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§ 2.1–26 Reports by taxpayers. 
(a) Information required. With each in-

come tax return filed for a taxable year 
during any part of which a construc-
tion reserve fund is in existence the 
taxpayer shall submit a statement set-
ting forth a detailed analysis of such 
fund. The statement, which need not be 
on any prescribed form, shall include 
the following information with respect 
to the construction reserve fund: 

(1) The actual balance in the fund at 
the beginning and end of the taxable 
year; 

(2) The date, amount, and source of 
each deposit during the taxable year; 

(3) If any deposit referred to in sub-
paragraph (2) of this paragraph consists 
of proceeds from the sale, or indem-
nification of loss, of a vessel or share 
thereof, the amounts of the unrecog-
nized gain; 

(4) The date, amount, and purpose of 
each expenditure or withdrawal from 
the fund; and 

(5) The date and amount of each con-
tract, under which deposited funds are 
deemed to be obligated during the tax-
able year, for the construction, recon-
struction, reconditioning, or acquisi-
tion of new vessels, or for the liquida-
tion of purchase-money indebtedness 
on such vessels, and the identification 
of such vessels. 

(b) Records required. Taxpayers shall 
keep such records and make such addi-
tional reports as the Commissioner of 
Internal Revenue or the Administra-
tion may require. 

§ 2.1–27 Controlled corporation. 
For the purpose of section 511 of the 

Act and the regulations in this part a 
new vessel is considered as con-
structed, reconstructed, reconditioned, 
or acquired by the taxpayer if con-
structed, reconstructed, reconditioned, 
or acquired by a corporation at a time 
when the taxpayer owns not less than 
95 percent of the total number of 
shares of each class of stock of the cor-
poration. 

§ 2.1–28 Administrative jurisdiction. 
Sections 2.1–3 to 2.1–11, inclusive, 

§§ 2.1–13 to 2.1–15, inclusive, and §§ 2.1–19 
to 2.1–22, inclusive, deal primarily with 
matters under the jurisdiction of the 
Administration. Sections 2.1–12, 2.1–16 

to 2.1–18, inclusive, and §§ 2.1–23 to 2.1– 
27, inclusive, deal primarily with mat-
ters under the jurisdiction of the Com-
missioner of Internal Revenue. Gen-
erally, matters relating to the estab-
lishment, maintenance, expenditure, 
and use of construction reserve funds 
and the construction, reconstruction, 
reconditioning, or acquisition of new 
vessels are under the jurisdiction of the 
Administration; and matters relating 
to the determination, assessment, and 
collection of taxes are under the juris-
diction of the Commissioner of Inter-
nal Revenue. Correspondence should be 
addressed to the particular authority 
having jurisdiction in the matter. 

PART 3—CAPITAL CONSTRUCTION 
FUND 

Sec. 
3.0 Statutory provisions; section 607, Mer-

chant Marine Act, 1936, as amended. 
3.1 Scope of section 607 of the Act and the 

regulations in this part. 
3.2 Ceiling on deposits. 
3.3 Nontaxability of deposits. 
3.4 Establishment of accounts. 
3.5 Qualified withdrawals. 
3.6 Tax treatment of qualified withdrawals. 
3.7 Tax treatment of nonqualified with-

drawals. 
3.8 Certain corporate reorganizations and 

changes in partnerships, and certain 
transfers on death. [Reserved] 

3.9 Consolidated returns. [Reserved] 
3.10 Transitional rules for existing funds. 
3.11 Definitions. 

AUTHORITY: Sec. 21(a) of the Merchant Ma-
rine Act of 1970 (84 Stat. 1026); sec. 7805 of the 
Internal Revenue Code of 1954 (68A Stat. 917; 
26 U.S.C. 7805). 

SOURCE: T.D. 7398, 41 FR 5812, Feb. 10, 1976, 
unless otherwise noted. 

§ 3.0 Statutory provisions; section 607, 
Merchant Marine Act, 1936, as 
amended. 

