Part Ill. Administrative, Procedural, and Miscellaneous

26 CER 601.204: Changes in accounting periods
and in methods of accounting.
(Also Part [, §§ 446, 475; 1.446-1, 1.475(c)-1.)

. Rev. Proc. 9743

SEC. 1. PURPOSE

This revenue procedure tells taxpayers
how to request consent to change methods
of accounting to comply with elections
out of certain exemptions from dealer sta-
tus for purposes of § 475 of the Internal
Revenue Code. See § 1.475(c)}-1(a)(3) of
the Income Tax Regulations (conceming
taxpayers buying securities from or sell-
ing securities to members of the same
consolidated group); § 1.475(c)-1(b)
(conceming sellers of nonfinancial goods
and services); and § 1.475(c)-1(c) (con-
cerning taxpayers that engage in no more
than negligible sales of securities).

SEC. 2. BACKGROUND

01 Under § 475(a), dealers in securi-
ties must use a mark-to-market account-
ing method for securities other than cer-
tain securities timely identified as exempt
under § 475(b)(2). Section 475(c)(1) de-
fines dealer in securities for purposes of
§ 475.

.02 One component of the definition of
dealer in securities in § 475(c)(1) is enter-
ing into transactions in securities with
customers. Members of the same consoli-
dated group are ordinarily not each
other’s customers for purposes of
§ 475(c)(1). Section 1.475(c)-1(a)3)(ii).
A consolidated group may, however, elect
to treat its members as potential cus-
tomers of one another for purposes of
§ 475(c)(1) (the intragroup-customer
election). Unless the Commissioner oth-
erwise prescribes, the election is made by
filing a specified statement with a timely
filed consolidated federal income tax re-
turn. Section 1.475(c)}-1(a)(3)(ii)(B).

.03 A taxpayer is ordinarily exempt
from treatment as a dealer in securities if
the taxpayer would not be a dealer in se-
curities but for its purchases and sales of
debt instruments that are customer paper
as defined in § 1.475(c)>~1(b)(2) with re-
spect to the taxpayer or another member
of its consolidated group (the customer
paper exemption). Section 1.475
(cy-1(b)(1). Taxpayers may ¢lect not to
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be governed by the customer paper ex-
emption. Section 1.475(c)}~1(b)(4). Un-
less the Commissioner otherwise pre-
scribes, the election generally is made by
filing a specified statement with a timely
filed federal income tax return (or, in lim-
ited cases, an amended return). Section
1.475(c)-1(b)(4)(i); see also Rev. Rul.
97-39, page 4, this Bulletin, Holding 13.

.04 A taxpayer’s purchases of securities
from customers do not make the laxpayer
a dealer in securities if the taxpayer en-
gages in no more than negligible sales of
securities as defined in § 1.475(c)}-1(cX2)
(the negligible sales exemption). Section
1.475(c)-1(c)(1)i). Taxpayers may elect
not to be governed by the negligible sales
exemption. This is done on a timely filed
original federal income tax retum (or, in
limited cases, on an amended return).
Section 1.475(c)-1(c)(1)(ii); see also Rev.
Rul. 97-39, Holding 12.

.05 In general, making one of these
elections results in the taxpayer being re-
quired to change its method of accounting
to reflect the application of § 475(a). But
see Rev. Rul. 97-39, Holding 17 (dis-
cussing circumstances in which more than
one election must be made for § 475(a) to
apply). A taxpayer must obtain the con-
sent of the Commissioner to change an
accounting method. Section 446(e).

.06 A taxpayer that accounts for secun-
ties under § 475(a) may change that
method only with the consent of the Com-
missioner. Section 446(¢). See Rev. Rul.
97-39, Holding 20; see also Rev. Proc.
97-27, 1997-21 1.R.B. 10, or its succes-
sor on how to request consent to change.

SEC. 3. SCOPE

This revenue procedure applies to tax-
payers required to change methods of ac-
counting as a result of elections under
§ 1.475(c)-1(a)(3)(iii), —1(b)(4), or
-1(c)(1)(ii) (including taxpayers that
made those elections prior to September
10, 1997).

SEC. 4. PROCEDURE

.01 If a taxpayer elects to be governed
by the intragroup-customer election and
the election results in the taxpayer being
required to change its method of account-
ing, then the taxpayer must attach both
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the statement described in § 1.475(c)-
1(a)(3)(iii}B) and the additional docu-
ments required by section 4.07 of this rev-
enue procedure to the taxpayer's timely
filed original federal income tax return for
the first year subject to the election. If
that retumn is filed on or before October
31, 1997, however, the additional docu-
ments may be filed at a later date in accor-
dance with section 4.04. In addition, a
copy of those documents must be filed as
required by section 4.05 and, if applica-
ble, section 4.06.

.02 If a taxpayer elects not to be gov-
erned by the customer paper exemption
and the election results in the taxpayer
being required to change its method of ac-
counting, then the taxpayer must attach
both the statement described in
§ 1.475(c)-1(b)(4)(i) and the additional
documents required by section 4.07 of
this revenue procedure to a timely filed
federal income tax return or to an
amended return, as appropriate under
§ 1.475(c)-1(b)}(4)(i)(A) or (B) or Hold-
ing 13 of Rev. Rul. 97-39. If that return is
filed on or before October 31, 1997, how-
ever, the additional documents may be
filed at a later date in accordance with sec-
tion 4.04. In addition, a copy of those doc-
uments must be filed as required by section
4.05 and, if applicable, section 4.06.

.03 If a taxpayer elects not to be gov-
erned by the negligible sales exemption
and the election results in the taxpayer
being required to change its method of ac-
counting, then the laxpayer must attach
the documents required by section 4.07 of
this revenue procedure 1o the timely filed
original federal income tax return de-
scribed in § 1.475(c)—1(c)(1)(ii) or the
amended return described in Rev. Rul.
97--39, Holding 12 (discussing when the
election not to be governed by the negligi-
ble sales exemption may be made by fil-
ing an amended return). If that return is
filed on or before October 31, 1997, how-
ever, the additional documents may be
filed at a later date in accordance with sec-
tion 4.04. In addition, a copy of those doc-
uments must be filed as required by section
4.05 and, if applicable, section 4.06.

.04 A taxpayer that files the relun de-
scribed in section 4.01, 4.02, or 4.03 of
this revenue procedure on or before Octo-
ber 31, 1997, need no! attach the docu-
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ber 31, 1997, need not attach the docu-
ments required by section 4.07 to that re-
turn if the taxpayer instead attaches these
documents to the first federal income tax
return or amended return filed by the tax-
payer after October 31, 1997, that is for a
taxable year subject to the election.

.05 The taxpayer must file a copy of the
documents required by section 4.07 of this
revenue procedure with the Commissioner
of Internal Revenue, Attention:
CC:DOM:IT&A, P.O. Box 7604, Benjamin
Franklin Station, Washington, DC 20044
(or, in the case of a designated private de-
livery service: Commissioner of Internal
Revenue, Attention: CC:DOM:IT&A,
1111 Constitution Avenue, NW, Washing-
ton, DC 20224). This filing must occur on
or before the later of October 31, 1997, and
the time the taxpayer files the return de-
scribed in section 4.01, 4.02, or 4.03. The
documents must contain the name and teje-
phone number of the examining agent, ap-
peals office, or counsel of record for the
government, if any, described in section
4.06.

