-off is to change the charac-
terization or source of the income or 
deductions, or otherwise distort tax-
able income, in such a manner as to af-
fect the United States tax liability of 
any member, allocations will be made 
to reflect the correct amount of each 
category of income or deductions. In 
order to establish that a set-off to the 
adjustments proposed by the district 
director is appropriate, the taxpayer 
must notify the district director of the 

basis of any claimed set-off at any time 
before the expiration of the period end-
ing 30 days after the date of a letter by 
which the district director transmits 
an examination report notifying the 
taxpayer of proposed adjustments or 
before July 16, 1968, whichever is later. 
The principles of this subparagraph 
may be illustrated by the following ex-
amples, in each of which it is assumed 
that P and S are calendar year corpora-
tions and are both members of the 
same group of controlled entities: 

Example 1. P performs services in 1966 for 
the benefit of S in connection with S’s manu-
facture and sale of a product. S does not pay 
P for such services in 1966, but in consider-
ation for such services, agrees in 1966 to pay 
P a percentage of the amount of sales of the 
product in 1966 through 1970. In 1966 it ap-
peared this agreement would provide ade-
quate consideration for the services. No allo-
cation will be made with respect to the serv-
ices performed by P. 

Example 2. P renders services to S in con-
nection with the construction of S’s factory. 
An arm’s length charge for such services, de-
termined under paragraph (b) of § 1.482–2, 
would be $100,000. During the same taxable 
year P makes available to S a machine to be 
used in such construction. P bills S $125,000 
for the services, but does not bill for the use 
of the machine. No allocation will be made 
with respect to the excessive charge for serv-
ices or the undercharge for the machine if P 
can establish that the excessive charge for 
services was equal to an arm’s length charge 
for the use of the machine, and if the taxable 
income and income tax liabilities of P and S 
are not distorted. 

Example 3. Assume the same facts as in Ex-
ample 2, except that, if P had reported $25,000 
as rental income and $25,000 less service in-
come, it would have been subject to the tax 
on personal holding companies. Allocations 
will be made to reflect the correct amounts 
of rental income and service income. 

(4) If the members of a group of con-
trolled taxpayers engage in trans-
actions with one another, the district 
director may distribute, apportion, or 
allocate income, deductions, credits, or 
allowances to reflect the true taxable 
income of the individual members 
under the standards set forth in this 
section and in § 1.482–2 notwithstanding 
the fact that the ultimate income an-
ticipated from a series of transactions 
may not be realized or is realized dur-
ing a later period. For example, if one 
member of a controlled group sells a 
product at less than an arm’s length 
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price to a second member of the group 
in one taxable year and the second 
member resells the product to an unre-
lated party in the next taxable year, 
the district director may make an ap-
propriate allocation to reflect an arm’s 
length price for the sale of the product 
in the first taxable year, notwith-
standing that the second member of 
the group had not realized any gross 
income from the resale of the product 
in the first year. Similarly, if one 
member of a group lends money to a 
second member of the group in a tax-
able year, the district director may 
make an appropriate allocation to re-
flect an arm’s length charge for inter-
est during such taxable year even if the 
second member does not realize income 
during such year. The provisions of 
this subparagraph apply even if the 
gross income contemplated from a se-
ries of transactions is never, in fact, re-
alized by the other members. 

(5) Section 482 may, when necessary 
to prevent the avoidance of taxes or to 
clearly reflect income, be applied in 
circumstances described in sections of 
the Code (such as section 351) providing 
for nonrecognition of gain or loss. See, 
for example, ‘‘National Securities Cor-
poration v. Commissioner of Internal 
Revenue’’, 137 F. 2d 600 (3d Cir. 1943), 
cert. denied 320 U.S. 794 (1943). 

(6) If payment or reimbursement for 
the sale, exchange, or use of property, 
the rendition of services, or the ad-
vance of other consideration among 
members of a group of controlled enti-
ties was prevented, or would have been 
prevented, at the time of the trans-
action because of currency or other re-
strictions imposed under the laws of 
any foreign country, any distributions, 
apportionments, or allocations which 
may be made under section 482 with re-
spect to such transactions may be 
treated as deferrable income or deduc-
tions, providing the taxpayer has, for 
the year to which the distributions, ap-
portionments, or allocations relate, 
elected to use a method of accounting 
in which the reporting of deferrable in-
come is deferred until the income 
ceases to be deferrable income. Under 
such method of accounting, referred to 
in this section as the deferred income 
method of accounting, any payments 
or reimbursements which were pre-

vented or would have been prevented, 
and any deductions attributable di-
rectly or indirectly to such payments 
or reimbursements, shall be deferred 
until they cease to be deferrable under 
such method of accounting. If such 
method of accounting has not been 
elected with respect to the taxable 
year to which the allocations under 
section 482 relate, the taxpayer may 
elect such method with respect to such 
allocations (but not with respect to 
other deferrable income) at any time 
before the first occurring of the fol-
lowing events with respect to the allo-
cations: 

(i) Execution by the taxpayer of 
Form 870 (Waiver of Restrictions on 
Assessment and Collection of Defi-
ciency in Tax and Acceptance of Over-
assessment); 

(ii) Expiration of the period ending 30 
days after the date of a letter by which 
the district director transmits an ex-
amination report notifying the tax-
payer of proposed adjustments reflect-
ing such allocations or before July 16, 
1968, whichever is later; or 

(iii) Execution of a closing agreement 
or offer-in-compromise. 

The principles of this subparagraph 
may be illustrated by the following ex-
ample in which it is assumed that X, a 
domestic corporation, and Y, a foreign 
corporation, are members of the same 
group of controlled entities: 

Example. X, which is in the business of ren-
dering a certain type of service to unrelated 
parties, renders such services for the benefit 
of Y in 1965. The direct and indirect costs al-
locable to such services are $60,000, and an 
arm’s length charge for such services is 
$100,000. Assume that the district director 
proposes to increase X’s income by $100,000, 
but that the country in which Y is located 
would have blocked payment in 1965 for such 
services. If, prior to the first occurring of the 
events described in subdivisions (i), (ii), or 
(iii) of this subparagraph, X elects to use the 
deferred income method of accounting with 
respect to such allocation, the $100,000 allo-
cation and the $60,000 of costs are deferrable 
until such amounts cease to be deferrable 
under X’s method of accounting. 

[T.D. 6595, 27 FR 3598, Apr. 14, 1962, as amend-
ed by T.D. 6952, 33 FR 5848, Apr. 16, 1968. Re-
designated by T.D. 8470, 58 FR 5271, Jan. 21, 
1993] 
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§ 1.482–2A Determination of taxable in-
come in specific situations. 

(a)–(c) For applicable rules, see 
§ 1.482–2T (a) through (c). 

(d) Transfer or use of intangible prop-
erty—(1) In general. (i) Except as other-
wise provided in subparagraph (4) of 
this paragraph, where intangible prop-
erty or an interest therein is trans-
ferred, sold, assigned, loaned, or other-
wise made available in any manner by 
one member of a group of controlled 
entities (referred to in this paragraph 
as the transferor) to another member 
of the group (referred to in this para-
graph as the transferee) for other than 
an arm’s length consideration, the dis-
trict director may make appropriate 
allocations to reflect an arm’s length 
consideration for such property or its 
use. Subparagraph (2) of this paragraph 
provides rules for determining the form 
an amount of an appropriate alloca-
tion, subparagraph (3) of this para-
graph provides a definition of ‘‘intan-
gible property’’, and subparagraph (4) 
of this paragraph provides rules with 
respect to certain cost-sharing ar-
rangements in connection with the de-
velopment of intangible property. For 
purposes of this paragraph, an interest 
in intangible property may take the 
form of the right to use such property. 

(ii)(a) In the absence of a bona fide 
cost-sharing arrangement (as defined 
in subparagraph (4) of this paragraph), 
where one member of a group of related 
entities undertakes the development of 
intangible property as a developer 
within the meaning of (c) of this sub-
division, no allocation with respect to 
such development activity shall be 
made under the rules of this paragraph 
or any other paragraph of this section 
(except as provided in (b) of this sub-
division) until such time as any prop-
erty developed, or any interest therein, 
is or is deemed to be transferred, sold, 
assigned, loaned, or otherwise made 
available in any manner by the devel-
oper to a related entity in a transfer 
subject to the rules of this paragraph. 
Where a member of the group other 
than the developer acquires an interest 
in the property developed by virtue of 
obtaining a patent or copyright, or by 
any other means, the developer shall be 
deemed to have transferred such inter-
est in such property to the acquiring 

member in a transaction subject to the 
rules of this paragraph. For example, if 
one member of a group (the developer) 
undertakes to develop a new patentable 
product and the costs of development 
are incurred by that entity over a pe-
riod of 3 years, no allocation with re-
spect to that entity’s activity shall be 
made during such period. The amount 
of any allocation that may be appro-
priate at the expiration of such devel-
opment period when, for example, the 
patent on the product is transferred, or 
deemed transferred, to a related entity 
for other than an arm’s length consid-
eration, shall be determined in accord-
ance with the rules of this paragraph. 

(b) Where one member of a group ren-
ders assistance in the form of loans, 
services, or the use of tangible or in-
tangible property to a developer in con-
nection with an attempt to develop in-
tangible property, the amount of any 
allocation that may be appropriate 
with respect to such assistance shall be 
determined in accordance with the 
rules of the appropriate paragraph or 
paragraphs of this section. Thus, where 
one entity allows a related entity, 
which is the developer, to use tangible 
property, such as laboratory equip-
ment, in connection with the develop-
ment of intangible property, the 
amount of any allocation that may be 
appropriate with respect to such use 
shall be determined in accordance with 
the rules of paragraph (c) of this sec-
tion. In the event that the district di-
rector does not exercise his discretion 
to make allocations with respect to the 
assistance rendered to the developer, 
the value of the assistance shall be al-
lowed as a set-off against any alloca-
tion that the district director may 
make under this paragraph as a result 
of the transfer of the intangible prop-
erty to the entity rendering the assist-
ance. 

(c) The determination as to which 
member of a group of related entities is 
a developer and which members of the 
group are rendering assistance to the 
developer in connection with its devel-
opment activities shall be based upon 
all the facts and circumstances of the 
individual case. Of all the facts and cir-
cumstances to be taken into account in 
making this determination, greatest 
weight shall be given to the relative 
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amounts of all the direct and indirect 
costs of development and the cor-
responding risks of development borne 
by the various members of the group, 
and the relative values of the use of 
any intangible property of members of 
the group which is made available 
without adequate consideration for use 
in connection with the development ac-
tivity, which property is likely to con-
tribute to a substantial extent in the 
production of intangible property. For 
this purpose, the risk to be borne with 
respect to development activity is the 
possibility that such activity will not 
result in the production of intangible 
property or that the intangible prop-
erty produced will not be of sufficient 
value to allow for the recovery of the 
costs of developing it. A member will 
not be considered to have borne the 
costs and corresponding risks of devel-
opment unless such member is com-
mitted to bearing such costs in ad-
vance of, or contemporaneously with, 
their incurrence and without regard to 
the success of the project. Other fac-
tors that may be relevant in deter-
mining which member of the group is 
the developer include the location of 
the development activity, the capabili-
ties of the various members to carry on 
the project independently, and the de-
gree of control over the project exer-
cised by the various members. 

(d) The principles of this subdivision 
(ii) may be illustrated by the following 
examples in which it is assumed that X 
and Y are corporate members of the 
same group: 

Example 1. X, at the request of Y, under-
takes to develop a new machine which will 
function effectively in the climate in which 
Y’s factory is located. Y agrees to bear all 
the direct and indirect costs of the project 
whether or not X successfully develops the 
machine. Assume that X does not make any 
of its own intangible property available for 
use in connection with the project. The ma-
chine is successfully developed and Y obtains 
possession of the intangible property nec-
essary to produce such machine. Based on 
the facts and circumstances as stated, Y 
shall be considered to be the developer of the 
intangible property and, therefore, Y shall 
not be treated as having obtained the prop-
erty in a transfer subject to the rules of this 
paragraph. Any amount which may be allo-
cable with respect to the assistance rendered 
by X shall be determined in accordance with 
the rules of (b) of this subdivision. 

Example 2. Assume the same facts as in Ex-
ample 1 except that Y agrees to reimburse X 
for its costs only in the event that the prop-
erty is successfully developed. In such case X 
is the developer and Y is deemed to have re-
ceived the property in a transfer subject to 
the rules of this paragraph. Therefore, the 
district director may make an allocation to 
reflect an arm’s length consideration for 
such property. 

Example 3. In 1967 X undertakes to develop 
product M in its research and development 
department. X incurs direct and indirect 
costs of $1 million per year in connection 
with the project in 1967, 1968, and 1969. In 
connection with the project, X employs the 
formula for compound N, which it owns, and 
which is likely to contribute substantially to 
the success of the project. The value of the 
use of the formula for compound N in con-
nection with this project is $750,000. In 1968, 
4 chemists employed by Y spend 6 months 
working on the project in X’s laboratory. 
The salary and other expenses connected 
with the chemists’ employment for that pe-
riod ($100,000) are paid by Y, for which no 
charge is made to X. In 1969, product M is 
perfected and Y obtains patents thereon. X is 
considered to be the developer of product M 
since, among other things, it bore the great-
est relative share of the costs and risks in-
curred in connection with this project and 
made available intangible property (formula 
for compound N) which was likely to con-
tribute substantially in the development of 
product M. Accordingly, no allocation with 
respect to X’s development activity should 
be made before 1969. The property is deemed 
to have been transferred to Y at that time by 
virtue of the fact that Y obtained the patent 
rights to product M. In such case the district 
director may make an allocation to reflect 
an arm’s length consideration for such trans-
fer. In the event that the district director 
makes such an allocation and he has not 
made or does not make an allocation for 1968 
with respect to the services of the chemists 
in accordance with the principles of para-
graph (b) of this section, the value of the as-
sistance shall be allowed as a set-off against 
the amount of the allocation reflecting an 
arm’s length consideration for the transfer 
of the intangible property. 

(2) Arm’s length consideration. (i) An 
arm’s length consideration shall be in a 
form which is consistent with the form 
which would be adopted in transactions 
between unrelated parties under the 
same circumstances. To the extent ap-
propriate, an arm’s length consider-
ation may take any one or more of the 
following forms: 

(a) Royalties based on the trans-
feree’s output, sales, profits, or any 
other measure; 
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(b) Lump-sum payments; or 
(c) Any other form, including recip-

rocal licensing rights, which might rea-
sonably have been adopted by unre-
lated parties under the circumstances, 
provided that the parties can establish 
that such form was adopted pursuant 
to an arrangement which in fact ex-
isted between them. 