SEC. 607 (a) Agreement Rules. 
Any citizen of the United States owning or 

leasing one or more eligible vessels (as de-
fined in subsection (k)(1)) may enter into an 
agreement with the Secretary of Commerce 
under, and as provided in, this section to es-
tablish a capital construction fund (herein-
after in this section referred to as the 
‘‘fund’’) with respect to any or all of such 
vessels. Any agreement entered into under 
this section shall be for the purpose of pro-
viding replacement vessels, additional ves-
sels, or reconstructed vessels, built in the 
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United States and documented under the 
laws of the United States for operation in 
the United States, foreign, Great Lakes, or 
noncontiguous domestic trade or in the fish-
eries of the United States and shall provide 
for the deposit in the fund of the amounts 
agreed upon as necessary or appropriate to 
provide for qualified withdrawals under sub-
section (f). The deposits in the fund, and all 
withdrawals from the fund, whether qualified 
or nonqualified, shall be subject to such con-
ditions and requirements as the Secretary of 
Commerce may by regulations prescribe or 
are set forth in such agreement; except that 
the Secretary of Commerce may not require 
any person to deposit in the fund for any tax-
able year more than 50 percent of that por-
tion of such person’s taxable income for such 
year (computed in the manner provided in 
subsection (b)(1)(A)) which is attributable to 
the operation of the agreement vessels. 

(b) Ceiling on Deposits. 
(1) The amount deposited under subsection 

(a) in the fund for any taxable year shall not 
exceed the sum of: 

(A) That portion of the taxable income of 
the owner or lessee for such year (computed 
as provided in chapter 1 of the Internal Rev-
enue Code of 1954 but without regard to the 
carryback of any net operating loss or net 
capital loss and without regard to this sec-
tion) which is attributable to the operation 
of the agreement vessels in the foreign or do-
mestic commerce of the United States or in 
the fisheries of the United States, 

(B) The amount allowable as a deduction 
under section 167 of the Internal Revenue 
Code of 1954 for such year with respect to the 
agreement vessels, 

(C) If the transaction is not taken into ac-
count for purposes of subparagraph (A), the 
net proceeds (as defined in joint regulations) 
from (i) the sale or other disposition of any 
agreement vessel, or (ii) insurance or indem-
nity attributable to any agreement vessel, 
and 

(D) The receipts from the investment or re-
investment of amounts held in such fund. 

(2) In the case of a lessee, the maximum 
amount which may be deposited with respect 
to an agreement vessel by reason of para-
graph (1)(B) for any period shall be reduced 
by any amount which, under an agreement 
entered into under this section, the owner is 
required or permitted to deposit for such pe-
riod with respect to such vessel by reason of 
paragraph (1)(B). 

(3) For purposes of paragraph (1), the term 
‘‘agreement vessel’’ includes barges and con-
tainers which are part of the complement of 
such vessel and which are provided for in the 
agreement. 

(c) Requirements as to Investments. 
Amounts in any fund established under 

this section shall be kept in the depository 
or depositories specified in the agreement 
and shall be subject to such trustee and 

other fiduciary requirements as may be spec-
ified by the Secretary of Commerce. They 
may be invested only in interest-bearing se-
curities approved by the Secretary of Com-
merce; except that, if the Secretary of Com-
merce consents thereto, an agreed percent-
age (not in excess of 60 percent) of the assets 
of the fund may be invested in the stock of 
domestic corporations. Such stock must be 
currently fully listed and registered on an 
exchange registered with the Securities and 
Exchange Commission as a national securi-
ties exchange, and must be stock which 
would be acquired by prudent men of discre-
tion and intelligence in such matters who 
are seeking a reasonable income and the 
preservation of their capital. If at any time 
the fair market value of the stock in the 
fund is more than the agreed percentage of 
the assets in the fund, any subsequent in-
vestment of amounts deposited in the fund, 
and any subsequent withdrawal from the 
fund, shall be made in such a way as to tend 
to restore the fund to a situation in which 
the fair market value of the stock does not 
exceed such agreed percentage. For purposes 
of this subsection, if the common stock of a 
corporation meets the requirements of this 
subsection and if the preferred stock of such 
corporation would meet such requirements 
but for the fact that it cannot be listed and 
registered as required because it is non-
voting stock, such preferred stock shall be 
treated as meeting the requirements of this 
subsection. 