.06 If a taxpayer files an amended retum
on which the taxpayer elects not to be gov-
emned by the customer paper exemption or
the negligible sales exemption and, at the
time of filing, the taxable year to which the
amended return applies or any subsequent
taxable year is before the Service or before
a federal court, then the taxpayer must pro-
vide a copy of the documents required by
section 4.07 of this revenue procedure to
the persons provided below.

(1) If a taxable year in question is be-
fore the Service, a copy of the documents

.required by section 4.07 of this revenue
procedure must be provided to the tax-
payer's examining agent or, instead, if the
taxable year has been assigned to an ap-
peals office, to such appeals office. The
taxpayer must provide the copy by the
later of October 31, 1997, and the day that
is 30 days after the date the taxable year
in question first came before the Service.
For purposes of this section, a taxable
year shall be considered before the Ser-
vice from the time the taxpayer (or any
member of a consolidated group of which
taxpayer was a member during the taxable
year) has been contacted in any manner
by a representative of the Service for the
purpose of scheduling any type of exami-
nation of its federal income tax return for
that year until the receipt of a no-change
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letter for that year, the execution of a
waiver of restrictions on assessment and
collection of deficiency in tax and accep-
tance of overassessment, the expiration of
the period for filing a petition with the
Tax Court for that year, or the filing of a
petition with the Tax Court.

(2) If a taxable year in question is be-
fore a federal court, a copy of the docu-
ments required by section 4.07 of this rev-
enue procedure must be provided to
counsel of record for the government.
The taxpayer must provide the copy by
the later of October 31, 1997, and the day
which is 30 days after the date the taxable
year in question first came before a fed-
eral court. For purposes of this section, a
taxable year will be considered before a
federal court if the treatment of any item
{(whether or not involving a method of ac-
counting) for such taxable year would be
considered before a federal court for the
purpose of Rev. Proc. 97-27, 1997-21
I.R.B. 10, section 3.08(3).

.07 The taxpayer must properly com-
plete and execute a Form 3115. A legend
must be typed on the top of the first page
of the Form 3115 that identifies the ap-
plicable pants of section 4 of this revenue
procedure (other than section 4.04 and
section 4.07). The legend should read
substantially as follows: “Filed under sec-
tion[s) 4.** [and 4.**] of Rev. Proc.
97-43."

(1) Form 3115 requires an explanation
of the legal basis of the proposed change
in method of accounting. That explana-
tion must state specifically which elec-
tion(s) the taxpayer made under
§ 1.475(c)-1. See also Rev. Rul. 97-39,
Holding 17 (discussing the need for mul-
tiple elections).

(2) The taxpayer must attach to the
Form 3115 a statement describing all iden-
tifications, if any, that are or were effective
for the purposes of § 475(bX2) of securi-
ties acquired prior to the date of executing
the Form 3115 (or the date of filing if filed
more than 30 days after executing). For
identifications that are not subject to Hold-
ing 15 of Rev. Rul. 97-39, the statement
must describe the procedures or systems
used to make each identification, the date
on which the identifications were made,
and the content and location of the identifi-
cations in the taxpayer's books and
records. See Rev. Rul. 97-39, Holding 14
(discussing when an identification under
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§ 475(b)(2) is timely made). If the tax-
payer holds, or held, transition securities,
which are subject to identification under
Holding 15 of Rev. Rul. 97-39, the state-
ment must describe the basis for conclud-
ing that the securities were or were not de-
scribed in § 475(b)(1)(A), (B), or (C),
including the date, content, and location of
documents in the taxpayer’s books and
records that support such conclusions. If
there were no identifications, or if none of
the taxpayer’s securities were transition se-
curities, then the statement should convey
this information.

SEC. 5. CONSENT

.01 If a taxpayer described in section 3
of this revenue procedure complies with
the requirements set forth in section 4,
then the Commissioner hereby grants
consent for the taxpayer to change its
method of accounting for securities to re-
flect the application of § 475(a).

.02 Pending further guidance, in the
case of any taxpayer granted automatic
consent to change an accounting method
by this revenue procedure, § 475(a) ap-
plies only to changes in value of securities
occurring after the start of the year of
change, and any built-in gain or loss as of
the beginning of the year of change must
be taken into account under rules similar
to § 1.475(a)-3(b)(2).

SEC. 6. EFFECTIVE DATE

This revenue procedure is effective Sep-
tember 10, 1997, the date this revenue pro-
cedure was made available to the public.

SEC. 7. PAPERWORK REDUCTION
ACT

The collections of information con-
tained in this revenue procedure have
been reviewed and approved by the Of-
fice of Management and Budget in accor-
dance with the Paperwork Reduction Act
(44 U.S.C. 3507) under control number
1545-1558.

An agency may not conduct or Sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
control number.

The collections of information in this
revenue procedure are in sections 2.02,
2.03, 2.04, and 4.07(2). This information
is required by the Service in order to facil-
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itate monitoring taxpayers changing ac-
counting methods resulting from making
the elections provided by § 1.475(c)
1{a)(3)iii), ~1(b)4), or —1(c)1)(ii). The
information collected will be used if a tax-
payer making the change is audited. The
collection of information is required to ob-
tain a benefit. The likely respondents are
business or other for-profit institutions.

The collection of information contained
in sections 2.02, 2.03, and 2.04 were re-
viewed and approved by the Office of Man-
agement and Budget in accordance with the
Paperwork Reduction Act (44 U.S.C. 3507)
under control number 1545-1496.

September 29, 1997

The estimated total annuai reporting
burden described in section 4.07(2) is
100,000 hours.

The estimated annual burden per re-
spondent varies from .25 hours to 50
hours, depending on individual circum-
stances, with an estimated average of 5
hours. The estimated number of respon-
dents is 20,000.

The estimated annual frequency of re-
sponses is once in the existence of each
respondent.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mater-
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ial in the administration of any internal
revenue law. Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

DRAFTING INFORMATION

The principal author of this revenue
procedure is Kenneth P. Christman of the
Office of Assistant Chief Counsel (Finan-
cial Institutions and Products). For fur-
ther information regarding this revenue
procedure, contact Mr. Christman at 202-
622-3950 (ot a toll-free call).
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 446.—General Rule for
Methods of Accounting

26 CFR 1.446-1: General rule for methods of
accounting.

Questions and answers about the application of
section 475 and the regulations thereunder. See Rev.

Rul. 97-39, page 4.

26 CFR 1.446-1: General rule for methods of
accounting.

Whal information must a laxpayer provide in
order (o oblain aulomatic consenl to change ac-
counting method when section 475(a) becomes ap-
plicable as a result of the taxpayer making an elec-
tion (i) to treat Iransactions within a consolidated
group as transactions with customers as provided by
section 1.475(c)-1(a), or (ii) not to be governed by
the exemptions from the status of a dealer in securi-
ties provided by section 1.475(¢c)-1(b) or —1(c)? See
Rev. Proc. 97-43, page 12.