However, where the transferee pays 
nominal or no consideration for the 
property or interest therein and where 
the transferor has retained a substan-
tial interest in the property, an alloca-
tion shall be presumed not to take the 
form of a lump-sum payment. 

(ii) In determining the amount of an 
arm’s length consideration, the stand-
ard to be applied is the amount that 
would have been paid by an unrelated 
party for the same intangible property 
under the same circumstances. Where 
there have been transfers by the trans-
feror to unrelated parties involving the 
same or similar intangible property 
under the same or similar cir-
cumstances the amount of the consid-
eration for such transfers shall gen-
erally be the best indication of an 
arm’s length consideration. 

(iii) Where a sufficiently similar 
transaction involving an unrelated 
party cannot be found, the following 
factors, to the extent appropriate (de-
pending upon the type of intangible 
property and the form of the transfer), 
may be considered in arriving at the 
amount of the arm’s length consider-
ation: 

(a) The prevailing rates in the same 
industry or for similar property, 

(b) The offers of competing trans-
ferors or the bids of competing trans-
ferees, 

(c) The terms of the transfer, includ-
ing limitations on the geographic area 
covered and the exclusive or nonexclu-
sive character of any rights granted, 

(d) The uniqueness of the property 
and the period for which it is likely to 
remain unique, 

(e) The degree and duration of protec-
tion afforded to the property under the 
laws of the relevant countries. 

(f) Value of services rendered by the 
transferor to the transferee in connec-
tion with the transfer within the mean-
ing of paragraph (b)(8) of this section, 

(g) Prospective profits to be realized 
or costs to be saved by the transferee 
through its use or subsequent transfer 
of the property, 

(h) The capital investment and start-
ing up expenses required of the trans-
feree, 

(i) The next subdivision is (j), 
(j) The availability of substitutes for 

the property transferred, 
(k) The arm’s length rates and prices 

paid by unrelated parties where the 
property is resold or sublicensed to 
such parties, 

(l) The costs incurred by the trans-
feror in developing the property, and 

(m) Any other fact or circumstance 
which unrelated parties would have 
been likely to consider in determining 
the amount of an arm’s length consid-
eration for the property. 

(3) Definition of intangible property. (i) 
Solely for the purposes of this section, 
intangible property shall consist of the 
items described in subdivision (ii) of 
this subparagraph, provided that such 
items have substantial value inde-
pendent of the services of individual 
persons. 

(ii) The items referred to in subdivi-
sion (i) of this subparagraph are as fol-
lows: 

(a) Patents, inventions, formulas, 
processes, designs, patterns, and other 
similar items; 

(b) Copyrights, literary, musical, or 
artistic compositions, and other simi-
lar items; 

(c) Trademarks, trade names, brand 
names, and other similar items; 

(d) Franchises, licenses, contracts, 
and other similar items; 

(e) Methods, programs, systems, pro-
cedures, campaigns, surveys, studies, 
forecasts, estimates, customer lists, 
technical data, and other similar 
items. 

(4) Sharing of costs and risks. Where a 
member of a group of controlled enti-
ties acquires an interest in intangible 
property as a participating party in a 
bona fide cost sharing arrangement 
with respect to the development of 
such intangible property, the district 
director shall not make allocations 
with respect to such acquisition except 
as may be appropriate to reflect each 
participant’s arm’s length share of the 
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costs and risks of developing the prop-
erty. A bona fide cost sharing arrange-
ment is an agreement, in writing, be-
tween two or more members of a group 
of controlled entities providing for the 
sharing of the costs and risks of devel-
oping intangible property in return for 
a specified interest in the intangible 
property that may be produced. In 
order for the arrangement to qualify as 
a bona fide arrangement, it must re-
flect an effort in good faith by the par-
ticipating members to bear their re-
spective shares of all the costs and 
risks of development on an arm’s 
length basis. In order for the sharing of 
costs and risk to be considered on an 
arm’s length basis, the terms and con-
ditions must be comparable to those 
which would have been adopted by un-
related parties similarly situated had 
they entered into such an arrange-
ment. If an oral cost sharing arrange-
ment, entered into prior to April 16, 
1968, and continued in effect after that 
date, is otherwise in compliance with 
the standards prescribed in this sub-
paragraph, it shall constitute a bona 
fide cost sharing arrangement if it is 
reduced to writing prior to January 1, 
1969. 

(e) Sales of tangible property—(1) In 
general. (i) Where one member of a 
group of controlled entities (referred to 
in this paragraph as the ‘‘seller’’) sells 
or otherwise disposes of tangible prop-
erty to another member of such group 
(referred to in this paragraph as the 
‘‘buyer’’) at other than an arm’s length 
price (such a sale being referred to in 
this paragraph as a ‘‘controlled sale’’), 
the district director may make appro-
priate allocations between the seller 
and the buyer to reflect an arm’s 
length price for such sale or disposi-
tion. An arm’s length price is the price 
that an unrelated party would have 
paid under the same circumstances for 
the property involved in the controlled 
sale. Since unrelated parties normally 
sell products at a profit, an arm’s 
length price normally involves a profit 
to the seller. 

(ii) Subparagraphs (2), (3), and (4) of 
this paragraph describe three methods 
of determining an arm’s-length price 
and the standards for applying each 
method. They are, respectively, the 
comparable uncontrolled price method, 

the resale price method, and the cost- 
plus method. In addition, a special rule 
is provided in subdivision (v) of this 
subparagraph for use (notwithstanding 
any other provision of this subdivision) 
in determining an arm’s-length price 
for an ore or mineral. If there are com-
parable uncontrolled sales as defined in 
subparagraph (2) of this paragraph, the 
comparable uncontrolled price method 
must be utilized because it is the meth-
od likely to result in the most accurate 
estimate of an arm’s-length price (for 
the reason that it is based upon the 
price actually paid by unrelated parties 
for the same or similar products). If 
there are no comparable uncontrolled 
sales, then the resale price method 
must be utilized if the standards for its 
application are met because it is the 
method likely to result in the next 
most accurate estimate in such in-
stances (for the reason that, in such in-
stances, the arm’s-length price deter-
mined under such method is based 
more directly upon actual arm’s-length 
transactions than is the cost-plus 
method). A typical situation where the 
resale price method may be required is 
where a manufacturer sells products to 
a related distributor which, without 
further processing, resells the products 
in uncontrolled transactions. If all the 
standards for the mandatory applica-
tion of the resale price method are not 
satisfied, then, as provided in subpara-
graph (3)(iii) of this paragraph, either 
that method or the cost-plus method 
may be used, depending upon which 
method is more feasible and is likely to 
result in a more accurate estimate of 
an arm’s-length price. A typical situa-
tion where the cost-plus method may 
be appropriate is where a manufacturer 
sells products to a related entity which 
performs substantial manufacturing, 
assembly, or other processing of the 
product or adds significant value by 
reason of its utilization of its intan-
gible property prior to resale in uncon-
trolled transactions. 

(iii) Where the standards for applying 
one of the three methods of pricing de-
scribed in subdivision (ii) of this sub-
paragraph are met, such method must, 
for the purposes of this paragraph, be 
utilized unless the taxpayer can estab-
lish that, considering all the facts and 
circumstances, some method of pricing 
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other than those described in subdivi-
sion (ii) of this subparagraph is clearly 
more appropriate. Where none of the 
three methods of pricing described in 
subdivision (ii) of this subparagraph 
can reasonably be applied under the 
facts and circumstances as they exist 
in a particular case, some appropriate 
method of pricing other than those de-
scribed in subdivision (ii) of this sub-
paragraph, or variations on such meth-
ods, can be used. 

(iv) The methods of determining 
arm’s length prices described in this 
section are stated in terms of their ap-
plication to individual sales of prop-
erty. However, because of the possi-
bility that a taxpayer may make con-
trolled sales of many different prod-
ucts, or many separate sales of the 
same product, it may be impractical to 
analyze every sale for the purposes of 
determining the arm’s length price. It 
is therefore permissible to determine 
or verify arm’s length prices by apply-
ing the appropriate methods of pricing 
to product lines or other groupings 
where it is impractical to ascertain an 
arm’s length price for each product or 
sale. In addition, the district director 
may determine or verify the arm’s 
length price of all sales to a related en-
tity by employing reasonable statis-
tical sampling techniques. 

(v) The price for a mineral product 
which is sold at the stage at which 
mining or extraction ends shall be de-
termined under the provisions of 
§§ 1.613–3 and 1.613–4. 

(2) Comparable uncontrolled price meth-
od. (i) Under the method of pricing de-
scribed as the ‘‘comparable uncon-
trolled price method’’, the arm’s length 
price of a controlled sale is equal to the 
price paid in comparable uncontrolled 
sales, adjusted as provided in subdivi-
sion (ii) of this subparagraph. 

(ii) ‘‘Uncontrolled sales’’ are sales in 
which the seller and the buyer are not 
members of the same controlled group. 
These include (a) sales made by a mem-
ber of the controlled group to an unre-
lated party, (b) sales made to a member 
of the controlled group by an unrelated 
party, and (c) sales made in which the 
parties are not members of the con-
trolled group and are not related to 
each other. However, uncontrolled 
sales do not include sales at unrealistic 

prices, as for example where a member 
makes uncontrolled sales in small 
quantities at a price designed to justify 
a nonarm’s length price on a large vol-
ume of controlled sales. Uncontrolled 
sales are considered comparable to con-
trolled sales if the physical property 
and circumstances involved in the un-
controlled sales are identical to the 
physical property and circumstances 
involved in the controlled sales, or if 
such properties and circumstances are 
so nearly identical that any differences 
either have no effect on price, or such 
differences can be reflected by a rea-
sonable number of adjustments to the 
price of uncontrolled sales. For this 
purpose, differences can be reflected by 
adjusting prices only where such dif-
ferences have a definite and reasonably 
ascertainable effect on price. If the dif-
ferences can be reflected by such ad-
justment, then the price of the uncon-
trolled sale as adjusted constitutes the 
comparable uncontrolled sale price. 
Some of the differences which may af-
fect the price of property are dif-
ferences in the quality of the product, 
terms of sale, intangible property asso-
ciated with the sale, time of sale, and 
the level of the market and the geo-
graphic market in which the sale takes 
place. Whether and to what extent dif-
ferences in the various properties and 
circumstances affect price, and wheth-
er differences render sales noncom-
parable, depends upon the particular 
circumstances and property involved. 
The principles of this subdivision may 
be illustrated by the following exam-
ples, in each of which it is assumed 
that X makes both controlled and un-
controlled sales of the identical prop-
erty: 

Example 1. Assume that the circumstances 
surrounding the controlled and the uncon-
trolled sales are identical, except for the fact 
that the controlled sales price is a delivered 
price and the uncontrolled sales are made 
f.o.b. X’s factory. Since differences in terms 
of transportation and insurance generally 
have a definite and reasonably ascertainable 
effect on price, such differences do not nor-
mally render the uncontrolled sales noncom-
parable to the controlled sales. 

Example 2. Assume that the circumstances 
surrounding the controlled and uncontrolled 
sales are identical, except for the fact that X 
affixes its valuable trademark in the con-
trolled sales, and does not affix its trade-
mark in uncontrolled sales. Since the effects 
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on price of differences in intangible property 
associated with the sale of tangible property, 
such as trademarks, are normally not rea-
sonably ascertainable, such differences 
would normally render the uncontrolled 
sales noncomparable. 

Example 3. Assume that the circumstances 
surrounding the controlled and uncontrolled 
sales are identical, except for the fact that 
X, a manufacturer of business machines, 
makes certain minor modifications in the 
physical properties of the machines to sat-
isfy safety specifications or other specific re-
quirements of a customer in controlled sales, 
and does not make these modifications in 
uncontrolled sales. Since minor physical dif-
ferences in the product generally have a defi-
nite and reasonably ascertainable effect on 
prices, such differences do not normally 
render the uncontrolled sales noncomparable 
to the controlled sales. 

(iii) Where there are two or more 
comparable uncontrolled sales suscep-
tible of adjustment as defined in sub-
division (ii) of this subparagraph, the 
comparable uncontrolled sale or sales 
requiring the fewest and simplest ad-
justments provided in subdivision (ii) 
of this subparagraph should generally 
be selected. Thus, for example, if a tax-
payer makes comparable uncontrolled 
sales of a particular product which dif-
fer from the controlled sale only with 
respect to the terms of delivery, and 
makes other comparable uncontrolled 
sales of the product which differ from 
the controlled sale with respect to both 
terms of delivery and terms of pay-
ment, the comparable uncontrolled 
sales differing only with respect to 
terms of delivery should be selected as 
the comparable uncontrolled sale. 

(iv) One of the circumstances which 
may affect the price of property is the 
fact that the seller may desire to make 
sales at less than a normal profit for 
the primary purpose of establishing or 
maintaining a market for his products. 
Thus, a seller may be willing to reduce 
the price of a product, for a time, in 
order to introduce his product into an 
area or in order to meet competition. 
However, controlled sales may be 
priced in such a manner only if such 
price would have been charged in an 
uncontrolled sale under comparable 
circumstances. Such fact may be dem-
onstrated by showing that the buyer in 
the controlled sale made corresponding 
reductions in the resale price to uncon-
trolled purchasers, or that such buyer 

engaged in substantially greater sales 
promotion activities with respect to 
the product involved in the controlled 
sale than with respect to other prod-
ucts. For example, assume X, a manu-
facturer of batteries, commences to 
sell car batteries to Y, a subsidiary of 
X, for resale in a new market. In its ex-
isting markets X’s batteries sell to 
independent retailers at $20 per unit, 
and X sells them to wholesalers at $17 
per unit. Y also sells X’s batteries to 
independent retailers at $20 per unit. 
X’s batteries are not known in the new 
market in which Y is operating. In 
order to engage competitively in the 
new market Y incurs selling and adver-
tising costs substantially higher than 
those incurred for its sales of other 
products. Under these circumstances X 
may sell to Y, for a time, at less than 
$17 to take into account the increased 
selling and advertising activities of Y 
in penetrating and establishing the 
new market. This may be done even 
though it may result in a transfer price 
from X to Y which is below X’s full 
costs of manufacturing the product. 