(d) Nontaxability for Deposits. 
(1) For purposes of the Internal Revenue 

Code of 1954— 
(A) Taxable income (determined without 

regard to this section) for the taxable year 
shall be reduced by an amount equal to the 
amount deposited for the taxable year out of 
amounts referred to in subsection (b)(1)(A), 

(B) Gain from a transaction referred to in 
subsection (b)(1)(C) shall not be taken into 
account if an amount equal to the net pro-
ceeds (as defined in joint regulations) from 
such transaction is deposited in the fund, 

(C) The earnings (including gains and 
losses) from the investment and reinvest-
ment of amounts held in the fund shall not 
be taken into account, 

(D) The earnings and profits of any cor-
poration (within the meaning of section 316 
of such Code) shall be determined without re-
gard to this section, and 

(E) In applying the tax imposed by section 
531 of such Code (relating to the accumulated 
earnings tax), amounts while held in the 
fund shall not be taken into account. 

(2) Paragraph (1) shall apply with respect 
to any amount only if such amount is depos-
ited in the fund pursuant to the agreement 
and not later than the time provided in joint 
regulations. 

(e) Establishment of Accounts. 
For purposes of this section— 
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(1) Within the fund established pursuant to 
this section three accounts shall be main-
tained: 

(A) The capital account, 
(B) The capital gain account, and 
(C) The ordinary income account. 
(2) The capital account shall consist of— 
(A) Amounts referred to in subsection 

(b)(1)(B), 
(B) Amounts referred to in subsection 

(b)(1)(C) other than that portion thereof 
which represents gain not taken into ac-
count by reason of subsection (d)(1)(B), 

(C) 85 percent of any dividend received by 
the fund with respect to which the person 
maintaining the fund would (but for sub-
section (d)(1)(C)) be allowed a deduction 
under section 243 of the Internal Revenue 
Code of 1954, and 

(D) Interest income exempt from taxation 
under section 103 of such Code. 

(3) The capital gain account shall consist 
of— 

(A) Amounts representing capital gains on 
assets held for more than 6 months and re-
ferred to in subsection (b)(1)(C) or (b)(1)(D), 
reduced by— 

(B) Amounts representing capital losses on 
assets held in the fund for more than 6 
months. 

(4) The ordinary income account shall con-
sist of— 

(A) Amounts referred to in subsection 
(b)(1)(A), 

(B)(i) Amounts representing capital gains 
on assets held for 6 months or less and re-
ferred to in subsection (b)(1)(C) or (b)(1)(D), 
reduced by— 

(ii) Amounts representing capital losses on 
assets held in the fund for 6 months or less, 

(C) Interest (not including any tax-exempt 
interest referred to in paragraph (2)(D)) and 
other ordinary income (not including any 
dividend referred to in subparagraph (E)) re-
ceived on assets held in the fund, 

(D) Ordinary income from a transaction de-
scribed in subsection (b)(1)(C), and 

(E) 15 percent of any dividend referred to in 
paragraph (2)(C). 

(5) Except on termination of a fund, capital 
losses referred to in paragraph (3)(B) or in 
paragraph (4)(B)(ii) shall be allowed only as 
an offset to gains referred to in paragraph 
(3)(A) or (4)(B)(i), respectively. 

(f) Purposes of Qualified Withdrawals. 
(1) A qualified withdrawal from the fund is 

one made in accordance with the terms of 
the agreement but only if it is for: 

(A) The acquisition, construction, or re-
construction of a qualified vessel, 

(B) The acquisition, construction, or recon-
struction of barges and containers which are 
part of the complement of a qualified vessel, 
or 

(C) The payment of the principal on indebt-
edness incurred in connection with the ac-
quisition, construction, or reconstruction of 

a qualified vessel or a barge or container 
which is part of the complement of a quali-
fied vessel. 
Except to the extent provided in regulations 
prescribed by the Secretary of Commerce, 
subparagraph (B), and so much of subpara-
graph (C) as relates only to barges and con-
tainers, shall apply only with respect to 
barges and containers constructed in the 
United States. 