Section 475.—Mark-to-Market
Accounting Method for Dealers
in Securities

26 CFR 1.475(b)-2: Exemptions—identification
requirements. (Also §§ 446, 475, 7805; 1.446-1,
1.475(c)-1, 301.7805-1.)

Mark-to-market accounting method
for dealers in securities, This ruling pro-
vides guidance to enable taxpayers to
comply with the mark-to-market require-
ments of section 475 of the Code. Rev.
Ruls. 94-7 and 93-76 clarified, modified,
partially obsoleted, and superseded.

Rev. Rul. 97-39

PURPOSE

This revenue ruling provides guidance
under § 475 of the Internal Revenue Code
to enable taxpayers to comply with the
mark-to-market requirements of § 475.
Rev. Rul. 93-76, 1993-2 C.B. 235 (which
was previously modified by Rev. Rul.
94-7, 1994—1 C.B. 151), is clarified,
modified, partially obsoleted, and super-
seded.

LAW

Section 475 of the Code was enacted
on August 10, 1993, in the Omnibus Bud-
get Reconciliation Act of 1993 (the
“1993 Act™), section 13223, 1993-3 C.B.
1. 69. It requires mark-to-market ac-
counting treatment for certain securities
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held by a “dealer in securities” as defined
in § 475(c)(1). This requirement is effec-
tive for all taxable years ending on or
after December 31, 1993. Section 475
was amended on August 5, 1997, in the
Taxpayer Relief Act of 1997 (the “1997
Act™), section 1001(b) (redesignating
old § 475(e) as § 475(g) and adding new
§ 475(e) and (f) to allow dealers in com-
modities and traders in securities and
commodities to elect mark-to-market ac-
counting, effective for taxable years end-
ing after August 5, 1997). This revenue
ruling is limited to issues arising under
the 1993 Act and does not address issues
arising under the 1997 Act.

Section 475(a) sets forth two mark-to-
market rules. First, any security that is in-
ventory in the hands of a dealer must be
included in inventory at its fair market
value. Second, any security that is not in-
ventory in the hands of a dealer and that is
held at the close of any taxable year is

treated as sold by the dealer for its fair

market value on the last business day of
that taxable year, and any gain or loss is
required to be taken into account for that
taxable year.

Section 475(b)(1) provides that the
mark-to-market rules do not apply to: (1)
any security held for investment; (2) any
evidence of indebtedness that is acquired
(including originated), or any obligation
to acquire an evidence of indebtedness
that is entered into, by a dealer in the or-
dinary course of its trade or business, but
only if the evidence of indebtedness or
obligation to acquire an evidence of in-
debtedness is not held for sale; (3) any
security that is a hedge with respect to a
security that is not subject to the mark-to-
market rules; and (4) any security that is
a hedge of a position, right to income, or
liability that is not a security in the hands
of the taxpayer. Under § 475(b)(2), a se-
curity must be clearly identified in the
dealer’s records as being covered by one
of the exceptions described in §
475(b)(1) before the close of the day on
which the dealer acquired, originated, or
entered into the secunity.

In addition to the identification require-
ments in § 475(b), § 475(c)(2)(F)(1i) re-
quires a dealer in securities to identify a
position that is not a security described in
§ 475(c)(2)(A)YHE), but that is treated as a
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security because it is a hedge with respect
to such a security.

ISSUES AND HOLDINGS

Issue 1: If a taxpayer is not otherwise a
dealer in securities within the meaning of
§ 475(c)(1) but, nevertheless, timely iden-
tifies all of its securities as being covered
by one of the exceptions in § 475(b)(1),
does that “protective identification” cause
the taxpayer to be treated as a dealer?

Holding 1: No. Ataxpayer that is not 2
dealer in securities within the meaning of
§ 475(cX1) does not become a dealer in
securities or create an inference that itis a
dealer in securities by making a protective
identification of its securities.

Issue 2: Is a bank or an insurance com-
pany excepted from the mark-to-market
rules on the grounds that it is, per se, not a
dealer in securities within the meaning of
§ 475(c)(1)?

Holding 2: No. A bank or an insur-
ance company is subject to the mark-to-
market rules if its activities bring it
within the definition of a dealer in securi-
ties in § 475(c)(1). For example, many
banks are dealers because they regularly
originate and sell loans. As another ex-
ample, an insurance company that regu-
larly makes and sells policyholder loans
is a dealer for purposes of § 475.

[ssue 3: If a taxpayer’s sole business
consists of trading in securities (that is,
the taxpayer does not purchase from,
sell to, or otherwise enter into transac-
tions with customers), is the taxpayer a
dealer in securities within the meaning
of § 475(¢)?

Holding 3: No. A taxpayer whose sole
business consists of trading in securities is
not a dealer in securities within the mean-
ing of § 475(c) because that taxpayer does
not purchase from, sell to, or enter into
transactions with, customers in the ordi-
nary course of a trade or business.

Issue 4: Does the classification of a se-
curity under financial accounting princi-
ples, including FASB Statement No. 115
(Accounting for Certain Investments in
Debt and Equity Securities), determine
whether the security qualifies for one of
the exceptions to the mark-to-market
rules under § 475(b)(1)?

Holding 4: No. The classification of
a security under financial accounting
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principles is not dispositive of the treat-
ment of the security for federal income
tax purposes. For example, for purposes
of § 475, a securily may in cenain cases
qualify for the held-for-investment ex-
ception to the mark-to-market rules even
though, under applicable financial ac-
counting principles, the security is clas-
sified as available for sale.

Issue 5: Does an identification of a se-
curity as “held for investment” under
§ 1236 serve to identify that security as
“held for investment” (within the mean-
ing of § 475(b)(1)(A)) or as “not held for
sale” (within the meaning of
§ 475(bX1)B))?

Holding 5: No. Taxpayers may choose
not to identify under § 475(b)2) some or
all of the securities that they identify
under § 1236(a)(1). (For a transitional
rule applicable to securities held as of the
close of the last taxable year ending be-
fore December 31, 1993, however, see
§ 1.475(b)—4(a) of the Income Tax Regu-
lations.) Accordingly, even if a § 1236
identification has been made, an identifi-
cation of a security or hedge is a valid
identification for purposes of § 475(b}2)
only if it contains a specific reference to
§ 475; this specific reference, however,
may be effected by any reasonable
method. For instance, certain accounts
may be identified in such a way that plac-
ing a security or hedge in the account
identifies the security or hedge for pur-
poses of both § 1236(a)(1) and
§ 475(b)X1)(A), (B), or (C). See Holding
6 below. See Holding 15 below for a
transitional rule that requires less speci-
ficity for identification of securities held
by certain taxpayers that were not dealers
in securities under § 1.475(c)-1T (as con-
tained in 26 CFR part 1 revised April 1,
1996).