(3) Resale price method. (i) Under the 
pricing method described as the ‘‘resale 
price method’’, the arm’s length price 
of a controlled sale is equal to the ap-
plicable resale price (as defined in sub-
division (iv) or (v) of this subpara-
graph), reduced by an appropriate 
markup, and adjusted as provided in 
subdivision (ix) of this subparagraph. 
An appropriate markup is computed by 
multiplying the applicable resale price 
by the appropriate markup percentage 
as defined in subdivision (vi) of this 
subparagraph. Thus, where one member 
of a group of controlled entities sells 
property to another member which re-
sells the property in uncontrolled 
sales, if the applicable resale price of 
the property involved in the uncon-
trolled sale is $100 and the appropriate 
markup percentage for resales by the 
buyer is 20 percent, the arm’s length 
price of the controlled sale is $80 ($100 
minus 20 percent × $100), adjusted as 
provided in subdivision (ix) of this sub-
paragraph. 

(ii) The resale price method must be 
used to compute an arm’s length price 
of a controlled sale if all the following 
circumstances exist: 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00811 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



802 

26 CFR Ch. I (4–1–13 Edition) § 1.482–2A 

(a) There are no comparable uncon-
trolled sales as defined in subparagraph 
(2) of this paragraph. 

(b) An applicable resale price, as de-
fined in subdivision (iv) or (v) of this 
subparagraph, is available with respect 
to resales made within a reasonable 
time before or after the time of the 
controlled sale. 

(c) The buyer (reseller) has not added 
more than an insubstantial amount to 
the value of the property by physically 
altering the product before resale. For 
this purpose packaging, repacking, la-
beling, or minor assembly of property 
does not constitute physical alteration. 

(d) The buyer (reseller) has not added 
more than an insubstantial amount to 
the value of the property by the use of 
intangible property. See § 1.482–2(d)(3) 
for the definition of intangible prop-
erty. 

(iii) Notwithstanding the fact that 
one or both of the requirements of sub-
division (ii) (c) or (d) of this subpara-
graph may not be met, the resale price 
method may be used if such method is 
more feasible and is likely to result in 
a more accurate determination of an 
arm’s length price than the use of the 
cost plus method. Thus, even though 
one of the requirements of such sub-
division is not satisfied, the resale 
price method may nevertheless be 
more appropriate than the cost plus 
method because the computations and 
evaluations required under the former 
method may be fewer and easier to 
make than under the latter method. In 
general, the resale price method is 
more appropriate when the functions 
performed by the seller are more exten-
sive and more difficult to evaluate 
than the functions performed by the 
buyer (reseller). The principle of this 
subdivision may be illustrated by the 
following examples in each of which it 
is assumed that corporation X devel-
oped a valuable patent covering prod-
uct M which it manufactures and sells 
to corporation Y in a controlled sale, 
and for which there is no comparable 
uncontrolled sale: 

Example 1. Corporation Y adds a component 
to product M and resells the assembled prod-
uct in an uncontrolled sale within a reason-
able time after the controlled sale of product 
M. Assume further that the addition of the 
component added more than an insubstantial 

amount to the value of product M, but that 
Y’s function in purchasing the component 
and assembling the product prior to sale was 
subject to reasonably precise valuation. Al-
though the controlled sale and resale does 
not meet the requirements of subdivision 
(ii)(c) of this subparagraph, the resale price 
method may be used under the cir-
cumstances because that method involves 
computations and evaluations which are 
fewer and easier to make than under the cost 
plus method. This is because X’s use of a pat-
ent may be more difficult to evaluate in de-
termining an appropriate gross profit per-
centage under the cost plus method, than is 
evaluation of Y’s assembling function in de-
termining the appropriate markup percent-
age under the resale price method. 

Example 2. Corporation Y resells product M 
in an uncontrolled sale within a reasonable 
time after the controlled sale after attaching 
its valuable trademark to it. Assume further 
that it can be demonstrated through com-
parison with other uncontrolled sales of Y 
that the addition of Y’s trademark to a prod-
uct usually adds 25 percent to the markup on 
its sales. On the other hand, the effect of X’s 
use of its patent is difficult to evaluate in 
applying the cost plus method because no 
reasonable standard of comparison is avail-
able. Although the controlled sale and resale 
does not meet the requirements of subdivi-
sion (ii)(d) of this subparagraph, the resale 
price method may be used because that 
method involves computations and evalua-
tion which are fewer and easier to make than 
under the cost plus method. That is because, 
under the circumstances, X’s use of a patent 
is more difficult to evaluate in determining 
an appropriate gross profit percentage under 
the cost plus method, than is evaluation of 
the use of Y’s trademark in determining the 
appropriate markup percentage under the re-
sale price method. 

(iv) For the purposes of this subpara-
graph the ‘‘applicable resale price’’ is 
the price at which it is anticipated 
that property purchased in the con-
trolled sale will be resold by the buyer 
in an uncontrolled sale. The ‘‘applica-
ble resale price’’ will generally be 
equal to either the price at which cur-
rent resales of the same property are 
being made or the resale price of the 
particular item of property involved. 

(v) Where the property purchased in 
the controlled sale is resold in another 
controlled sale, the ‘‘applicable resale 
price’’ is the price at which such prop-
erty is finally resold in an uncontrolled 
sale, providing that the series of sales 
as a whole meets all the requirements 
of subdivision (ii) of this subparagraph 
or that the resale price method is used 
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pursuant to subdivision (iii) of this 
subparagraph. In such case, the deter-
mination of the appropriate markup 
percentage shall take into account the 
function or functions performed by all 
members of the group participating in 
the series of sales and resales. Thus, if 
X sells a product to Y in a controlled 
sale, Y sells the product to Z in a con-
trolled sale, and Z sells the product in 
an uncontrolled sale, the resale price 
method must be used if Y and Z to-
gether have not added more than an in-
substantial amount to the value of the 
product through physical alteration or 
the application of intangible property, 
and the final resale occurs within a 
reasonable time of the sale from X to 
Y. In such case, the applicable resale 
price is the price at which Z sells the 
product in the uncontrolled sale, and 
the appropriate markup percentage 
shall take into account the functions 
performed by both Y and Z. 

(vi) For the purposes of this subpara-
graph, the appropriate markup per-
centage is equal to the percentage of 
gross profit (expressed as a percentage 
of sales) earned by the buyer (reseller) 
or another party on the resale of prop-
erty which is both purchased and re-
sold in an uncontrolled transaction, 
which resale is most similar to the ap-
plicable resale of the property involved 
in the controlled sale. The following 
are the most important characteristics 
to be considered in determining the 
similarity of resales: 

(a) The type of property involved in 
the sales. For example: machine tools, 
men’s furnishings, small household ap-
pliances. 

(b) The functions performed by the 
reseller with respect to the property. 
For example: packaging, labeling, de-
livering, maintenance of inventory, 
minor assembly, advertising, selling at 
wholesale, selling at retail, billing, 
maintenance of accounts receivable, 
and servicing. 

(c) The effect on price of any intan-
gible property utilized by the reseller 
in connection with the property resold. 
For example: patents, trademarks, 
trade names. 

(d) The geographic market in which 
the functions are performed by the re-
seller. 

In general, the similarity to be sought 
relates to the probable effect upon the 
markup percentage of any differences 
in such characteristics between the un-
controlled purchases and resales on the 
one hand and the controlled purchases 
and resales on the other hand. Thus, 
close physical similarity of the prop-
erty involved in the sales compared is 
not required under the resale price 
method since a lack of close physical 
similarity is not necessarily indicative 
of dissimilar markup percentages. 

(vii) Whenever possible, markup per-
centages should be derived from uncon-
trolled purchases and resales of the 
buyer (reseller) involved in the con-
trolled sale, because similar character-
istics are more likely to be found 
among different resales of property 
made by the same reseller than among 
sales made by other resellers. In the 
absence of resales by the same buyer 
(reseller) which meet the standards of 
subdivision (vi) of this subparagraph, 
evidence of an appropriate markup per-
centage may be derived from resales by 
other resellers selling in the same or a 
similar market in which the controlled 
buyer (reseller) is selling providing 
such resellers perform comparable 
functions. Where the function per-
formed by the reseller is similar to the 
function performed by a sales agent 
which does not take title, such sales 
agent will be considered a reseller for 
the purpose of determining an appro-
priate markup percentage under this 
subparagraph and the commission 
earned by such sales agent, expressed 
as a percentage of the sales price of the 
goods, may constitute the appropriate 
markup percentage. If the controlled 
buyer (reseller) is located in a foreign 
country and information on resales by 
other resellers in the same foreign 
market is not available, then markup 
percentages earned by United States 
resellers performing comparable func-
tions may be used. In the absence of 
data on markup percentages of par-
ticular sales or groups of sales, the pre-
vailing markup percentage in the par-
ticular industry involved may be ap-
propriate. 

(viii) In calculating the markup per-
centage earned on uncontrolled pur-
chases and resales, and in applying 
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such percentage to the applicable re-
sale price to determine the appropriate 
markup, the same elements which 
enter into the computation of the sales 
price and the costs of goods sold of the 
property involved in the comparable 
uncontrolled purchases and resales 
should enter into such computation in 
the case of the property involved in the 
controlled purchases and resales. Thus, 
if freight-in and packaging expense are 
elements of the cost of goods sold in 
comparable uncontrolled purchases, 
then such elements should also be 
taken into account in computing the 
cost of goods sold of the controlled pur-
chase. Similarly, if the comparable 
markup percentage is based upon net 
sales (after reduction for returns and 
allowances) of uncontrolled resellers, 
such percentage must be applied to net 
sales of the buyer (reseller). 

(ix) In determining an arm’s length 
price appropriate adjustment must be 
made to reflect any material dif-
ferences between the uncontrolled pur-
chases and resales used as the basis for 
the calculation of the appropriate 
markup percentage and the resales of 
property involved in the controlled 
sale. The differences referred to in this 
subdivision are those differences in 
functions or circumstances which have 
a definite and reasonably ascertainable 
effect on price. The principles of this 
subdivision may be illustrated by the 
following example: 

Example. Assume that X and Y are mem-
bers of the same group of controlled entities 
and that Y purchases electric mixers from X 
and electric toasters from uncontrolled enti-
ties. Y performs substantially similar func-
tions with respect to resales of both the mix-
ers and the toasters, except that it does not 
warrant the toasters, but does provide a 90- 
day warranty for the mixers. Y normally 
earns a gross profit on toasters of 20 percent 
of gross selling price. The 20-percent gross 
profit on the resale of toasters is an appro-
priate markup percentage, but the price of 
the controlled sale computed with reference 
to such rate must be adjusted to reflect the 
difference in terms (the warranty). 

(4) Cost plus method. (i) Under the 
pricing method described as the ‘‘cost 
plus method’’, the arm’s length price of 
a controlled sale of property shall be 
computed by adding to the cost of pro-
ducing such property (as computed in 
subdivision (ii) of this subparagraph), 

an amount which is equal to such cost 
multiplied by the appropriate gross 
profit percentage (as computed in sub-
division (iii) of this subparagraph), plus 
or minus any adjustments as provided 
in subdivision (v) of this subparagraph. 

(ii) For the purposes of this subpara-
graph, the cost of producing the prop-
erty involved in the controlled sale, 
and the costs which enter into the 
computation of the appropriate gross 
profit percentage shall be computed in 
a consistent manner in accordance 
with sound accounting practices for al-
locating or apportioning costs, which 
neither favors nor burdens controlled 
sales in comparison with uncontrolled 
sales. Thus, if the costs used in com-
puting the appropriate gross profit per-
centage are comprised of the full cost 
of goods sold, including direct and indi-
rect costs, then the cost of producing 
the property involved in the controlled 
sales must be comprised of the full cost 
of goods sold, including direct and indi-
rect costs. On the other hand, if the 
costs used in computing the appro-
priate gross profit percentage are com-
prised only of direct costs, the cost of 
producing the property involved in the 
controlled sale must be comprised only 
of direct costs. The term ‘‘cost of pro-
ducing’’, as used in this subparagraph, 
includes the cost of acquiring property 
which is held for resale. 

(iii) For the purposes of this subpara-
graph, the appropriate gross profit per-
centage is equal to the gross profit per-
centage (expressed as a percentage of 
cost) earned by the seller or another 
party on the uncontrolled sale or sales 
of property which are most similar to 
the controlled sale in question. The fol-
lowing are the most important charac-
teristics to be considered in deter-
mining the similarity of the uncon-
trolled sale or sales: 

(a) The type of property involved in 
the sales. For example: machine tools, 
men’s furnishings, small household ap-
pliances. 

(b) The functions performed by the 
seller with respect to the property sold. 
For example: contract manufacturing, 
product assembly, selling activity, 
processing, servicing, delivering. 

(c) The effect of any intangible prop-
erty used by the seller in connection 
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with the property sold. For example: 
patents, trademarks, trade names. 

(d) The geographic market in which 
the functions are performed by the sell-
er. In general, the similarity to be 
sought relates to the probable effect 
upon the margin of gross profit of any 
differences in such characteristics be-
tween the uncontrolled sales and the 
controlled sale. Thus, close physical 
similarity of the property involved in 
the sales compared is not required 
under the cost plus method since a lack 
of close physical similarity is not nec-
essarily indicative of dissimilar profit 
margins. See subparagraph (2)(iv) of 
this paragraph, relating to sales made 
at less than a normal profit for the pri-
mary purpose of establishing or main-
taining a market. 

(iv) Whenever possible, gross profit 
percentages should be derived from un-
controlled sales made by the seller in-
volved in the controlled sale, because 
similar characteristics are more likely 
to be found among sales of property 
made by the same seller than among 
sales made by other sellers. In the ab-
sence of such sales, evidence of an ap-
propriate gross profit percentage may 
be derived from similar uncontrolled 
sales by other sellers whether or not 
such sellers are members of the con-
trolled group. Where the function per-
formed by the seller is similar to the 
function performed by a purchasing 
agent which does not take title, such 
purchasing agent will be considered a 
seller for the purpose of determining an 
appropriate gross profit percentage 
under this subparagraph and the com-
mission earned by such purchasing 
agent, expressed as a percentage of the 
purchase price of the goods, may con-
stitute the appropriate gross profit per-
centage. In the absence of data on 
gross profit percentages of particular 
sales or groups of sales which are simi-
lar to the controlled sale, the pre-
vailing gross profit percentages in the 
particular industry involved may be 
appropriate. 