(2) Under joint regulations, if the Sec-
retary of Commerce determines that any 
substantial obligation under any agreement 
is not being fulfilled, he may, after notice 
and opportunity for hearing to the person 
maintaining the fund, treat the entire fund 
or any portion thereof as an amount with-
drawn from the fund in a nonqualified with-
drawal. 

(g) Tax Treatment of Qualified With-
drawals. 

(1) Any qualified withdrawal from a fund 
shall be treated— 

(A) First as made out of the capital ac-
count, 

(B) Second as made out of the capital gain 
account, and 

(C) Third as made out of the ordinary in-
come account. 

(2) If any portion of a qualified withdrawal 
for a vessel, barge, or container is made out 
of the ordinary income account, the basis of 
such vessel, barge, or container shall be re-
duced by an amount equal to such portion. 

(3) If any portion of a qualified withdrawal 
for a vessel, barge, or container is made out 
of the capital gain account, the basis of such 
vessel, barge, or container shall be reduced 
by an amount equal to— 

(A) Five-eighths of such portion, in the 
case of a corporation (other than an electing 
small business corporation, as defined in sec-
tion 1371 of the Internal Revenue Code of 
1954), or 

(B) One-half of such portion, in the case of 
any other person. 

(4) If any portion of a qualified withdrawal 
to pay the principal on any indebtedness is 
made out of the ordinary income account or 
the capital gain account, then an amount 
equal to the aggregate reduction which 
would be required by paragraphs (2) and (3) if 
this were a qualified withdrawal for a pur-
pose described in such paragraphs shall be 
applied, in the order provided in joint regula-
tions, to reduce the basis of vessels, barges, 
and containers owned by the person main-
taining the fund. Any amount of a with-
drawal remaining after the application of the 
preceding sentence shall be treated as a non-
qualified withdrawal. 

(5) If any property the basis of which was 
reduced under paragraph (2), (3), or (4) is dis-
posed of, any gain realized on such disposi-
tion, to the extent it does not exceed the ag-
gregate reduction in the basis of such prop-
erty under such paragraphs, shall be treated 
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as an amount referred to in subsection 
(h)(3)(A) which was withdrawn on the date of 
such disposition. Subject to such conditions 
and requirements as may be provided in joint 
regulations, the preceding sentence shall not 
apply to a disposition where there is a rede-
posit in an amount determined under joint 
regulations which will, insofar as prac-
ticable, restore the fund to the position it 
was in before the withdrawal. 

(h) Tax Treatment of Nonqualified With-
drawals. 

(1) Except as provided in subsection (i), any 
withdrawal from a fund which is not a quali-
fied withdrawal shall be treated as a non-
qualified withdrawal. 

(2) Any nonqualified withdrawal from a 
fund shall be treated— 

(A) First as made out of the ordinary in-
come account, 

(B) Second as made out of the capital gain 
account, and 

(C) Third as made out of the capital ac-
count. 
For purposes of this section, items with-
drawn from any account shall be treated as 
withdrawn on a first-in-first-out basis; ex-
cept that (i) any nonqualified withdrawal for 
research, development, and design expenses 
incident to new and advanced ship design, 
machinery and equipment, and (ii) any 
amount treated as a nonqualified withdrawal 
under the second sentence of subsection 
(g)(4), shall be treated as withdrawn on a 
last-in-first-out basis. 

(3) For purposes of the Internal Revenue 
Code of 1954— 

(A) Any amount referred to in paragraph 
(2)(A) shall be included in income as an item 
of ordinary income for the taxable year in 
which the withdrawal is made. 