Issue 6: [s a dealer in securities re-
quired to use a special procedure to com-
ply with the identification requirements
under § 4757

Holding 6: No. Unless the Commis-
sioner otherwise prescribes, a dealer may
comply with the identification require-
ments under § 475 using any reasonable
method (see, for example, guidance con-
cerning identification requirements under
§§ 988(a)(1)(B), 1221, 1236(a)(1), and
1256(e)(2)(C)). The identification, how-
ever, must be made on, and retained as
part of, the dealer’s books and records.
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The dealer’s books and records must
clearly indicate the specific security or
hedge being identified, and the identifica-
tion must clearly indicate that it is being
made for purposes of § 475. Alterna-
tively, the dealer may identify specific ac-
counts as containing only securities or
hedges that are covered by a particular ex-
ception, so that placing a security or
hedge in the account identifies the secu-~
rity or hedge as being covered by that ex-
ception. Under § 1.475(b)-2(a), an iden-
tification need not distinguish between an
exception under § 475(b)(1XA) (concern-
ing certain securities held for investment)
and one under § 475(b)(1)XB) (concerning
securities not held for sale). Exceptions
under either of these provisions, however,
must be distinguished from exceptions
under § 475(b)(1XC) (concemning securi-
ties held as hedges).

In addition, rather than identifying spe-
cific securities or accounts as being cov-
ered by an exception described in
§ 475(b)X(1), a dealer may comply with the
identification requirement under § 475(b)
by clearly indicating the specific securi-
ties or accounts that are not covered by a
particular exception (that is, indicating
that they are covered by some other ex-
ception or that they are not exempt) and
identifying all other securities or accounts
as being covered by a particular excep-
tion.

For example, a dealer may place on its
books and records a statement that, un-
less otherwise identified, all of its securi-
ties for which an identification is still
timely (including securities yet to be ac-
quired) are identified as exempt under
either § 475(b)(1)(A) or (B). This state-
ment is effective to identify under
§ 475(b)(1)(A) or (B) each security cov-
ered by its terms unless, before the expi-
ration of the period during which the se-
curity may be timely identified, the
dealer identifies it as not exempt or as
exempt under § 475(b)(1)(C).

Analogously, under Rev. Rul. 64-160,
1964—1 (Part I) C.B. 306, modified by
Rev. Rul. 76-489, 1976-2 C.B. 250,
dealers can identify specified accounts as
containing only securities held for invest-
ment for purposes of § 1236(a)(1). Ac-
cordingly, dealers can satisfy the identifi-
cation requirements of § 475(b)(2) by
unambiguously indicating that all of the
securities in one or more of these ac-
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counts are also described, for example, in
§ 475(b)(1)(A) or (B). Once such an
identification of an account is made,
placing a security in the account identi-
fies the security not only as being “held
for investment” for purposes of § 1236
but also as being described in the applica-
ble subparagraph of § 475(b)(1).

Issue 7 in Rev. Rul. 93-76 concemed
transitional 1dentification issues for secu-
rities acquired, originated, or entered into
between August 10, 1993, and October
31, 1993. As the transition period has
now ended, Issue 7 is obsolete and is not
reprinted in this revenue ruling. '

[ssue 8: If a dealer in securities origi-
nates or acquires an evidence of indebted-
ness in the ordinary course of a trade or
business, are there any exceptions to the
requirement that the dealer make an iden-
tification under § 475(b)(2) before the
close of the day on which it originates or
acquires the security?

Holding 8: Yes. Pending further guid-
ance, if a financial institution (as defined
in § 265(b)(5)) originates or acquires an
evidence of indebtedness in the ordinary
course of a trade or business, an identifi-
cation of the evidence of indebtedness is
timely if it is made in accordance with the
dealer’s accounting practice, but no later
than 30 calendar days after the date of
origination, or acquisition, by the finan-
cial institution. The preceding sentence
applies to any dealer in securities for evi-
dences of indebtedness that are mortgage
loans.

Also, pending further guidance, a
dealer in securities that enters into com-
mitments to acquire mortgage loans may
identify those commitments as being held
for investment if the dealer acquires the
mortgage loans and holds the mortgages
as investments. This identification of
commitments to acquire mortgage loans
must be made in accordance with the
dealer’s accounting practice, but no later
than 30 calendar days after the date of ac-
quisition of the mortgage loans.

Issues 9, 10, and 11 discussed transi-
tional issues concerning proper identifica-
tion, computation of adjustments, and the
period over which to spread any adjust-
ments, for taxable years that included De-
cember 31, 1993. As the transition period
has now passed, Issues 9, 10, and 11 are
obsolete and are not reprinted in this rev-
enue ruling.
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Issue 12: May a taxpayer use an
amended return to make an election under
§ 1.475(c)-1(c)(1)(ii) (which concerns
taxpayers that purchase securities from
customers but make no more than negligi-
ble sales of securities)?

Holding 12: For any taxable year for
which an original federal income tax re-
turn is filed after October 31, 1997, an
election under § 1.475(c)-1(c)(1)(1i) must
be made on an original federal income tax
return that is filed on or before the due
date (including any extensions of time) for
that return. For any taxable year for which
an original federal income tax return was
filed on or before October 31, 1997, an
election under § 1.475(c)— 1(c)}(1Xii) also
may be made on an amended return filed
not later than October 31, 1997. Not later
than December 15, 1997, compliance with
§ 475 must be reflected on an original or
amended return for every ather taxable
year which is subject to the election and
the original return for which is due on or
before October 31, 1997. Note that
amended returns must be filed before the
expiration of the statute of limitations on
assessment under § 6501(a).

As is noted in Holding 17 below, a tax-
payer subject to more than one exemption
must affirmatively elect out of all applica-
ble exemptions to be treated as a dealer in
securities.

Issue 13: If a taxpayer wishes to use an
amended return to make an election out of
the customer paper exemption under
§ 1.475(c)-1(b)(4)(i)(B), by what date
must the taxpayer file the amended return?

Holding 13: Section 1.475(c)-1(b)
(4XiXB) provides a June 23, 1997, dead-
line to make the customer paper election
on an amended return. Notice 97-37,
1997-27 1.R.B. 8, provides that additional
guidance will extend that deadline. Ac-
cordingly, that deadline to file an amended
return is extended to October 31, 1997.
Not later than December 15, 1997, com-
pliance with § 475 must be reflected on an
original or amended return for every other
taxable year which is subject to the elec-
tion and the original return for which is
due on or before October 31, 1997. Note
that amended returns must be filed before
the expiration of the statute of limitations
on assessment under § 6501(a).

[ssue 14: What is the general rule for
identifying a security as excepted from
mark-to-market accounting?
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Holding 14: For a security to be exempt
from mark-to-market accounting, the tax-
payer must make an identification that is
timely under § 475(b)X2), which generally
requires a security to be identified before
the close of the day on which it is acquired.
For the only current exceptions to this rule,
see Holding 8 above (identifications of se-
curities by financial institutions and dealers
in mortgages), § 1.475(b)-1(b)(4)(ii)}(A)
(identification of securities to which
§ 1.475(b)-1(b)(1) ceases to apply), and
Holding 15 below (special identification
rules for taxpayers not treated as dealers
under § 1.475(c)-1T). For information
about the required specificity of the identi-
fication, see Holding 5 above.