(v) Where the most similar sale or 
sales from which the appropriate gross 
profit percentage is derived differ in 
any material respect from the con-
trolled sale, the arm’s length price 
which is computed by applying such 
percentage must be adjusted to reflect 

such differences to the extent such dif-
ferences would warrant an adjustment 
of price in uncontrolled transactions. 
The differences referred to in this sub-
division are those differences which 
have a definite and reasonably ascer-
tainable effect on price. 

(Sec. 385 and 7805 of the Internal Revenue 
Code of 1954 (83 Stat. 613 and 68A Stat. 917; 26 
U.S.C. 385 and 7805)) 

[T.D. 6952, 33 FR 5849, Apr. 16, 1968] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.482–2A, see the List of 
CFR Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and at www.fdsys.gov. 

REGULATIONS APPLICABLE ON OR BEFORE 
JANUARY 4, 2009. 

§ 1.482–7A Methods to determine tax-
able income in connection with a 
cost sharing arrangement. 

(a) In general—(1) Scope and applica-
tion of the rules in this section. A cost 
sharing arrangement is an agreement 
under which the parties agree to share 
the costs of development of one or 
more intangibles in proportion to their 
shares of reasonably anticipated bene-
fits from their individual exploitation 
of the interests in the intangibles as-
signed to them under the arrangement. 
A taxpayer may claim that a cost shar-
ing arrangement is a qualified cost 
sharing arrangement only if the agree-
ment meets the requirements of para-
graph (b) of this section. Consistent 
with the rules of § 1.482–1(d)(3)(ii)(B) 
(Identifying contractual terms), the 
district director may apply the rules of 
this section to any arrangement that 
in substance constitutes a cost sharing 
arrangement, notwithstanding a fail-
ure to comply with any requirement of 
this section. A qualified cost sharing 
arrangement, or an arrangement to 
which the district director applies the 
rules of this section, will not be treated 
as a partnership to which the rules of 
subchapter K apply. See § 301.7701–3(e) 
of this chapter. Furthermore, a partici-
pant that is a foreign corporation or 
nonresident alien individual will not be 
treated as engaged in trade or business 
within the United States solely by rea-
son of its participation in such an ar-
rangement. See generally § 1.864–2(a). 
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(2) Limitation on allocations. The dis-
trict director shall not make alloca-
tions with respect to a qualified cost 
sharing arrangement except to the ex-
tent necessary to make each controlled 
participant’s share of the costs (as de-
termined under paragraph (d) of this 
section) of intangible development 
under the qualified cost sharing ar-
rangement equal to its share of reason-
ably anticipated benefits attributable 
to such development, under the rules of 
this section. If a controlled taxpayer 
acquires an interest in intangible prop-
erty from another controlled taxpayer 
(other than in consideration for bear-
ing a share of the costs of the intangi-
ble’s development), then the district 
director may make appropriate alloca-
tions to reflect an arm’s length consid-
eration for the acquisition of the inter-
est in such intangible under the rules 
of §§ 1.482–1 and 1.482–4 through 1.482–6. 
See paragraph (g) of this section. An 
interest in an intangible includes any 
commercially transferable interest, the 
benefits of which are susceptible of 
valuation. See § 1.482–4(b) for the defini-
tion of an intangible. 

(3) Coordination with § 1.482–1. A quali-
fied cost sharing arrangement produces 
results that are consistent with an 
arm’s length result within the meaning 
of § 1.482–1(b)(1) if, and only if, each 
controlled participant’s share of the 
costs (as determined under paragraph 
(d) of this section) of intangible devel-
opment under the qualified cost shar-
ing arrangement equals its share of 
reasonably anticipated benefits attrib-
utable to such development (as re-
quired by paragraph (a)(2) of this sec-
tion) and all other requirements of this 
section are satisfied. 

(4) Cross references. Paragraph (c) of 
this section defines participant. Para-
graph (d) of this section defines the 
costs of intangible development. Para-
graph (e) of this section defines the an-
ticipated benefits of intangible devel-
opment. Paragraph (f) of this section 
provides rules governing cost alloca-
tions. Paragraph (g) of this section pro-
vides rules governing transfers of in-
tangibles other than in consideration 
for bearing a share of the costs of the 
intangible’s development. Rules gov-
erning the character of payments made 
pursuant to a qualified cost sharing ar-

rangement are provided in paragraph 
(h) of this section. Paragraph (i) of this 
section provides accounting require-
ments. Paragraph (j) of this section 
provides administrative requirements. 
Paragraph (k) of this section provides 
an effective date. Paragraph (l) pro-
vides a transition rule. 

(b) Qualified cost sharing arrangement. 
A qualified cost sharing arrangement 
must— 

(1) Include two or more participants; 
(2) Provide a method to calculate 

each controlled participant’s share of 
intangible development costs, based on 
factors that can reasonably be expected 
to reflect that participant’s share of 
anticipated benefits; 

(3) Provide for adjustment to the con-
trolled participants’ shares of intan-
gible development costs to account for 
changes in economic conditions, the 
business operations and practices of 
the participants, and the ongoing de-
velopment of intangibles under the ar-
rangement; and 

(4) Be recorded in a document that is 
contemporaneous with the formation 
(and any revision) of the cost sharing 
arrangement and that includes— 

(i) A list of the arrangement’s par-
ticipants, and any other member of the 
controlled group that will benefit from 
the use of intangibles developed under 
the cost sharing arrangement; 

(ii) The information described in 
paragraphs (b)(2) and (b)(3) of this sec-
tion; 

(iii) A description of the scope of the 
research and development to be under-
taken, including the intangible or class 
of intangibles intended to be developed; 

(iv) A description of each partici-
pant’s interest in any covered intangi-
bles. A covered intangible is any intan-
gible property that is developed as a re-
sult of the research and development 
undertaken under the cost sharing ar-
rangement (intangible development 
area); 

(v) The duration of the arrangement; 
and 

(vi) The conditions under which the 
arrangement may be modified or ter-
minated and the consequences of such 
modification or termination, such as 
the interest that each participant will 
receive in any covered intangibles. 
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(c) Participant—(1) In general. For 
purposes of this section, a participant 
is a controlled taxpayer that meets the 
requirements of this paragraph (c)(1) 
(controlled participant) or an uncon-
trolled taxpayer that is a party to the 
cost sharing arrangement (uncon-
trolled participant). See § 1.482–1(i)(5) 
for the definitions of controlled and un-
controlled taxpayers. A controlled tax-
payer may be a controlled participant 
only if it— 

(i) Reasonably anticipates that it 
will derive benefits from the use of cov-
ered intangibles; 

(ii) Substantially complies with the 
accounting requirements described in 
paragraph (i) of this section; and 

(iii) Substantially complies with the 
administrative requirements described 
in paragraph (j) of this section. 

(iv) The following example illustrates 
paragraph (c)(1)(i) of this section: 

Example. Foreign Parent (FP) is a foreign 
corporation engaged in the extraction of a 
natural resource. FP has a U.S. subsidiary 
(USS) to which FP sells supplies of this re-
source for sale in the United States. FP en-
ters into a cost sharing arrangement with 
USS to develop a new machine to extract the 
natural resource. The machine uses a new 
extraction process that will be patented in 
the United States and in other countries. 
The cost sharing arrangement provides that 
USS will receive the rights to use the ma-
chine in the extraction of the natural re-
source in the United States, and FP will re-
ceive the rights in the rest of the world. This 
resource does not, however, exist in the 
United States. Despite the fact that USS has 
received the right to use this process in the 
United States, USS is not a qualified partici-
pant because it will not derive a benefit from 
the use of the intangible developed under the 
cost sharing arrangement. 

(2) Treatment of a controlled taxpayer 
that is not a controlled participant—(i) In 
general. If a controlled taxpayer that is 
not a controlled participant (within 
the meaning of this paragraph (c)) pro-
vides assistance in relation to the re-
search and development undertaken in 
the intangible development area, it 
must receive consideration from the 
controlled participants under the rules 
of § 1.482–4(f)(3)(iii) (Allocations with 
respect to assistance provided to the 
owner). For purposes of paragraph (d) 
of this section, such consideration is 
treated as an operating expense and 
each controlled participant must be 

treated as incurring a share of such 
consideration equal to its share of rea-
sonably anticipated benefits (as defined 
in paragraph (f)(3) of this section). 

(ii) Example. The following example 
illustrates this paragraph (c)(2): 

Example. (i) U.S. Parent (USP), one foreign 
subsidiary (FS), and a second foreign sub-
sidiary constituting the group’s research 
arm (R+D) enter into a cost sharing agree-
ment to develop manufacturing intangibles 
for a new product line A. USP and FS are as-
signed the exclusive rights to exploit the in-
tangibles respectively in the United States 
and the rest of the world, where each pres-
ently manufactures and sells various exist-
ing product lines. R+D is not assigned any 
rights to exploit the intangibles. R+D’s ac-
tivity consists solely in carrying out re-
search for the group. It is reliably projected 
that the shares of reasonably anticipated 
benefits of USP and FS will be 662⁄3% and 
331⁄3, respectively, and the parties’ agreement 
provides that USP and FS will reimburse 
662⁄3% and 331⁄3%, respectively, of the intan-
gible development costs incurred by R+D 
with respect to the new intangible. 

(ii) R+D does not qualify as a controlled 
participant within the meaning of paragraph 
(c) of this section, because it will not derive 
any benefits from the use of covered intangi-
bles. Therefore, R+D is treated as a service 
provider for purposes of this section and 
must receive arm’s length consideration for 
the assistance it is deemed to provide to USP 
and FS, under the rules of § 1.482–4(f)(3)(iii). 
Such consideration must be treated as intan-
gible development costs incurred by USP and 
FS in proportion to their shares of reason-
ably anticipated benefits (i.e., 662⁄3% and 
331⁄3%, respectively). R+D will not be consid-
ered to bear any share of the intangible de-
velopment costs under the arrangement. 

(3) Treatment of consolidated group. 
For purposes of this section, all mem-
bers of the same affiliated group (with-
in the meaning of section 1504(a)) that 
join in the filing of a consolidated re-
turn for the taxable year under section 
1501 shall be treated as one taxpayer. 

(d) Costs—(1) Intangible development 
costs. For purposes of this section, a 
controlled participant’s costs of devel-
oping intangibles for a taxable year 
mean all of the costs incurred by that 
participant related to the intangible 
development area, plus all of the cost 
sharing payments it makes to other 
controlled and uncontrolled partici-
pants, minus all of the cost sharing 
payments it receives from other con-
trolled and uncontrolled participants. 
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Costs incurred related to the intangible 
development area consist of the fol-
lowing items: operating expenses as de-
fined in § 1.482–5(d)(3), other than depre-
ciation or amortization expense, plus 
(to the extent not included in such op-
erating expenses, as defined in § 1.482– 
5(d)(3)) the charge for the use of any 
tangible property made available to 
the qualified cost sharing arrangement. 
If tangible property is made available 
to the qualified cost sharing arrange-
ment by a controlled participant, the 
determination of the appropriate 
charge will be governed by the rules of 
§ 1.482–2(c) (Use of tangible property). 
Intangible development costs do not in-
clude the consideration for the use of 
any intangible property made available 
to the qualified cost sharing arrange-
ment. See paragraph (g)(2) of this sec-
tion. If a particular cost contributes to 
the intangible development area and 
other areas or other business activi-
ties, the cost must be allocated be-
tween the intangible development area 
and the other areas or business activi-
ties on a reasonable basis. In such a 
case, it is necessary to estimate the 
total benefits attributable to the cost 
incurred. The share of such cost allo-
cated to the intangible development 
area must correspond to covered intan-
gibles’ share of the total benefits. Costs 
that do not contribute to the intan-
gible development area are not taken 
into account. 

(2) Stock-based compensation—(i) In 
general. For purposes of this section, a 
controlled participant’s operating ex-
penses include all costs attributable to 
compensation, including stock-based 
compensation. As used in this section, 
the term stock-based compensation 
means any compensation provided by a 
controlled participant to an employee 
or independent contractor in the form 
of equity instruments, options to ac-
quire stock (stock options), or rights 
with respect to (or determined by ref-
erence to) equity instruments or stock 
options, including but not limited to 
property to which section 83 applies 
and stock options to which section 421 
applies, regardless of whether ulti-
mately settled in the form of cash, 
stock, or other property. 

(ii) Identification of stock-based com-
pensation related to intangible develop-

ment. The determination of whether 
stock-based compensation is related to 
the intangible development area within 
the meaning of paragraph (d)(1) of this 
section is made as of the date that the 
stock-based compensation is granted. 
Accordingly, all stock-based compensa-
tion that is granted during the term of 
the qualified cost sharing arrangement 
and is related at date of grant to the 
development of intangibles covered by 
the arrangement is included as an in-
tangible development cost under para-
graph (d)(1) of this section. In the case 
of a repricing or other modification of 
a stock option, the determination of 
whether the repricing or other modi-
fication constitutes the grant of a new 
stock option for purposes of this para-
graph (d)(2)(ii) will be made in accord-
ance with the rules of section 424(h) 
and related regulations. 

(iii) Measurement and timing of stock- 
based compensation expense—(A) In gen-
eral. Except as otherwise provided in 
this paragraph (d)(2)(iii), the operating 
expense attributable to stock-based 
compensation is equal to the amount 
allowable to the controlled participant 
as a deduction for Federal income tax 
purposes with respect to that stock- 
based compensation (for example, 
under section 83(h)) and is taken into 
account as an operating expense under 
this section for the taxable year for 
which the deduction is allowable. 

(1) Transfers to which section 421 ap-
plies. Solely for purposes of this para-
graph (d)(2)(iii)(A), section 421 does not 
apply to the transfer of stock pursuant 
to the exercise of an option that meets 
the requirements of section 422(a) or 
423(a). 

(2) Deductions of foreign controlled par-
ticipants. Solely for purposes of this 
paragraph (d)(2)(iii)(A), an amount is 
treated as an allowable deduction of a 
controlled participant to the extent 
that a deduction would be allowable to 
a United States taxpayer. 