(B) Any amount referred to in paragraph 
(2)(B) shall be included in income for the tax-
able year in which the withdrawal is made as 
an item of gain realized during such year 
from the disposition of an asset held for 
more than 6 months, and 

(C) For the period on or before the last 
date prescribed for payment of tax for the 
taxable year in which this withdrawal is 
made— 

(i) No interest shall be payable under sec-
tion 6601 of such Code and no addition to the 
tax shall be payable under section 6651 of 
such Code, 

(ii) Interest on the amount of the addi-
tional tax attributable to any item referred 
to in subparagraph (A) or (B) shall be paid at 
the applicable rate (as defined in paragraph 
(4)) from the last date prescribed for pay-
ment of the tax for the taxable year for 
which such item was deposited in the fund, 
and 

(iii) No interest shall be payable on 
amounts referred to in clauses (i) and (ii) of 
paragraph (2) or in the case of any non-
qualified withdrawal arising from the appli-

cation of the recapture provision of section 
606(5) of the Merchant Marine Act of 1936 as 
in effect on December 31, 1969. 

(4) For purposes of paragraph (3)(C)(ii), the 
applicable rate of interest for any non-
qualified withdrawal— 

(A) Made in a taxable year beginning in 
1970 or 1971 is 8 percent, or 

(B) Made in a taxable year beginning after 
1971, shall be determined and published joint-
ly by the Secretary of the Treasury and the 
Secretary of Commerce and shall bear a rela-
tionship to 8 percent which the Secretaries 
determine under joint regulations to be com-
parable to the relationship which the money 
rates and investment yields for the calendar 
year immediately preceding the beginning of 
the taxable year bear to the money rates and 
investment yields for the calendar year 1970. 

(i) Certain Corporate Reorganizations and 
Changes in Partnerships. 

Under joint regulations— 
(1) A transfer of a fund from one person to 

another person in a transaction to which sec-
tion 381 of the Internal Revenue Code of 1954 
applies may be treated as if such transaction 
did not constitute a nonqualified with-
drawal, and 

(2) A similar rule shall be applied in the 
case of a continuation of a partnership (with-
in the meaning of subchapter K of such 
Code). 

(j) Treatment of Existing Funds. 
(1) Any person who was maintaining a fund 

or funds (hereinafter in this subsection re-
ferred to as ‘‘old fund’’) under this section 
(as in effect before the enactment of this 
subsection) may elect to continue such old 
fund but— 

(A) May not hold moneys in the old fund 
beyond the expiration date provided in the 
agreement under which such old fund is 
maintained (determined without regard to 
any extension or renewal entered into after 
April 14, 1970), 

(B) May not simultaneously maintain such 
old fund and a new fund established under 
this section, and 

(C) If he enters into an agreement under 
this section to establish a new fund, may 
agree to the extension of such agreement to 
some or all of the amounts in the old fund. 

(2) In the case of any extension of an agree-
ment pursuant to paragraph (1)(C), each item 
in the old fund to be transferred shall be 
transferred in a nontaxable transaction to 
the appropriate account in the new fund es-
tablished under this section. For purposes of 
subsection (h)(3)(C), the date of the deposit 
of any item so transferred shall be July 1, 
1971, or the date of the deposit in the old 
fund, whichever is the later. 

(k) Definitions. 
For purposes of this section— 
(1) The term ‘‘eligible vessel’’ means any 

vessel— 
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(A) Constructed in the United States and, 
if reconstructed, reconstructed in the United 
States, 

(B) Documented under the laws of the 
United States, and 

(C) Operated in the foreign or domestic 
commerce of the United States or in the fish-
eries of the United States. 
Any vessel which (i) was constructed outside 
of the United States but documented under 
the laws of the United States on April 15, 
1970, or (ii) constructed outside the United 
States for use in the United States foreign 
trade pursuant to a contract entered into be-
fore April 15, 1970, shall be treated as satis-
fying the requirements of subparagraph (A) 
of this paragraph and the requirements of 
subparagraph (A) of paragraph (2). 