Issue 15: If a taxpayer makes an ¢lection
out of either § 1.475(c)-1(bX1) (customer
paper exemption) or § 1.475(c)-1(cX1)
(negligible sales exemption) and the elec-
tion has the effect of causing the taxpayer
1o be treated as a dealer in securities for a
taxable year starting before the date the tax-
payer filed the documentation effecting the
election (date of the election), how does the
taxpayer identify securities that were ac-
quired before the date of the election?

Holding 15: A special identification
regime applies to taxpayers that satisfy
the following criteria:

First, the taxpayer is making an elec-
tion out of the customer paper exemption,
the negligible sales exemption, or both.

Second, the taxpayer was not treated as
a dealer in securities under § 1.475(c)-1T
(as contained in 26 CFR part 1 revised
April 1, 1996).

The special identification regime applies
only to securities (“transition securities”)
for which an identification would have
been timely under the general rule (de-
scribed in Holding 14 above) only if made
on or before October 31, 1997. In apply-
ing the preceding sentence, a taxpayer may
choose to substitute any earlier date that is
on or after December 24, 1996. To make
this substitution, the taxpayer must place in
its books and records no later than October
31, 1997, an unambiguous statement that
the taxpayer chooses to apply the general
identification rule described in Holding 14
for all securities acquired on or after the
specific date selected by the taxpayer.

Under the special identification regime,
a transition security was properly identified
as exempt for the purposes of § 475(bX2)
or (c)(2)(F)(iii) if the information that is
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contained in the taxpayer’s books and
records and that was entered substantially
contemporaneously with the date of acqui-
sition of the transition security supports a
conclusion that the transition security was
described by § 475(b)}(1)(A), (B), or (C).
This rule applies even if the information in
the books and records does not meet the
specificity that Holding S generally re-
quires for identification. The status of a
transition security that was acquired before
the first day of the taxable year for which
the election is being made is determined by
examining the books and records as of the
last day of the preceding taxable year.

The taxpayer must, by October 31,
1997, place in its books and records a
statement resolving ambiguities, if any,
concerning which transition securities are
properly identified within the meaning of
the preceding paragraph. Any informa-
tion that supports treating a transition se-
curity as being described in § 475(b)(2) or
(cX2)(F)(iii) must be applied consistently.

A taxpayer, in determining whether a
transition security must be identified, must
apply the following principles: if the tran-
sition security was identified under
§ 1.1221-2 or § 1256(e) and the item
being hedged is described in
§ 475(bX1)(CXi) or (ii), the § 1.1221-2 or
§ 1256(e) identification constitutes an
identification for purposes of § 475(b)(2);
and, if the item being hedged was ordinary
property, as defined in § 1.1221-2, and the
taxpayer did not identify the transition se-
curity as a hedging transaction, the transi-
tion security cannot be identified under
§ 475(0)(1)(C).

If a taxpayer made a protective identifi-
cation (as described in [ssue 1 above) of a
transition security, and subsequent to the
protective identification the taxpayer
makes an election that causes the taxpayer
to be a dealer in securities for purposes of
§ 475, the protective identification is rec-
ognized and the taxpayer is subject to the
general rules goveming identifications for
all transition securities that were eligible
to be timely identified after the date that
the taxpayer began making protective
identifications. Thus, if a transition secu-
rity was properly and timely identified as
exempt from being marked to market and
remains eligible for the exemption
claimed, that transition security is not
marked to market even though § 475 ap-
plies to the taxpayer. If a transilion secu-
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rity was properly and timely identified
and thereafter ceases to be held for invest-
ment or as a hedge, see § 475(b)(3). If a
transition security was not eligible to be
identified as exempt, see § 475(d)(2).

Issue 16: If an issuer of an evidence of
indebtedness has the right to prepay at
any time without a penalty (for example,
a revolving credit card balance}, does that
right preclude that indebtedness from
having a fair market value that is greater
than the face value of the obligation?

Holding 16: No. Securities must be
marked to fair market value based on all the
facts and circumstances. For example, in
light of contractual interest rates and general
payment history on customer obligations,
the fair market value of a customer obliga-
tion may be greater than the face amount,
even if the customer has the right to repay
the debt at its face amount at any time.

Issue 17: If a taxpayer would meet the
definition of a dealer in securities under
§ 475 but otherwise satisfies more than
one exemption from dealer status, must
the taxpayer elect out of all applicable
exemptions to be a dealer in securities
for the purpose of § 475?

Holding 17: Generally, a taxpayer must
make an election out of all applicable ex-
emptions in order to be treated as a dealer
under § 475. A taxpayer subject to multi-
ple exemptions from § 475 must file all
the documentation required to elect out of
each applicable exemption. Sometimes,
the documentation required for one elec-
tion satisfies all of the filing requirements
for another election. For example, if a tax-~
payer is subject to both the customer paper
exemption under § 1.475(c)-1(b) and the
negligible sales exemption under
§ 1.475(c)-1(c), the taxpayer may make
an election under § 1.475(c)-1(b)(4) that
is effective as of January 1, 1993, and
timely file an amended 1993 federal in-
come tax return using mark-to-market ac-
counting for securities. The amended
1993 return itself represents an election
out of the negligible sales exemption.

[ssue 18: How does a taxpayer that
is in its first year of existence elect out
of an exemption from dealer status
under § 4757

Holding 18: If a taxpayer decides for its
first year of existence to make an election
out of the negligible sales exemnption to ac-
count for securities on a2 mark-to-market
basis, the taxpayer should attach to its orig-
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inal return for that first year the following
statement: “[Insert name and taxpayer
identification number of the taxpayer)
hereby elects not to be governed by §
1.475(c)}-1(c)1Xi) of the income tax regu-
lations for the taxable year ending [de-
scribe the last day of the year] and for sub-
sequent taxable years.” If a taxpayer
decides for its first year of existence to
make an election out of the customer paper
exemption or to make the intragroup-cus-
tomer election, the taxpayer must meet the
requirements of § 1.475(c)-1.

Issue 19: Which changes of accounting
method are covered by the consent provi-
sions of § 13223(c)(2) of the 1993 Act?

Holding 19: Under § 13223(cX2) of the
1993 Act, certain changes of accounting
method are treated as made with the con-
sent of the Commissioner. This treatment
extends only to a change in method that
was effected by a taxpayer who (1) became
a dealer for the taxable year that includes
December 31, 1993, merely by virtue of
the passage of the 1993 Act, and (2) who
accounted for securities as a dealer under
§ 475 on its original federal income tax re-
turn for that year. Consent for other
changes of method to comply with § 475
must be obtained either on a taxpayer-by-
taxpayer basis or as pan of automatic con-
sent contained in published guidance. See
Rev. Proc. 97-43, page 12, this Bulletin.

Issue 20: If a taxpayer is accounting
for securities by marking them to market
under § 475(a), may the taxpayer, without
the consent of the Commissioner, file a
federal income tax return for a later tax-
able year that does not account for securi-
ties on a mark-to-market basis?