(3) Modification of stock option. Solely 
for purposes of this paragraph 
(d)(2)(iii)(A), if the repricing or other 
modification of a stock option is deter-
mined, under paragraph (d)(2)(ii) of this 
section, to constitute the grant of a 
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new stock option not related to the de-
velopment of intangibles, the stock op-
tion that is repriced or otherwise modi-
fied will be treated as being exercised 
immediately before the modification, 
provided that the stock option is then 
exercisable and the fair market value 
of the underlying stock then exceeds 
the price at which the stock option is 
exercisable. Accordingly, the amount 
of the deduction that would be allow-
able (or treated as allowable under this 
paragraph (d)(2)(iii)(A)) to the con-
trolled participant upon exercise of the 
stock option immediately before the 
modification must be taken into ac-
count as an operating expense as of the 
date of the modification. 

(4) Expiration or termination of quali-
fied cost sharing arrangement. Solely for 
purposes of this paragraph (d)(2)(iii)(A), 
if an item of stock-based compensation 
related to the development of intangi-
bles is not exercised during the term of 
a qualified cost sharing arrangement, 
that item of stock-based compensation 
will be treated as being exercised im-
mediately before the expiration or ter-
mination of the qualified cost sharing 
arrangement, provided that the stock- 
based compensation is then exercisable 
and the fair market value of the under-
lying stock then exceeds the price at 
which the stock-based compensation is 
exercisable. Accordingly, the amount 
of the deduction that would be allow-
able (or treated as allowable under this 
paragraph (d)(2)(iii)(A)) to the con-
trolled participant upon exercise of the 
stock-based compensation must be 
taken into account as an operating ex-
pense as of the date of the expiration 
or termination of the qualified cost 
sharing arrangement. 

(B) Election with respect to options on 
publicly traded stock—(1) In general. 
With respect to stock-based compensa-
tion in the form of options on publicly 
traded stock, the controlled partici-
pants in a qualified cost sharing ar-
rangement may elect to take into ac-
count all operating expenses attrib-
utable to those stock options in the 
same amount, and as of the same time, 
as the fair value of the stock options 
reflected as a charge against income in 
audited financial statements or dis-
closed in footnotes to such financial 
statements, provided that such state-

ments are prepared in accordance with 
United States generally accepted ac-
counting principles by or on behalf of 
the company issuing the publicly trad-
ed stock. 

(2) Publicly traded stock. As used in 
this paragraph (d)(2)(iii)(B), the term 
publicly traded stock means stock that 
is regularly traded on an established 
United States securities market and is 
issued by a company whose financial 
statements are prepared in accordance 
with United States generally accepted 
accounting principles for the taxable 
year. 

(3) Generally accepted accounting prin-
ciples. For purposes of this paragraph 
(d)(2)(iii)(B), a financial statement pre-
pared in accordance with a comprehen-
sive body of generally accepted ac-
counting principles other than United 
States generally accepted accounting 
principles is considered to be prepared 
in accordance with United States gen-
erally accepted accounting principles 
provided that either— 

(i) The fair value of the stock options 
under consideration is reflected in the 
reconciliation between such other ac-
counting principles and United States 
generally accepted accounting prin-
ciples required to be incorporated into 
the financial statement by the securi-
ties laws governing companies whose 
stock is regularly traded on United 
States securities markets; or 

(ii) In the absence of a reconciliation 
between such other accounting prin-
ciples and United States generally ac-
cepted accounting principles that re-
flects the fair value of the stock op-
tions under consideration, such other 
accounting principles require that the 
fair value of the stock options under 
consideration be reflected as a charge 
against income in audited financial 
statements or disclosed in footnotes to 
such statements. 

(4) Time and manner of making the elec-
tion. The election described in this 
paragraph (d)(2)(iii)(B) is made by an 
explicit reference to the election in the 
written cost sharing agreement re-
quired by paragraph (b)(4) of this sec-
tion or in a written amendment to the 
cost sharing agreement entered into 
with the consent of the Commissioner 
pursuant to paragraph (d)(2)(iii)(C) of 
this section. In the case of a qualified 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00819 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



810 

26 CFR Ch. I (4–1–13 Edition) § 1.482–7A 

cost sharing arrangement in existence 
on August 26, 2003, the election must be 
made by written amendment to the 
cost sharing agreement not later than 
the latest due date (with regard to ex-
tensions) of a Federal income tax re-
turn of any controlled participant for 
the first taxable year beginning after 
August 26, 2003, and the consent of the 
Commissioner is not required. 

(C) Consistency. Generally, all con-
trolled participants in a qualified cost 
sharing arrangement taking options on 
publicly traded stock into account 
under paragraph (d)(2)(iii)(A) or (B) of 
this section must use that same meth-
od of measurement and timing for all 
options on publicly traded stock with 
respect to that qualified cost sharing 
arrangement. Controlled participants 
may change their method only with 
the consent of the Commissioner and 
only with respect to stock options 
granted during taxable years subse-
quent to the taxable year in which the 
Commissioner’s consent is obtained. 
All controlled participants in the 
qualified cost sharing arrangement 
must join in requests for the Commis-
sioner’s consent under this paragraph. 
Thus, for example, if the controlled 
participants make the election de-
scribed in paragraph (d)(2)(iii)(B) of 
this section upon the formation of the 
qualified cost sharing arrangement, the 
election may be revoked only with the 
consent of the Commissioner, and the 
consent will apply only to stock op-
tions granted in taxable years subse-
quent to the taxable year in which con-
sent is obtained. Similarly, if con-
trolled participants already have 
granted stock options that have been 
or will be taken into account under the 
general rule of paragraph (d)(2)(iii)(A) 
of this section, then except in cases 
specified in the last sentence of para-
graph (d)(2)(iii)(B)(4) of this section, 
the controlled participants may make 
the election described in paragraph 
(d)(2)(iii)(B) of this section only with 
the consent of the Commissioner, and 
the consent will apply only to stock 
options granted in taxable years subse-
quent to the taxable year in which con-
sent is obtained. 

(3) Examples. The following examples 
illustrate this paragraph (d): 

Example 1. Foreign Parent (FP) and U.S. 
Subsidiary (USS) enter into a qualified cost 
sharing arrangement to develop a better 
mousetrap. USS and FP share the costs of 
FP’s research and development facility that 
will be exclusively dedicated to this re-
search, the salaries of the researchers, and 
reasonable overhead costs attributable to 
the project. They also share the cost of a 
conference facility that is at the disposal of 
the senior executive management of each 
company but does not contribute to the re-
search and development activities in any 
measurable way. In this case, the cost of the 
conference facility must be excluded from 
the amount of intangible development costs. 

Example 2. U.S. Parent (USP) and Foreign 
Subsidiary (FS) enter into a qualified cost 
sharing arrangement to develop a new de-
vice. USP and FS share the costs of a re-
search and development facility, the salaries 
of researchers, and reasonable overhead costs 
attributable to the project. USP also incurs 
costs related to field testing of the device, 
but does not include them in the amount of 
intangible development costs of the cost 
sharing arrangement. The district director 
may determine that the field testing costs 
are intangible development costs that must 
be shared. 

(e) Anticipated benefits—(1) Benefits. 
Benefits are additional income gen-
erated or costs saved by the use of cov-
ered intangibles. 

(2) Reasonably anticipated benefits. For 
purposes of this section, a controlled 
participant’s reasonably anticipated 
benefits are the aggregate benefits that 
it reasonably anticipates that it will 
derive from covered intangibles. 

(f) Cost allocations—(1) In general. For 
purposes of determining whether a cost 
allocation authorized by paragraph 
(a)(2) of this section is appropriate for 
a taxable year, a controlled partici-
pant’s share of intangible development 
costs for the taxable year under a 
qualified cost sharing arrangement 
must be compared to its share of rea-
sonably anticipated benefits under the 
arrangement. A controlled partici-
pant’s share of intangible development 
costs is determined under paragraph 
(f)(2) of this section. A controlled par-
ticipant’s share of reasonably antici-
pated benefits under the arrangement 
is determined under paragraph (f)(3) of 
this section. In determining whether 
benefits were reasonably anticipated, 
it may be appropriate to compare ac-
tual benefits to anticipated benefits, as 
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described in paragraph (f)(3)(iv) of this 
section. 

(2) Share of intangible development 
costs—(i) In general. A controlled par-
ticipant’s share of intangible develop-
ment costs for a taxable year is equal 
to its intangible development costs for 
the taxable year (as defined in para-
graph (d) of this section), divided by 
the sum of the intangible development 
costs for the taxable year (as defined in 
paragraph (d) of this section) of all the 
controlled participants. 

(ii) Example. The following example 
illustrates this paragraph (f)(2): 

Example. (i) U.S. Parent (USP), Foreign 
Subsidiary (FS), and Unrelated Third Party 
(UTP) enter into a cost sharing arrangement 
to develop new audio technology. In the first 
year of the arrangement, the controlled par-
ticipants incur $2,250,000 in the intangible de-
velopment area, all of which is incurred di-
rectly by USP. In the first year, UTP makes 
a $250,000 cost sharing payment to USP, and 
FS makes a $800,000 cost sharing payment to 
USP, under the terms of the arrangement. 
For that year, the intangible development 
costs borne by USP are $1,200,000 (its 
$2,250,000 intangible development costs di-
rectly incurred, minus the cost sharing pay-
ments it receives of $250,000 from UTP and 
$800,000 from FS); the intangible develop-
ment costs borne by FS are $800,000 (its cost 
sharing payment); and the intangible devel-
opment costs borne by all of the controlled 
participants are $2,000,000 (the sum of the in-
tangible development costs borne by USP 
and FS of $1,200,000 and $800,000, respec-
tively). Thus, for the first year, USP’s share 
of intangible development costs is 60% 
($1,200,000 divided by $2,000,000), and FS’s 
share of intangible development costs is 40% 
($800,000 divided by $2,000,000). 

(ii) For purposes of determining whether a 
cost allocation authorized by paragraph 
§ 1.482–7(a)(2) is appropriate for the first year, 
the district director must compare USP’s 
and FS’s shares of intangible development 
costs for that year to their shares of reason-
ably anticipated benefits. See paragraph 
(f)(3) of this section. 

(3) Share of reasonably anticipated ben-
efits—(i) In general. A controlled par-
ticipant’s share of reasonably antici-
pated benefits under a qualified cost 
sharing arrangement is equal to its 
reasonably anticipated benefits (as de-
fined in paragraph (e)(2) of this sec-
tion), divided by the sum of the reason-
ably anticipated benefits (as defined in 
paragraph (e)(2) of this section) of all 
the controlled participants. The antici-

pated benefits of an uncontrolled par-
ticipant will not be included for pur-
poses of determining each controlled 
participant’s share of anticipated bene-
fits. A controlled participant’s share of 
reasonably anticipated benefits will be 
determined using the most reliable es-
timate of reasonably anticipated bene-
fits. In determining which of two or 
more available estimates is most reli-
able, the quality of the data and as-
sumptions used in the analysis must be 
taken into account, consistent with 
§ 1.482–1(c)(2)(ii) (Data and assump-
tions). Thus, the reliability of an esti-
mate will depend largely on the com-
pleteness and accuracy of the data, the 
soundness of the assumptions, and the 
relative effects of particular defi-
ciencies in data or assumptions on dif-
ferent estimates. If two estimates are 
equally reliable, no adjustment should 
be made based on differences in the re-
sults. The following factors will be par-
ticularly relevant in determining the 
reliability of an estimate of antici-
pated benefits— 

(A) The reliability of the basis used 
for measuring benefits, as described in 
paragraph (f)(3)(ii) of this section; and 

(B) The reliability of the projections 
used to estimate benefits, as described 
in paragraph (f)(3)(iv) of this section. 

(ii) Measure of benefits. In order to es-
timate a controlled participant’s share 
of anticipated benefits from covered in-
tangibles, the amount of benefits that 
each of the controlled participants is 
reasonably anticipated to derive from 
covered intangibles must be measured 
on a basis that is consistent for all 
such participants. See paragraph 
(f)(3)(iii)(E), Example 8, of this section. 
If a controlled participant transfers 
covered intangibles to another con-
trolled taxpayer, such participant’s 
benefits from the transferred intangi-
bles must be measured by reference to 
the transferee’s benefits, disregarding 
any consideration paid by the trans-
feree to the controlled participant 
(such as a royalty pursuant to a license 
agreement). Anticipated benefits are 
measured either on a direct basis, by 
reference to estimated additional in-
come to be generated or costs to be 
saved by the use of covered intangibles, 
or on an indirect basis, by reference to 
certain measurements that reasonably 
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can be assumed to be related to income 
generated or costs saved. Such indirect 
bases of measurement of anticipated 
benefits are described in paragraph 
(f)(3)(iii) of this section. A controlled 
participant’s anticipated benefits must 
be measured on the most reliable basis, 
whether direct or indirect. In deter-
mining which of two bases of measure-
ment of reasonably anticipated bene-
fits is most reliable, the factors set 
forth in § 1.482–1(c)(2)(ii) (Data and as-
sumptions) must be taken into ac-
count. It normally will be expected 
that the basis that provided the most 
reliable estimate for a particular year 
will continue to provide the most reli-
able estimate in subsequent years, ab-
sent a material change in the factors 
that affect the reliability of the esti-
mate. Regardless of whether a direct or 
indirect basis of measurement is used, 
adjustments may be required to ac-
count for material differences in the 
activities that controlled participants 
undertake to exploit their interests in 
covered intangibles. See Example 6 of 
paragraph (f)(3)(iii)(E) of this section. 

(iii) Indirect bases for measuring antici-
pated benefits. Indirect bases for meas-
uring anticipated benefits from partici-
pation in a qualified cost sharing ar-
rangement include the following: 

(A) Units used, produced or sold. Units 
of items used, produced or sold by each 
controlled participant in the business 
activities in which covered intangibles 
are exploited may be used as an indi-
rect basis for measuring its anticipated 
benefits. This basis of measurement 
will be more reliable to the extent that 
each controlled participant is expected 
to have a similar increase in net profit 
or decrease in net loss attributable to 
the covered intangibles per unit of the 
item or items used, produced or sold. 
This circumstance is most likely to 
arise when the covered intangibles are 
exploited by the controlled partici-
pants in the use, production or sale of 
substantially uniform items under 
similar economic conditions. 