(2) The term ‘‘qualified vessel’’ means any 
vessel— 

(A) Constructed in the United States and, 
if reconstructed, reconstructed in the United 
States, 

(B) Documented under the laws of the 
United States, and 

(C) Which the person maintaining the fund 
agrees with the Secretary of Commerce will 
be operated in the United States foreign, 
Great Lakes, or noncontiguous domestic 
trade or in the fisheries of the United States. 

(3) The term ‘‘agreement vessel’’ means 
any eligible vessel or qualified vessel which 
is subject to an agreement entered into 
under this section. 

(4) The term ‘‘United States,’’ when used in 
a geographical sense, means the continental 
United States including Alaska, Hawaii, and 
Puerto Rico. 

(5) The term ‘‘United States foreign trade’’ 
includes (but is not limited to) those areas in 
domestic trade in which a vessel built with 
construction-differential subsidy is per-
mitted to operate under the first sentence of 
section 506 of this Act. 

(6) The term ‘‘joint regulations’’ means 
regulations prescribed under subsection (1). 

(7) The term ‘‘vessel’’ includes cargo han-
dling equipment which the Secretary of 
Commerce determines is intended for use 
primarily on the vessel. The term ‘‘vessel’’ 
also includes an ocean-going towing vessel or 
an ocean-going barge or comparable towing 
vessel or barge operated on the Great Lakes. 

(8) The term ‘‘noncontiguous trade’’ means 
(i) trade between the contiguous forty-eight 
States on the one hand and Alaska, Hawaii, 
Puerto Rico, and the insular territories and 
possessions of the United States on the other 
hand, and (ii) trade from any point in Alas-
ka, Hawaii, Puerto Rico, and such territories 
and possessions to any other point in Alaska, 
Hawaii, Puerto Rico, and such territories 
and possessions. 

(l) Records; Reports; Changes in Regula-
tions. 

Each person maintaining a fund under this 
section shall keep such records and shall 

make such reports as the Secretary of Com-
merce or the Secretary of the Treasury shall 
require. The Secretary of the Treasury and 
the Secretary of Commerce shall jointly pre-
scribe all rules and regulations, not incon-
sistent with the foregoing provisions of this 
section, as may be necessary or appropriate 
to the determination of tax liability under 
this section. If, after an agreement has been 
entered into under this section, a change is 
made either in the joint regulations or in the 
regulations prescribed by the Secretary of 
Commerce under this section which could 
have a substantial effect on the rights or ob-
ligations of any person maintaining a fund 
under this section, such person may termi-
nate such agreement. 

§ 3.1 Scope of section 607 of the Act 
and the regulations in this part. 

(a) In general. The regulations pre-
scribed in this part provide rules for 
determining the income tax liability of 
any person a party to an agreement 
with the Secretary of Commerce estab-
lishing a capital construction fund (for 
purposes of this part referred to as the 
‘‘fund’’) authorized by section 607 of 
the Merchant Marine Act, 1936, as 
amended (for purposes of this part re-
ferred to as the ‘‘Act’’). With respect to 
such parties, section 607 of the Act in 
general provides for the nontaxability 
of certain deposits of money or other 
property into the fund out of earnings 
or gains realized from the operation of 
vessels covered in an agreement, gains 
realized from the sale or other disposi-
tion of agreement vessels or proceeds 
from insurance for indemnification for 
loss of agreement vessels, earnings 
from the investment or reinvestment 
of amounts held in a fund, and gains 
with respect to amounts or deposits in 
the fund. Transitional rules are also 
provided for the treatment of ‘‘old 
funds’’ existing on or before the effec-
tive date of the Merchant Marine Act 
of 1970 (see § 3.10). 

(b) Cross references. For rules relating 
to eligibility for a fund, deposits, and 
withdrawals and other aspects, see the 
regulations prescribed by the Secretary 
of Commerce in titles 46 (Merchant Ma-
rine) and 50 (Fisheries) of the Code of 
Federal Regulations. 

(c) Code. For purposes of this part, 
the term ‘‘Code’’ means the Internal 
Revenue Code of 1954, as amended. 
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