Holding 20: No. Once a taxpayer has
used the § 475 mark-to-market method as
its method of accounting for securities,
the taxpayer may not change that method
of accounting without obtaining the con-
sent of the Commissioner. See § 446(e).
Unless the Commissioner otherwise pre-
scribes, to request consent the taxpayer
must comply with the requirements of
Rev. Proc. 97-27, 1997-21 .R.B. 10. For
example, if a taxpayer accounts for secu-
rities by marking them to market because
the taxpayer made more than negligible
sales of securities and in a later year
makes only negligible sales of securities,
the taxpayer must obtain the consent of
the Commissioner to change its method of
accounting for securities. If a taxpayer
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made no more than negligible sales of se-
curities but, pursuant to § 1.475(c)~1(c)-
{1)(11), accounted for securities on a
mark-to-market basis and the taxpayer
makes no more than negligible sales of
securities in a subsequent year, the tax-
payer must obtain the consent of the
Commissioner to change its method of ac-
counting for securities. Especially in the
latter example, consent for the change
will be granted only in unusual circum-
stances.

EFFECT ON OTHER DOCUMENTS

Rev. Rul. 93-76 as modified by Rev.
Rul. 94-7, is clarified, modified, partially
obsoleted, and superseded. Notice 97-37,
1997-27 L.R.B. 8, is obsoleted.

PROSPECTIVE APPLICATION

Pursuant to § 7805(b), if an identifica-
tion is made on or before June 30, 1997,
and the identification complies with the
requirements set forth in the third para-
graph of Holding 6 of Rev. Rul. 93-76,
the identification will not be treated as
failing to satisfy the requirements of §
475(b)(2) solely on the grounds that it
failed to identify the operative subpara-
graph of that provision.

PAPERWORK REDUCTION ACT

The collections of information con-
tained in this revenue ruling have been re-
viewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act (44
U.S.C. 3507) under control number
1545-1558.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
control number.

The collections of information in this
revenue ruling are in sections 26 CFR
1.475(b)-2, 26 CFR 1.475(b)}4, and 26
CFR 1.475(c)-1. This information is re-
quired to facilitate the administration of §
475 of the Intemal Revenue Code. This
information will be used to facilitate au-
dits of taxpayers that elect to not be gov-
emed by certain exemptions under § 475
of the Code. The collections of informa-
tion are required to obtain a benefit. The
likely respondents are business or other
for-profit institutions.
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The recordkeeping burden described in
Holding 6 was reviewed and approved by
the Office of Management and Budget in
accordance with the Paperwork Reduction
~ Act (44 U S.C. 3507) under control number
1545-1496.

The estimated total annual recordkeep-
ing burden described in Holding 15 is
450,000 hours.

The estimated annual burden per
recordkeeper varies from 15 hours to 45
hours, depending on individual circum-
stances, with an estimated average of 22.5
hours. The estimated number of record-
keepers is 20,000.

Books or records relating to a collection
of information must be retained as long as
their contents may become material in the
administration of any internal revenue
Jaw. Generally tax returns and tax return
information are confidential, as required
by 26 U.S.C. 6103.

DRAFTING INFORMATION

The principal authors of this revenue
ruling are Pamela Lew and Robert B.
Williams of the Office of the Assistant
Chief Counsel (Financial Institutions
and Products). For further information
regarding this revenue ruling contact
Ms. Lew at (202) 622-3950 or Mr.
Williams at (202) 622-3960 (not toll-
free calls)

26 CFR 1.475(c)—1: Exemptions—identification
requirements.

Questions and answers about the application of
section 475 and the regulations thereunder. See Rev.
Rul. 97-39, page 4.

26 CFR 1.475(c)-1; Definitions—dealer in

securilies.

What information must a taxpayer provide in
order to obtain automatic consent to change ac-
counting method when section 475(a) becomes ap-
plicable as a result of the taxpayer making an eclec-
tion (i) to ueal transactions within a consolidated
group as transactions with customers as provided by
section 1.475(c)-1(a), or (ii) not to be governed by
the exemptions from the status of a dealer in secuni-
ties provided by section 1.475(c)-1(b) or -1(c)? See
Rev. Proc. 9743, page 12.
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Section 6621.— Determination
of Interest Rate

26 CFR 301.6621-1: Interest rate.

Interest rates; underpayments and
overpayments. The rate of interest deter-
mined under section 6621 of the Code for
the calendar quarter beginning October 1,
1997, will be 8 percent for overpayments,
9 percent for underpayments, and 11 per-
cent for large corporate underpayments.
The rate of interest paid on the portion of
a corporate overpayment exceeding
$10,000 is 6.5 percent.

Rev. Rul. 9740

Section 6621 of the Internal Revenue
Code establishes different rates for inter-
est on tax overpayments and interest on
tax underpayments. Under § 6621(a)1),
the overpayment rate is the sum of the
federal short-term rate plus 2 percentage
points, except the rate for the portion of a
corporate overpayment of tax exceeding
$10,000 for a taxable period is the sum of
the federal short-term rate plus 0.5 of a
percentage point for interest computations
made after December 31, 1994. Under
§ 6621(a)(2), the underpayment rate is the
sum of the federal short-term rate plus 3
percentage points.

Section 6621(c) provides that for pur-
poses of interest payable under § 6601 on
any large corporate underpayment, the un-
derpayment rate under § 6621(a)2) is deter-
mined by substituting *‘S percentage points”
for “3 percentage points.” See § 6621(c)
and § 301.6621-3 of the Regulations on
Procedure and Administration for the defi-
nition of a large corporate underpayment
and for the rules for determining the ap-
plicable rate. Section 662I1(c) and
§ 301.6621-3 are generally effective for
periods after December 31, 1990,

Section 6621(b)(1) provides that the
Secretary will determine the federal short-
term rate for the first month in each calen-
dar quarter.

Section 6621(b)(2)(A) provides that the
federal short-term rate determined under
§ 6621(b)(1) for any month applies during
the first calendar quarter beginning after
such month.

Section 6621(b)(3) provides that t
federal short-term rate for any month
the federal short-term rate determin
during such month by the Secretary in 2
cordance with § 1274(d), rounded to 1
nearest full percent (or, if a multiple
1/2 of 1 percent, the rate is increased
the next highest full percent).

Notice 88-59, 1988-1 C.B. 546, a
nounced that in determining the qua
terly interest rates to be used for ove
payments and underpayments of t:
under § 6621, the Internal Revenue Se
vice will use the federal short-term ra
based on daily compounding becau:
that rate is most consistent with § 662
which, pursuant to § 6622, is subject |
daily compounding.

Rounded to the nearest full percent, tt
federal short-term rate based on daily con
pounding determined during the month ¢
July 1997 is 6 percent. Accordingly, a
overpayment rate of 8 percent and an ur
derpayment rate of 9 percent are estat
lished for the calendar quarter beginnin
October 1, 1997. The overpayment rat
for the portion of corporate overpayment
exceeding $10,000 for the calendar quarte
beginning October 1, 1997, is 6.5 percen:
The underpayment rate for large corporat
underpayments for the calendar quarter be
ginning October 1, 1997, is 11 percent
These rates apply to amounts bearing inter
est during that calendar quarter.