(B) Sales. Sales by each controlled 
participant in the business activities in 
which covered intangibles are exploited 
may be used as an indirect basis for 
measuring its anticipated benefits. 
This basis of measurement will be more 
reliable to the extent that each con-

trolled participant is expected to have 
a similar increase in net profit or de-
crease in net loss attributable to cov-
ered intangibles per dollar of sales. 
This circumstance is most likely to 
arise if the costs of exploiting covered 
intangibles are not substantial relative 
to the revenues generated, or if the 
principal effect of using covered intan-
gibles is to increase the controlled par-
ticipants’ revenues (e.g., through a 
price premium on the products they 
sell) without affecting their costs sub-
stantially. Sales by each controlled 
participant are unlikely to provide a 
reliable basis for measuring benefits 
unless each controlled participant op-
erates at the same market level (e.g., 
manufacturing, distribution, etc.). 

(C) Operating profit. Operating profit 
of each controlled participant from the 
activities in which covered intangibles 
are exploited may be used as an indi-
rect basis for measuring its anticipated 
benefits. This basis of measurement 
will be more reliable to the extent that 
such profit is largely attributable to 
the use of covered intangibles, or if the 
share of profits attributable to the use 
of covered intangibles is expected to be 
similar for each controlled participant. 
This circumstance is most likely to 
arise when covered intangibles are in-
tegral to the activity that generates 
the profit and the activity could not be 
carried on or would generate little 
profit without use of those intangibles. 

(D) Other bases for measuring antici-
pated benefits. Other bases for meas-
uring anticipated benefits may, in 
some circumstances, be appropriate, 
but only to the extent that there is ex-
pected to be a reasonably identifiable 
relationship between the basis of meas-
urement used and additional income 
generated or costs saved by the use of 
covered intangibles. For example, a di-
vision of costs based on employee com-
pensation would be considered unreli-
able unless there were a relationship 
between the amount of compensation 
and the expected income of the con-
trolled participants from the use of 
covered intangibles. 

(E) Examples. The following examples 
illustrate this paragraph (f)(3)(iii): 

Example 1. Foreign Parent (FP) and U.S. 
Subsidiary (USS) both produce a feedstock 
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for the manufacture of various high-perform-
ance plastic products. Producing the feed-
stock requires large amounts of electricity, 
which accounts for a significant portion of 
its production cost. FP and USS enter into a 
cost sharing arrangement to develop a new 
process that will reduce the amount of elec-
tricity required to produce a unit of the feed-
stock. FP and USS currently both incur an 
electricity cost of X% of its other production 
costs and rates for each are expected to re-
main similar in the future. How much the 
new process, if it is successful, will reduce 
the amount of electricity required to 
produce a unit of the feedstock is uncertain, 
but it will be about the same amount for 
both companies. Therefore, the cost savings 
each company is expected to achieve after 
implementing the new process are similar 
relative to the total amount of the feedstock 
produced. Under the cost sharing arrange-
ment FP and USS divide the costs of devel-
oping the new process based on the units of 
the feedstock each is anticipated to produce 
in the future. In this case, units produced is 
the most reliable basis for measuring bene-
fits and dividing the intangible development 
costs because each participant is expected to 
have a similar decrease in costs per unit of 
the feedstock produced. 

Example 2. The facts are the same as in Ex-
ample 1, except that USS pays X% of its 
other production costs for electricity while 
FP pays 2X% of its other production costs. 
In this case, units produced is not the most 
reliable basis for measuring benefits and di-
viding the intangible development costs be-
cause the participants do not expect to have 
a similar decrease in costs per unit of the 
feedstock produced. The district director de-
termines that the most reliable measure of 
benefit shares may be based on units of the 
feedstock produced if FP’s units are weight-
ed relative to USS’s units by a factor of 2. 
This reflects the fact that FP pays twice as 
much as USS as a percentage of its other 
production costs for electricity and, there-
fore, FP’s savings per unit of the feedstock 
would be twice USS’s savings from any new 
process eventually developed. 

Example 3. The facts are the same as in Ex-
ample 2, except that to supply the particular 
needs of the U.S. market USS manufactures 
the feedstock with somewhat different prop-
erties than FP’s feedstock. This requires 
USS to employ a somewhat different produc-
tion process than does FP. Because of this 
difference, it will be more costly for USS to 
adopt any new process that may be devel-
oped under the cost sharing agreement. In 
this case, units produced is not the most re-
liable basis for measuring benefit shares. In 
order to reliably determine benefit shares, 
the district director offsets the reasonably 
anticipated costs of adopting the new process 
against the reasonably anticipated total sav-
ings in electricity costs. 

Example 4. U.S. Parent (USP) and Foreign 
Subsidiary (FS) enter into a cost sharing ar-
rangement to develop new anesthetic drugs. 
USP obtains the right to use any resulting 
patent in the U.S. market, and FS obtains 
the right to use the patent in the European 
market. USP and FS divide costs on the 
basis of anticipated operating profit from 
each patent under development. USP antici-
pates that it will receive a much higher prof-
it than FS per unit sold because drug prices 
are uncontrolled in the U.S., whereas drug 
prices are regulated in many European coun-
tries. In this case, the controlled taxpayers’ 
basis for measuring benefits is the most reli-
able. 

Example 5. (i) Foreign Parent (FP) and U.S. 
Subsidiary (USS) both manufacture and sell 
fertilizers. They enter into a cost sharing ar-
rangement to develop a new pellet form of a 
common agricultural fertilizer that is cur-
rently available only in powder form. Under 
the cost sharing arrangement, USS obtains 
the rights to produce and sell the new form 
of fertilizer for the U.S. market while FP ob-
tains the rights to produce and sell the fer-
tilizer for the rest of the world. The costs of 
developing the new form of fertilizer are di-
vided on the basis of the anticipated sales of 
fertilizer in the participants’ respective mar-
kets. 

(ii) If the research and development is suc-
cessful the pellet form will deliver the fer-
tilizer more efficiently to crops and less fer-
tilizer will be required to achieve the same 
effect on crop growth. The pellet form of fer-
tilizer can be expected to sell at a price pre-
mium over the powder form of fertilizer 
based on the savings in the amount of fer-
tilizer that needs to be used. If the research 
and development is successful, the costs of 
producing pellet fertilizer are expected to be 
approximately the same as the costs of pro-
ducing powder fertilizer and the same for 
both FP and USS. Both FP and USS operate 
at approximately the same market levels, 
selling their fertilizers largely to inde-
pendent distributors. 

(iii) In this case, the controlled taxpayers’ 
basis for measuring benefits is the most reli-
able. 

Example 6. The facts are the same as in Ex-
ample 5, except that FP distributes its fer-
tilizers directly while USS sells to inde-
pendent distributors. In this case, sales of 
USS and FP are not the most reliable basis 
for measuring benefits unless adjustments 
are made to account for the difference in 
market levels at which the sales occur. 

Example 7. Foreign Parent (FP) and U.S. 
Subsidiary (USS) enter into a cost sharing 
arrangement to develop materials that will 
be used to train all new entry-level employ-
ees. FP and USS determine that the new ma-
terials will save approximately ten hours of 
training time per employee. Because their 
entry-level employees are paid on differing 
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wage scales, FP and USS decide that they 
should not divide costs based on the number 
of entry-level employees hired by each. 
Rather, they divide costs based on compensa-
tion paid to the entry-level employees hired 
by each. In this case, the basis used for 
measuring benefits is the most reliable be-
cause there is a direct relationship between 
compensation paid to new entry-level em-
ployees and costs saved by FP and USS from 
the use of the new training materials. 

Example 8. U.S. Parent (USP), Foreign Sub-
sidiary 1 (FS1) and Foreign Subsidiary 2 
(FS2) enter into a cost sharing arrangement 
to develop computer software that each will 
market and install on customers’ computer 
systems. The participants divide costs on the 
basis of projected sales by USP, FS1, and FS2 
of the software in their respective geo-
graphic areas. However, FS1 plans not only 
to sell but also to license the software to un-
related customers, and FS1’s licensing in-
come (which is a percentage of the licensees’ 
sales) is not counted in the projected bene-
fits. In this case, the basis used for meas-
uring the benefits of each participant is not 
the most reliable because all of the benefits 
received by participants are not taken into 
account. In order to reliably determine ben-
efit shares, FS1’s projected benefits from li-
censing must be included in the measure-
ment on a basis that is the same as that used 
to measure its own and the other partici-
pants’ projected benefits from sales (e.g., all 
participants might measure their benefits on 
the basis of operating profit). 

(iv) Projections used to estimate antici-
pated benefits—(A) In general. The reli-
ability of an estimate of anticipated 
benefits also depends upon the reli-
ability of projections used in making 
the estimate. Projections required for 
this purpose generally include a deter-
mination of the time period between 
the inception of the research and devel-
opment and the receipt of benefits, a 
projection of the time over which bene-
fits will be received, and a projection of 
the benefits anticipated for each year 
in which it is anticipated that the in-
tangible will generate benefits. A pro-
jection of the relevant basis for meas-
uring anticipated benefits may require 
a projection of the factors that under-
lie it. For example, a projection of op-
erating profits may require a projec-
tion of sales, cost of sales, operating 
expenses, and other factors that affect 
operating profits. If it is anticipated 
that there will be significant variation 
among controlled participants in the 
timing of their receipt of benefits, and 
consequently benefit shares are ex-

pected to vary significantly over the 
years in which benefits will be re-
ceived, it may be necessary to use the 
present discounted value of the pro-
jected benefits to reliably determine 
each controlled participant’s share of 
those benefits. If it is not anticipated 
that benefit shares will significantly 
change over time, current annual ben-
efit shares may provide a reliable pro-
jection of anticipated benefit shares. 
This circumstance is most likely to 
occur when the cost sharing arrange-
ment is a long-term arrangement, the 
arrangement covers a wide variety of 
intangibles, the composition of the 
covered intangibles is unlikely to 
change, the covered intangibles are un-
likely to generate unusual profits, and 
each controlled participant’s share of 
the market is stable. 

(B) Unreliable projections. A signifi-
cant divergence between projected ben-
efit shares and actual benefit shares 
may indicate that the projections were 
not reliable. In such a case, the district 
director may use actual benefits as the 
most reliable measure of anticipated 
benefits. If benefits are projected over 
a period of years, and the projections 
for initial years of the period prove to 
be unreliable, this may indicate that 
the projections for the remaining years 
of the period are also unreliable and 
thus should be adjusted. Projections 
will not be considered unreliable based 
on a divergence between a controlled 
participant’s projected benefit share 
and actual benefit share if the amount 
of such divergence for every controlled 
participant is less than or equal to 20% 
of the participant’s projected benefit 
share. Further, the district director 
will not make an allocation based on 
such divergence if the difference is due 
to an extraordinary event, beyond the 
control of the participants, that could 
not reasonably have been anticipated 
at the time that costs were shared. For 
purposes of this paragraph, all con-
trolled participants that are not U.S. 
persons will be treated as a single con-
trolled participant. Therefore, an ad-
justment based on an unreliable projec-
tion will be made to the cost shares of 
foreign controlled participants only if 
there is a matching adjustment to the 
cost shares of controlled participants 
that are U.S. persons. Nothing in this 

VerDate Mar<15>2010 08:15 May 15, 2013 Jkt 229092 PO 00000 Frm 00824 Fmt 8010 Sfmt 8010 Y:\SGML\229092.XXX 229092pm
an

gr
um

 o
n 

D
S

K
3V

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



815 

Internal Revenue Service, Treasury § 1.482–7A 

paragraph (f)(3)(iv)(B) will prevent the 
district director from making an allo-
cation if the taxpayer did not use the 
most reliable basis for measuring an-
ticipated benefits. For example, if the 
taxpayer measures anticipated benefits 
based on units sold, and the district di-
rector determines that another basis is 
more reliable for measuring antici-
pated benefits, then the fact that ac-
tual units sold were within 20% of the 
projected unit sales will not preclude 
an allocation under this section. 

(C) Foreign-to-foreign adjustments. 
Notwithstanding the limitations on ad-
justments provided in paragraph 
(f)(3)(iv)(B) of this section, adjustments 
to cost shares based on an unreliable 
projection also may be made solely 
among foreign controlled participants 
if the variation between actual and 
projected benefits has the effect of sub-
stantially reducing U.S. tax. 

(D) Examples. The following examples 
illustrate this paragraph (f)(3)(iv): 

Example 1. (i) Foreign Parent (FP) and U.S. 
Subsidiary (USS) enter into a cost sharing 
arrangement to develop a new car model. 
The participants plan to spend four years de-
veloping the new model and four years pro-
ducing and selling the new model. USS and 
FP project total sales of $4 billion and $2 bil-
lion, respectively, over the planned four 
years of exploitation of the new model. Cost 
shares are divided for each year based on 
projected total sales. Therefore, USS bears 
662⁄3% of each year’s intangible development 
costs and FP bears 331⁄3% of such costs. 

(ii) USS typically begins producing and 
selling new car models a year after FP be-
gins producing and selling new car models. 
The district director determines that in 
order to reflect USS’s one-year lag in intro-
ducing new car models, a more reliable pro-
jection of each participant’s share of benefits 
would be based on a projection of all four 
years of sales for each participant, dis-
counted to present value. 

Example 2. U.S. Parent (USP) and Foreign 
Subsidiary (FS) enter into a cost sharing ar-
rangement to develop new and improved 
household cleaning products. Both partici-
pants have sold household cleaning products 
for many years and have stable market 
shares. The products under development are 
unlikely to produce unusual profits for ei-
ther participant. The participants divide 
costs on the basis of each participant’s cur-
rent sales of household cleaning products. In 
this case, the participants’ future benefit 
shares are reliably projected by current sales 
of cleaning products. 

Example 3. The facts are the same as in Ex-
ample 2, except that FS’s market share is 
rapidly expanding because of the business 
failure of a competitor in its geographic 
area. The district director determines that 
the participants’ future benefit shares are 
not reliably projected by current sales of 
cleaning products and that FS’s benefit pro-
jections should take into account its growth 
in sales. 

Example 4. Foreign Parent (FP) and U.S. 
Subsidiary (USS) enter into a cost sharing 
arrangement to develop synthetic fertilizers 
and insecticides. FP and USS share costs on 
the basis of each participant’s current sales 
of fertilizers and insecticides. The market 
shares of the participants have been stable 
for fertilizers, but FP’s market share for in-
secticides has been expanding. The district 
director determines that the participants’ 
projections of benefit shares are reliable 
with regard to fertilizers, but not reliable 
with regard to insecticides; a more reliable 
projection of benefit shares would take into 
account the expanding market share for in-
secticides. 

Example 5. U.S. Parent (USP) and Foreign 
Subsidiary (FS) enter into a cost sharing ar-
rangement to develop new food products, di-
viding costs on the basis of projected sales 
two years in the future. In year 1, USP and 
FS project that their sales in year 3 will be 
equal, and they divide costs accordingly. In 
year 3, the district director examines the 
participants’ method for dividing costs. USP 
and FS actually accounted for 42% and 58% 
of total sales, respectively. The district di-
rector agrees that sales two years in the fu-
ture provide a reliable basis for estimating 
benefit shares. Because the differences be-
tween USP’s and FS’s actual and projected 
benefit shares are less than 20% of their pro-
jected benefit shares, the projection of fu-
ture benefits for year 3 is reliable. 

Example 6. The facts are the same as in Ex-
ample 5, except that the in year 3 USP and 
FS actually accounted for 35% and 65% of 
total sales, respectively. The divergence be-
tween USP’s projected and actual benefit 
shares is greater than 20% of USP’s projected 
benefit share and is not due to an extraor-
dinary event beyond the control of the par-
ticipants. The district director concludes 
that the projection of anticipated benefit 
shares was unreliable, and uses actual bene-
fits as the basis for an adjustment to the 
cost shares borne by USP and FS. 

Example 7. U.S. Parent (USP), a U.S. cor-
poration, and its foreign subsidiary (FS) 
enter a cost sharing arrangement in year 1. 
They project that they will begin to receive 
benefits from covered intangibles in years 4 
through 6, and that USP will receive 60% of 
total benefits and FS 40% of total benefits. 
In years 4 through 6, USP and FS actually 
receive 50% each of the total benefits. In 
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evaluating the reliability of the partici-
pants’ projections, the district director com-
pares these actual benefit shares to the pro-
jected benefit shares. Although USP’s actual 
benefit share (50%) is within 20% of its pro-
jected benefit share (60%), FS’s actual ben-
efit share (50%) is not within 20% of its pro-
jected benefit share (40%). Based on this dis-
crepancy, the district director may conclude 
that the participants’ projections were not 
reliable and may use actual benefit shares as 
the basis for an adjustment to the cost 
shares borne by USP and FS. 

Example 8. Three controlled taxpayers, 
USP, FS1 and FS2 enter into a cost sharing 
arrangement. FS1 and FS2 are foreign. USP 
is a United States corporation that controls 
all the stock of FS1 and FS2. The partici-
pants project that they will share the total 
benefits of the covered intangibles in the fol-
lowing percentages: USP 50%; FS1 30%; and 
FS2 20%. Actual benefit shares are as fol-
lows: USP 45%; FS1 25%; and FS2 30%. In 
evaluating the reliability of the partici-
pants’ projections, the district director com-
pares these actual benefit shares to the pro-
jected benefit shares. For this purpose, FS1 
and FS2 are treated as a single participant. 
The actual benefit share received by USP 
(45%) is within 20% of its projected benefit 
share (50%). In addition, the non-US partici-
pants’ actual benefit share (55%) is also 
within 20% of their projected benefit share 
(50%). Therefore, the district director con-
cludes that the participants’ projections of 
future benefits were reliable, despite the fact 
that FS2’s actual benefit share (30%) is not 
within 20% of its projected benefit share 
(20%). 

Example 9. The facts are the same as in Ex-
ample 8. In addition, the district director de-
termines that FS2 has significant operating 
losses and has no earnings and profits, and 
that FS1 is profitable and has earnings and 
profits. Based on all the evidence, the dis-
trict director concludes that the participants 
arranged that FS1 would bear a larger cost 
share than appropriate in order to reduce 
FS1’s earnings and profits and thereby re-
duce inclusions USP otherwise would be 
deemed to have on account of FS1 under sub-
part F. Pursuant to § 1.482–7 (f)(3)(iv)(C), the 
district director may make an adjustment 
solely to the cost shares borne by FS1 and 
FS2 because FS2’s projection of future bene-
fits was unreliable and the variation between 
actual and projected benefits had the effect 
of substantially reducing USP’s U.S. income 
tax liability (on account of FS1 subpart F in-
come). 

Example 10. (i)(A) Foreign Parent (FP) and 
U.S. Subsidiary (USS) enter into a cost shar-
ing arrangement in 1996 to develop a new 
treatment for baldness. USS’s interest in 
any treatment developed is the right to 
produce and sell the treatment in the U.S. 
market while FP retains rights to produce 

and sell the treatment in the rest of the 
world. USS and FP measure their antici-
pated benefits from the cost sharing arrange-
ment based on their respective projected fu-
ture sales of the baldness treatment. The fol-
lowing sales projections are used: 

SALES 
[In millions of dollars] 

Year USS FP 

1997 ............................................................... 5 10 
1998 ............................................................... 20 20 
1999 ............................................................... 30 30 
2000 ............................................................... 40 40 
2001 ............................................................... 40 40 
2002 ............................................................... 40 40 
2003 ............................................................... 40 40 
2004 ............................................................... 20 20 
2005 ............................................................... 10 10 
2006 ............................................................... 5 5 

(B) In 1997, the first year of sales, USS is 
projected to have lower sales than FP due to 
lags in U.S. regulatory approval for the 
baldness treatment. In each subsequent year 
USS and FP are projected to have equal 
sales. Sales are projected to build over the 
first three years of the period, level off for 
several years, and then decline over the final 
years of the period as new and improved 
baldness treatments reach the market. 

(ii) To account for USS’s lag in sales in the 
first year, the present discounted value of 
sales over the period is used as the basis for 
measuring benefits. Based on the risk associ-
ated with this venture, a discount rate of 10 
percent is selected. The present discounted 
value of projected sales is determined to be 
approximately $154.4 million for USS and 
$158.9 million for FP. On this basis USS and 
FP are projected to obtain approximately 
49.3% and 50.7% of the benefit, respectively, 
and the costs of developing the baldness 
treatment are shared accordingly. 

(iii) (A) In the year 2002 the district direc-
tor examines the cost sharing arrangement. 
USS and FP have obtained the following 
sales results through the year 2001: 

SALES 
[In millions of dollars] 

Year USS FP 

1997 ............................................................... 0 17 
1998 ............................................................... 17 35 
1999 ............................................................... 25 41 
2000 ............................................................... 38 41 
2001 ............................................................... 39 41 

(B) USS’s sales initially grew more slowly 
than projected while FP’s sales grew more 
quickly. In each of the first three years of 
the period the share of total sales of at least 
one of the parties diverged by over 20% from 
its projected share of sales. However, by the 
year 2001 both parties’ sales had leveled off 
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at approximately their projected values. 
Taking into account this leveling off of sales 
and all the facts and circumstances, the dis-
trict director determines that it is appro-
priate to use the original projections for the 
remaining years of sales. Combining the ac-
tual results through the year 2001 with the 
projections for subsequent years, and using a 
discount rate of 10%, the present discounted 
value of sales is approximately $141.6 million 
for USS and $187.3 million for FP. This result 
implies that USS and FP obtain approxi-
mately 43.1% and 56.9%, respectively, of the 
anticipated benefits from the baldness treat-
ment. Because these benefit shares are with-
in 20% of the benefit shares calculated based 
on the original sales projections, the district 
director determines that, based on the dif-
ference between actual and projected benefit 
shares, the original projections were not un-
reliable. No adjustment is made based on the 
difference between actual and projected ben-
efit shares. 

Example 11. (i) The facts are the same as in 
Example 10, except that the actual sales re-
sults through the year 2001 are as follows: 

SALES 
[In millions of dollars] 

Year USS FP 

1997 ............................................................... 0 17 
1998 ............................................................... 17 35 
1999 ............................................................... 25 44 
2000 ............................................................... 34 54 
2001 ............................................................... 36 55 

(ii) Based on the discrepancy between the 
projections and the actual results and on 
consideration of all the facts, the district di-
rector determines that for the remaining 
years the following sales projections are 
more reliable than the original projections: 

SALES 
[In millions of dollars] 

Year USS FP 

2002 ............................................................. 36 55 
2003 ............................................................. 36 55 
2004 ............................................................. 18 28 
2005 ............................................................. 9 14 
2006 ............................................................. 4 .5 7 

(iii) Combining the actual results through 
the year 2001 with the projections for subse-
quent years, and using a discount rate of 
10%, the present discounted value of sales is 
approximately $131.2 million for USS and 
$229.4 million for FP. This result implies 
that USS and FP obtain approximately 35.4% 
and 63.6%, respectively, of the anticipated 
benefits from the baldness treatment. These 
benefit shares diverge by greater than 20% 
from the benefit shares calculated based on 
the original sales projections, and the dis-
trict director determines that, based on the 

difference between actual and projected ben-
efit shares, the original projections were un-
reliable. The district director adjusts costs 
shares for each of the taxable years under ex-
amination to conform them to the recal-
culated shares of anticipated benefits. 

(4) Timing of allocations. If the district 
director reallocates costs under the 
provisions of this paragraph (f), the al-
location must be reflected for tax pur-
poses in the year in which the costs 
were incurred. When a cost sharing 
payment is owed by one member of a 
qualified cost sharing arrangement to 
another member, the district director 
may make appropriate allocations to 
reflect an arm’s length rate of interest 
for the time value of money, consistent 
with the provisions of § 1.482–2(a) 
(Loans or advances). 

(g) Allocations of income, deductions or 
other tax items to reflect transfers of in-
tangibles (buy-in)—(1) In general. A con-
trolled participant that makes intan-
gible property available to a qualified 
cost sharing arrangement will be treat-
ed as having transferred interests in 
such property to the other controlled 
participants, and such other controlled 
participants must make buy-in pay-
ments to it, as provided in paragraph 
(g)(2) of this section. If the other con-
trolled participants fail to make such 
payments, the district director may 
make appropriate allocations, under 
the provisions of §§ 1.482–1 and 1.482–4 
through 1.482–6, to reflect an arm’s 
length consideration for the trans-
ferred intangible property. Further, if 
a group of controlled taxpayers partici-
pates in a qualified cost sharing ar-
rangement, any change in the con-
trolled participants’ interests in cov-
ered intangibles, whether by reason of 
entry of a new participant or otherwise 
by reason of transfers (including 
deemed transfers) of interests among 
existing participants, is a transfer of 
intangible property, and the district di-
rector may make appropriate alloca-
tions, under the provisions of §§ 1.482–1 
and 1.482–4 through 1.482–6, to reflect an 
arm’s length consideration for the 
transfer. See paragraphs (g) (3), (4), and 
(5) of this section. Paragraph (g)(6) of 
this section provides rules for assign-
ing unassigned interests under a quali-
fied cost sharing arrangement. 
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(2) Pre-existing intangibles. If a con-
trolled participant makes pre-existing 
intangible property in which it owns an 
interest available to other controlled 
participants for purposes of research in 
the intangible development area under 
a qualified cost sharing arrangement, 
then each such other controlled partic-
ipant must make a buy-in payment to 
the owner. The buy-in payment by each 
such other controlled participant is the 
arm’s length charge for the use of the 
intangible under the rules of §§ 1.482–1 
and 1.482–4 through 1.482–6, multiplied 
by the controlled participant’s share of 
reasonably anticipated benefits (as de-
fined in paragraph (f)(3) of this sec-
tion). A controlled participant’s pay-
ment required under this paragraph 
(g)(2) is deemed to be reduced to the ex-
tent of any payments owed to it under 
this paragraph (g)(2) from other con-
trolled participants. Each payment re-
ceived by a payee will be treated as 
coming pro rata out of payments made 
by all payors. See paragraph (g)(8), Ex-
ample 4, of this section. Such payments 
will be treated as consideration for a 
transfer of an interest in the intangible 
property made available to the quali-
fied cost sharing arrangement by the 
payee. Any payment to or from an un-
controlled participant in consideration 
for intangible property made available 
to the qualified cost sharing arrange-
ment will be shared by the controlled 
participants in accordance with their 
shares of reasonably anticipated bene-
fits (as defined in paragraph (f)(3) of 
this section). A controlled participant’s 
payment required under this paragraph 
(g)(2) is deemed to be reduced by such 
a share of payments owed from an un-
controlled participant to the same ex-
tent as by any payments owed from 
other controlled participants under 
this paragraph (g)(2). See paragraph 
(g)(8), Example 5, of this section. 

(3) New controlled participant. If a new 
controlled participant enters a quali-
fied cost sharing arrangement and ac-
quires any interest in the covered in-
tangibles, then the new participant 
must pay an arm’s length consider-
ation, under the provisions of §§ 1.482–1 
and 1.482–4 through 1.482–6, for such in-
terest to each controlled participant 
from whom such interest was acquired. 

(4) Controlled participant relinquishes 
interests. A controlled participant in a 
qualified cost sharing arrangement 
may be deemed to have acquired an in-
terest in one or more covered intangi-
bles if another controlled participant 
transfers, abandons, or otherwise relin-
quishes an interest under the arrange-
ment, to the benefit of the first partici-
pant. If such a relinquishment occurs, 
the participant relinquishing the inter-
est must receive an arm’s length con-
sideration, under the provisions of 
§§ 1.482–1 and 1.482–4 through 1.482–6, for 
its interest. If the controlled partici-
pant that has relinquished its interest 
subsequently uses that interest, then 
that participant must pay an arm’s 
length consideration, under the provi-
sions of §§ 1.482–1 and 1.482–4 through 
1.482–6, to the controlled participant 
that acquired the interest. 

(5) Conduct inconsistent with the terms 
of a cost sharing arrangement. If, after 
any cost allocations authorized by 
paragraph (a)(2) of this section, a con-
trolled participant bears costs of intan-
gible development that over a period of 
years are consistently and materially 
greater or lesser than its share of rea-
sonably anticipated benefits, then the 
district director may conclude that the 
economic substance of the arrange-
ment between the controlled partici-
pants is inconsistent with the terms of 
the cost sharing arrangement. In such 
a case, the district director may dis-
regard such terms and impute an 
agreement consistent with the con-
trolled participants’ course of conduct, 
under which a controlled participant 
that bore a disproportionately greater 
share of costs received additional in-
terests in covered intangibles. See 
§ 1.482–1(d)(3)(ii)(B) (Identifying con-
tractual terms) and § 1.482- 4(f)(3)(ii) 
(Identification of owner). Accordingly, 
that participant must receive an arm’s 
length payment from any controlled 
participant whose share of the intan-
gible development costs is less than its 
share of reasonably anticipated bene-
fits over time, under the provisions of 
§§ 1.482–1 and 1.482–4 through 1.482–6. 