Interest factors for daily compound in
terest for annual rates of 6.5 percent, {
percent, 9 percent, and 11 percent art
published in Tables 18, 21, 23, and 27 o
Rev. Proc. 95-17, 1995~1 C.B. 556, 572
575, 577, and 581.

Annual interest rates to be compoundec
daily pursuant to § 6622 that apply fo
prior periods are set forth in the accompa-
nying tables.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Marcia Rachy of the Office of
Assistant Chief Counsel (Income Tax and
Accounting). For further information re-
garding this revenue ruling, contact Ms.
Rachy on (202) 622-4940 (not a toll-free
call)
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Code Sec. 475

. Adjustments required bylchanges in method of ac-.

~(1) a taxpayer (or any predecessor) used the lmsl-in first-out

) method of accounling with fespect to any qualified securi-

tes for e S-mxable yemr period ending with its jast (xsble year
ending before December 31, 1993, and

“(il) any portion of e net amount described in parsgraph (2XC)
is anributable to the use of xuch method of accounting,
then parngnph (2XC) shall be applied by iaking such portion ino
acoount niably over the |3-taxedle year penod beginning with the
firg wxable year ending on or after December 31, 1993, .

“(B) Qualified sacurity, —For purposcs of this pangrph, the
term ‘qualified security’ means any security soquised —

“(i) by a floor specialist (at defined in section 1236(dX2) of the
Internai Revenue Code of 1986) in connection with the speclalist’s
duties a3 8 specialist on an exchange, but oaly f the security is one
in which the specialis( is registered with the exchange, or

“(ii) by a1 taxpayer who it & market maker in connection with the
xpayer's duties as » market maker, byt oaly if —

“(T) the security is included on the Nabonal Association of Se-
curity Dealers Avtomated Quotation System, : 3

"(I) e taxpayey is registered as 1 market maker in such secur-
ity with the National Awsccistion of Security Dealers, and :

“(ID) as of the last day of the taxable year preceding the iax-
payer's first axable year ending on or afier December 31, 1993,
the wxpayer (or any predecessor) has been actively and regulardly
engaged as & markel maker in such security for the 2-year period
ending on such dme (or, if shonter, the period beginaing 61 days af-
ter the security was listed in such quotation system and ending oo
such daw).” =

PART 1. — ADJUSTMENTS.

counting. .
Allocation of income and deductions among taxpayers.

. Interest on certain deferred payments:

Sec.

In '64, PL. BB-2T2, added iiem 433,
In 80, P.L. 846-459, added Dealer Reserve Income Adjustment See
Now 1w Code Sec. 451.

481, Adjustments required by changes In method
of accounting.

Tax’ accouy a0
come were included in taxable income for the, yeasiy,
change and one-third of such increase were inc
each of the 2 preceding taxable years. Siint
(2) Allocation under new method of accounting, y )
(A) the increase in taxable income for the year o]
change whichr results solely by reason of: the'ynim
ments required by subsection (a)(2) exceeds $3 .0
(B) the taxpayer establishes his taxable income (sl
the new method of accounting) for one or more Kl
years consecutively preceding the taxable year’:ofiy
change for which the taxpayer in computing taxabla §
come used the method of accounting from whichi-oi
change is made, -(odrig
then the tax under this chapler attributable to 'such (i
crease in taxable income shall not be greater thay the ma
increase in the taxes under this chapter (or under the w
responding provisions of prior revenue laws) whicly wonl
result if the adjustments required by subsection’ (ayd
were allocated to the taxable year or years speciﬁ&d 2
subparagraph (B) to which they are properly allocabis
under the new method of accounting and the balanpanf
the adjustments required by subsection (a)(2) was:allg
cated to the taxable year of the change. a3y
(3) Special rules for computations under paragraphg
(1) and (2). For purposes of this subsection— ) 103
(A) There shall be taken into account the increaderH
decrease in tax for any taxable year preceding the yem
of lhe change 1o which no adjustment is allocated
paragraph (1) or (2) but which is affected by a net oper.
ating loss (as defined in section 172) or by. a. capital
loss camryback. or carryover (as defined in section 1212),
determined with reference to taxable years with

DA

10 which adjustments under paragraph (1) or (2) are;al- §

located. )

(B) The increase or decrease in the tax for any taxable,

year for which an assessment of any deficiency, or a

credit or refund of any overpayment, is prevented by. {
any law or rule of law, shall be determined by reference’ §
to the tax previously determined (within the meaning of -
section 1314(a)) for such year, : e 2}
(C) In applying section 7807(b)(1), the provisions of ¢
chapter | (other than subchapter E, relating to self-em-
ployment income) and chapter 2 of the Internal Reve-
nue Code of 1939 shall be treated as the corresponding _,
provisions of the Internal Revenue Code of 1939, 2
(¢) Adjustments under regulations. =
In the case of any change described in subsection (a), the
taxpayer may, in such manner and subject to such conditions
as the Secretary may by regulations prescribe, take the ad-
justments required by subsection (a)}(2) into account in com-
puting the tax imposed by this chapter for the taxable year
or years permitted under such regulations.

(a) General rule.

In computing the taxpayer’s 1axable income for any laxa-
ble year (referred to in this section as theé 'year of the
change™)—

(1) if such computation is under a method of accounting

different from the method under which the taxpayer's tax-

ahle income for the preceding taxable year was computed,
then

(2) there shall be taken into account those adjustments

which are determined 10 be necessary solely by reason of

the change in order to prevent amounts from being dupli-
cated or omitted, except there shall not be taken into ac-
count any adjustment in respect of any taxable year to
which this section does not apply unless the adjustment is
attributable to a change in the method of accounting initi-
ated by the taxpayer.

(b) Limitatlon on tax where adjustments are substantial.

(1) Three yesar allocation. If—

(A) the method of accounting from which the change is
made was used by the taxpayer in computing his taxa-
ble income for the 2 1axable years preceding the year of

In ‘81, PL. 97-34, Sec. 20}(cX2), provides:

"(2) Change in method of accounting. Sections 446 and 481 of
the Inwmal Revenue Code of 1954 shall pot y 1o the change in
the method of depreciation {Le.. as defined in Sec. 163(gX8))
1o comply with the provisions of this subsection (l.e.. Sac.
20MeX ).

In '80, PL. 96471, Sec. 2(0X3). repealed subsec. (d), effeciive for

the change, and

(B) the increase in taxable income for the year of the
change which results solely by reason of the adjusi-
ments required by subsection (a)(2) exceeds $3,000,

dispasitions made after 10715780 in tax yr1. end after 10/1B0.
Prior w repeal, subsec. (d) resd as follows:
“(d) Excepoon for change 1o insialiment basis.

“This section shall oot apply 10 & change (0 which section 4$3

(relating 0 change to insuliment method) applies.