(6) Failure to assign interests under a 
qualified cost sharing arrangement. If a 
qualified cost sharing arrangement 
fails to assign an interest in a covered 
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intangible, then each controlled partic-
ipant will be deemed to hold a share in 
such interest equal to its share of the 
costs of developing such intangible. 
For this purpose, if cost shares have 
varied materially over the period dur-
ing which such intangible was devel-
oped, then the costs of developing the 
intangible must be measured by their 
present discounted value as of the date 
when the first such costs were in-
curred. 

(7) Form of consideration. The consid-
eration for an acquisition described in 
this paragraph (g) may take any of the 
following forms: 

(i) Lump sum payments. For the treat-
ment of lump sum payments, see 
§ 1.482–4(f)(5) (Lump sum payments); 

(ii) Installment payments. Installment 
payments spread over the period of use 
of the intangible by the transferee, 
with interest calculated in accordance 
with § 1.482–2(a) (Loans or advances); 
and 

(iii) Royalties. Royalties or other pay-
ments contingent on the use of the in-
tangible by the transferee. 

(8) Examples. The following examples 
illustrate allocations described in this 
paragraph (g): 

Example 1. In year one, four members of a 
controlled group enter into a cost sharing ar-
rangement to develop a commercially fea-
sible process for capturing energy from nu-
clear fusion. Based on a reliable projection of 
their future benefits, each cost sharing par-
ticipant bears an equal share of the costs. 
The cost of developing intangibles for each 
participant with respect to the project is ap-
proximately $1 million per year. In year ten, 
a fifth member of the controlled group joins 
the cost sharing group and agrees to bear 
one-fifth of the future costs in exchange for 
part of the fourth member’s territory reason-
ably anticipated to yield benefits amounting 
to one-fifth of the total benefits. The fair 
market value of intangible property within 
the arrangement at the time the fifth com-
pany joins the arrangement is $45 million. 
The new member must pay one-fifth of that 
amount (that is, $9 million total) to the 
fourth member from whom it acquired its in-
terest in covered intangibles. 

Example 2. U.S. Subsidiary (USS), Foreign 
Subsidiary (FS) and Foreign Parent (FP) 
enter into a cost sharing arrangement to de-
velop new products within the Group X prod-
uct line. USS manufactures and sells Group 
X products in North America, FS manufac-

tures and sells Group X products in South 
America, and FP manufactures and sells 
Group X products in the rest of the world. 
USS, FS and FP project that each will man-
ufacture and sell a third of the Group X 
products under development, and they share 
costs on the basis of projected sales of manu-
factured products. When the new Group X 
products are developed, however, USS ceases 
to manufacture Group X products, and FP 
sells its Group X products to USS for resale 
in the North American market. USS earns a 
return on its resale activity that is appro-
priate given its function as a distributor, but 
does not earn a return attributable to ex-
ploiting covered intangibles. The district di-
rector determines that USS’s share of the 
costs (one-third) was greater than its share 
of reasonably anticipated benefits (zero) and 
that it has transferred an interest in the in-
tangibles for which it should receive a pay-
ment from FP, whose share of the intangible 
development costs (one-third) was less than 
its share of reasonably anticipated benefits 
over time (two-thirds). An allocation is made 
under §§ 1.482–1 and 1.482–4 through 1.482–6 
from FP to USS to recognize USS’ one-third 
interest in the intangibles. No allocation is 
made from FS to USS because FS did not ex-
ploit USS’s interest in covered intangibles. 

Example 3. U.S. Parent (USP), Foreign Sub-
sidiary 1 (FS1), and Foreign Subsidiary 2 
(FS2) enter into a cost sharing arrangement 
to develop a cure for the common cold. Costs 
are shared USP–50%, FS1–40% and FS2–10% 
on the basis of projected units of cold medi-
cine to be produced by each. After ten years 
of research and development, FS1 withdraws 
from the arrangement, transferring its inter-
ests in the intangibles under development to 
USP in exchange for a lump sum payment of 
$10 million. The district director may review 
this lump sum payment, under the provi-
sions of § 1.482–4(f)(5), to ensure that the 
amount is commensurate with the income 
attributable to the intangibles. 

Example 4. (i) Four members A, B, C, and D 
of a controlled group form a cost sharing ar-
rangement to develop the next generation 
technology for their business. Based on a re-
liable projection of their future benefits, the 
participants agree to bear shares of the costs 
incurred during the term of the agreement in 
the following percentages: A 40%; B 15%; C 
25%; and D 20%. The arm’s length charges, 
under the rules of §§ 1.482–1 and 1.482–4 
through 1.482–6, for the use of the existing in-
tangible property they respectively make 
available to the cost sharing arrangement 
are in the following amounts for the taxable 
year: A 80X; B 40X; C 30X; and D 30X. The 
provisional (before offsets) and final buy-in 
payments/receipts among A, B, C, and D are 
shown in the table as follows: 
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[All amounts stated in X’s] 

A B C D 

Payments ...................................................................................................................... <40> <21> <37.5> <30> 
Receipts ........................................................................................................................ 48 34 22.5 24 

Final ............................................................................................................................... 8 13 <15> <6> 

(ii) The first row/first column shows A’s 
provisional buy-in payment equal to the 
product of 100X (sum of 40X, 30X, and 30X) 
and A’s share of anticipated benefits of 40%. 
The second row/first column shows A’s provi-
sional buy-in receipts equal to the sum of 
the products of 80X and B’s, C’s, and D’s an-
ticipated benefits shares (15%, 25%, and 20%, 
respectively). The other entries in the first 
two rows of the table are similarly com-
puted. The last row shows the final buy-in 
receipts/payments after offsets. Thus, for the 
taxable year, A and B are treated as receiv-
ing the 8X and 13X, respectively, pro rata out 
of payments by C and D of 15X and 6X, re-
spectively. 

Example 5. A and B, two members of a con-
trolled group form a cost sharing arrange-
ment with an unrelated third party C to de-
velop a new technology useable in their re-
spective businesses. Based on a reliable pro-
jection of their future benefits, A and B 
agree to bear shares of 60% and 40%, respec-
tively, of the costs incurred during the term 
of the agreement. A also makes available its 
existing technology for purposes of the re-
search to be undertaken. The arm’s length 
charge, under the rules of §§ 1.482–1 and 1.482– 
4 through 1.482–6, for the use of the existing 
technology is 100X for the taxable year. 
Under its agreement with A and B, C must 
make a specified cost sharing payment as 
well as a payment of 50X for the taxable year 
on account of the pre- existing intangible 
property made available to the cost sharing 
arrangement. B’s provisional buy-in pay-
ment (before offsets) to A for the taxable 
year is 40X (the product of 100X and B’s an-
ticipated benefits share of 40%). C’s payment 
of 50X is shared provisionally between A and 
B in accordance with their shares of reason-
ably anticipated benefits, 30X (50X times 
60%) to A and 20X (50X times 40%) to B. B’s 
final buy-in payment (after offsets) is 20X 
(40X less 20X). A is treated as receiving the 
70X total provisional payments (40X plus 
30X) pro rata out of the final payments by B 
and C of 20X and 50X, respectively. 

(h) Character of payments made pursu-
ant to a qualified cost sharing arrange-
ment—(1) In general. Payments made 
pursuant to a qualified cost sharing ar-
rangement (other than payments de-
scribed in paragraph (g) of this section) 
generally will be considered costs of 
developing intangibles of the payor and 

reimbursements of the same kind of 
costs of developing intangibles of the 
payee. For purposes of this paragraph 
(h), a controlled participant’s payment 
required under a qualified cost sharing 
arrangement is deemed to be reduced 
to the extent of any payments owed to 
it under the arrangement from other 
controlled or uncontrolled partici-
pants. Each payment received by a 
payee will be treated as coming pro 
rata out of payments made by all 
payors. Such payments will be applied 
pro rata against deductions for the tax-
able year that the payee is allowed in 
connection with the qualified cost 
sharing arrangement. Payments re-
ceived in excess of such deductions will 
be treated as in consideration for use of 
the tangible property made available 
to the qualified cost sharing arrange-
ment by the payee. For purposes of the 
research credit determined under sec-
tion 41, cost sharing payments among 
controlled participants will be treated 
as provided for intra-group trans-
actions in § 1.41–6(e). Any payment 
made or received by a taxpayer pursu-
ant to an arrangement that the district 
director determines not to be a quali-
fied cost sharing arrangement, or a 
payment made or received pursuant to 
paragraph (g) of this section, will be 
subject to the provisions of §§ 1.482–1 
and 1.482–4 through 1.482–6. Any pay-
ment that in substance constitutes a 
cost sharing payment will be treated as 
such for purposes of this section, re-
gardless of its characterization under 
foreign law. 

(2) Examples. The following examples 
illustrate this paragraph (h): 

Example 1. U.S. Parent (USP) and its whol-
ly owned Foreign Subsidiary (FS) form a 
cost sharing arrangement to develop a mini-
ature widget, the Small R. Based on a reli-
able projection of their future benefits, USP 
agrees to bear 40% and FS to bear 60% of the 
costs incurred during the term of the agree-
ment. The principal costs in the intangible 
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development area are operating expenses in-
curred by FS in Country Z of 100X annually, 
and operating expenses incurred by USP in 
the United States also of 100X annually. Of 
the total costs of 200X, USP’s share is 80X 
and FS’s share is 120X, so that FS must 
make a payment to USP of 20X. This pay-
ment will be treated as a reimbursement of 
20X of USP’s operating expenses in the 
United States. Accordingly, USP’s Form 1120 
will reflect an 80X deduction on account of 
activities performed in the United States for 
purposes of allocation and apportionment of 
the deduction to source. The Form 5471 for 
FS will reflect a 100X deduction on account 
of activities performed in Country Z, and a 
20X deduction on account of activities per-
formed in the United States. 

Example 2. The facts are the same as in Ex-
ample 1, except that the 100X of costs borne 
by USP consist of 5X of operating expenses 
incurred by USP in the United States and 
95X of fair market value rental cost for a fa-
cility in the United States. The depreciation 
deduction attributable to the U.S. facility is 
7X. The 20X net payment by FS to USP will 
first be applied in reduction pro rata of the 
5X deduction for operating expenses and the 
7X depreciation deduction attributable to 
the U.S. facility. The 8X remainder will be 
treated as rent for the U.S. facility. 

(i) Accounting requirements. The ac-
counting requirements of this para-
graph are that the controlled partici-
pants in a qualified cost sharing ar-
rangement must use a consistent meth-
od of accounting to measure costs and 
benefits, and must translate foreign 
currencies on a consistent basis. 

(j) Administrative requirements—(1) In 
general. The administrative require-
ments of this paragraph consist of the 
documentation requirements of para-
graph (j)(2) of this section and the re-
porting requirements of paragraph 
(j)(3) of this section. 

(2) Documentation—(i) Requirements. A 
controlled participant must maintain 
sufficient documentation to establish 
that the requirements of paragraphs 
(b)(4) and (c)(1) of this section have 
been met, as well as the additional doc-
umentation specified in this paragraph 
(j)(2)(i), and must provide any such doc-
umentation to the Internal Revenue 
Service within 30 days of a request (un-
less an extension is granted by the dis-
trict director). Documents necessary to 
establish the following must also be 
maintained— 

(A) The total amount of costs in-
curred pursuant to the arrangement; 

(B) The costs borne by each con-
trolled participant; 

(C) A description of the method used 
to determine each controlled partici-
pant’s share of the intangible develop-
ment costs, including the projections 
used to estimate benefits, and an expla-
nation of why that method was se-
lected; 

(D) The accounting method used to 
determine the costs and benefits of the 
intangible development (including the 
method used to translate foreign cur-
rencies), and, to the extent that the 
method materially differs from U.S. 
generally accepted accounting prin-
ciples, an explanation of such material 
differences; 

(E) Prior research, if any, undertaken 
in the intangible development area, 
any tangible or intangible property 
made available for use in the arrange-
ment, by each controlled participant, 
and any information used to establish 
the value of pre-existing and covered 
intangibles; and 

(F) The amount taken into account 
as operating expenses attributable to 
stock-based compensation, including 
the method of measurement and timing 
used with respect to that amount as 
well as the data, as of date of grant, 
used to identify stock-based compensa-
tion related to the development of cov-
ered intangibles. 

(ii) Coordination with penalty regula-
tion. The documents described in para-
graph (j)(2)(i) of this section will sat-
isfy the principal documents require-
ment under § 1.6662–6(d)(2)(iii)(B) with 
respect to a qualified cost sharing ar-
rangement. 

(3) Reporting requirements. A con-
trolled participant must attach to its 
U.S. income tax return a statement in-
dicating that it is a participant in a 
qualified cost sharing arrangement, 
and listing the other controlled partici-
pants in the arrangement. A controlled 
participant that is not required to file 
a U.S. income tax return must ensure 
that such a statement is attached to 
Schedule M of any Form 5471 or to any 
Form 5472 filed with respect to that 
participant. 

(k) Effective date. This section applies 
for taxable years beginning on or after 
January 1, 1996. However, paragraphs 
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(a)(3), (d)(2) and (j)(2)(i)(F) of this sec-
tion apply for stock-based compensa-
tion granted in taxable years beginning 
on or after August 26, 2003. 

(l) Transition rule. A cost sharing ar-
rangement will be considered a quali-
fied cost sharing arrangement, within 
the meaning of this section, if, prior to 
January 1, 1996, the arrangement was a 
bona fide cost sharing arrangement 
under the provisions of § 1.482–7T (as 
contained in the 26 CFR part 1 edition 

revised as of April 1, 1995), but only if 
the arrangement is amended, if nec-
essary, to conform with the provisions 
of this section by December 31, 1996. 

[T.D. 8632, 60 FR 65557, Dec. 20, 1995, as 
amended by T.D. 8670, 61 FR 21956, May 13, 
1996; 61 FR 33656, June 28, 1996; T.D. 8930, 66 
FR 295, Jan. 3, 2001; T.D. 9088, 68 FR 51177, 
Aug. 26, 2003; 69 FR 13473, Mar. 23, 2004. Re-
designated by T.D. 9441, 74 FR 352, Jan. 5, 
2009] 

§§ 1.484–1.500 [Reserved] 
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