In *76, PL. 94-435, Sec. 1901(aX70XA), delered parne (DX4). ($)
and (6). .. Sec. 1901 (aXTOXH). deleted “, otber than the amoun? of
such adjustments 10 which paragraph (4) or (3) applies,”. afer
“subsection (a)(2)". each place it in paras. (OX1) and (2}
effective for tax. yru begin. afer 1

then the tax under this chaptes attributable to such in-
crease in taxable income shall not be greater than the ag-
gregate increase in the taxes under this chapter (or under
the corresponding provisions of prior revenue laws) which

would result if one-third of such increase in taxable in- 1176,

2,338




Code Sec. 475

Tax.' ﬂCCO 1 I|| Hy

“(l) & wxpayer (or any predecessor) used e lasi-in fisst-out
) metbod of accounting with respoct w any qualified securi-

uufo-'meiumkmpaMcnmmm'uImmabkyw
ending before Docember 31, 1993, and

“(ii) any porton of the net amount descsibed in paragniph (2XC)
is amTitaable o the use of fwch meibod of sccounting,
then perngraph (2)(C) shall be applied by laking such: portion ino
scoount rusdly over the 13-uxable year period beginoing with the
first wxsble year ending on or afier December 31, 1993, .

~(B) Qualibed security. —For purposes of this paragraph, the
term ‘qualified secunty’ means any security soquired —

=(i) by s floor specialist (a3 defined in section 123&(d)(2) of the
Internal Revenve Code of 1988) in coanection with e specialin’s
mmusxpﬂcnlmmuudunp bu(ealylllbercunryuom
in which the specialist is reg with the or
"(n)b,ampwwmuumﬂnmmmmummmm
axpayer's dubes & & markel maker, bot caly i —

“(1) the security is included on the Nasional Association of Se-
curity Dealers Automared Quotation System,

“(I) the mxpeycr is registered A 3 markel maker in pch ecur-
iry with the Natiooal Associszion of Security Dealers, and

“(II) x of tie last day of the taxable year preceding te lax-
payer’s first laxable year ending on or afer December 31, 1993,
the taxpayer (or any predocessor) ha been actively and regularly
engaged 3 & oasker maker in such security for the 2-yeatr period
ending on such date (or, if shorter, the period beginning 61 days al-
tee the security was listed in such quotation system and ending on
such dawe)”

PART IIL. — ADJUSTMENTS.

. Adjustments required by changes in method of ac-
counting. .
Allocation of income and deductions among taxpayers.
. Interest on certain deferred payments:” £

In "84, PL. 88-272, »dded iem 483, °
in *60, PL. 86459, sddod Dealer Reserve Income Adjustment. See
Note 16 Code Sec. 451.

Sec. 481. Ad]ustments required by changes In method
of accounting,
(a) Genernl rule.

In computing the taxpayer’s taxable income for any laxa-
ble year (referred to in this section as the “year of the
change™) —

(1) if such computation is under a method of accounting

different from the method under which the taxpayer's tax-

ahble income for the preceding taxable year was computed,
then

ry,

come were included in laxable income for the; yeany
change and onc-third of such increase were . _§~
cach of the 2 preceding taxable years. . )
(2) Allocation- under new method of accounth r
(A) the increase in taxable income for the yegr o
change whiclr results solely by reason of: the Wy
ments required by subsection (a}(2) cxceed.: $3,00
(B) the taxpayer establishes his taxable incod
the new method of accounting) for one or more
years coasecutively preceding the taxable year:offy
change for which the taxpayer in computing taxabie §
come used the method of acwu.ntu:g from which
change is made,
then the tax under this chapter attributable to- mé}; (&
crease in taxable income shall not be greater thay the ‘i
increase in the laxes under this chapter (or under the
responding provisions of prior revenue laws) whicts would
result if the adjustments required by subsection (a
were allocated to the taxable year or years specified &
subparagraph (B) to which they are pmpcﬂy allouh
under the new method of accounting and the :
the sdjustments required by subsection (a)(2) w
cated to the taxable year of the change. e sy
(3) Speclal rules for computations under pnnm
(1) and (2). For purposes of this subsection— mq
(A)‘mmshallbemkcnmtommmuhcmufd
decrease in tax for any taxable year preceding the.
of the change 1o which no adjustment is allocated unde;
paragraph (1) or (2) but which is affected by a net oper:
ating loss (as defined in section 172) or by. a capital
loss carryback or camryover (as defined in section 1212,
determined with reference 10 taxablo years with
to which adjusiments under paragraph (1) or (2) are;al-
located.
(B) The increase or decrease in the tax formyhxable

year for which an sssessment of any dzﬁcwncy. or a

credit or refund of any overpayment, is prevenied by. |
any law or rule of law, shall be determined by reference
10 the tax previously determined (within the meaning of ~
section 1314(a)) for such year.

(C) In applying scction 7807(bX(1), the provisions of
chapter 1 (other than subchapter E, relating to self-em-
ployment income) and chapter 2 of the Internal Reve-

]

nue Code of 1939 shall be treated as the compondmg o

provisions of the Intemal Revenue Code of 1939.

(2) there shall be taken into account those adjustments
which are determined to be necessary solely by reason of
the change in order to prevent amounts from being dupli-
cated or omitted, except there shall not be taken into ac-
count any adjustment in respect of any taxable year to
which this section does not apply unless the adjustment is
attributable to a change in the method of accounting initi-

(c) Adjustments under regulations.

In the case of any change described in subsection (a), the
taxpayer may, in such manner and subject to such conditions
as the Secrelary may by regulations prescribe, lake the ad-
justments required by subsection (a}(2) into account in com-
puting the tax imposed by this chapter for the taxable year

ated by the taxpayer.
(b) Limitation on tax where adjustments are substantial
(1) Three year allocation. If—
(A) the method of accounting from which the change is
made was used by the laxpayer in computing his taxa-
ble income for the 2 taxable years preceding the year of
the change, and
(B) the increase in taxable income for the year of the
change which results solely by reason of the adjust-
ments required by subsection (a)(2) exceeds $3,000,
then the ax under this chapter atributable to such in-
crease in taxable income shall not be greater than the ag-
gregate increase in the taxes under this chapter (or under
the corresponding provisions of prior revenue laws) which
would result if one-third of such increase in taxable in-
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or years permitted under such regulations.

1s 81, P.L. 97-34, Sec. 20)(cX2). provides:

~(2) Change in method of accounting. Sections 446 and 481 of
the lnlemal Revenve Code of 1954 shall not y 1o the change in
the method of depreciation (Le.. s defined in Sec. 163(2X6))
10 comply with the provisions of this subsecuon (l.e., Sec.
20MeX 1Y
In B0, PL. 56471, Sec. 2(b)3). repealed rubsec. (d), effective for
disponitions made aher |18 In tax yra end. affer 10/ ¥BO.
Prior to repeal, subsec, (d) read s follows:

“(d) Excepoon for change to mymliment basis.

“This section shall pol apply 10 & change 10 which lection 453
(relatiag 0 change 10 inswliment method) applies.™
1 "78, PL. 34455, 5. 1901(.)007(,«; deleted pares (bY(4), (5)
and (6) . .. Sec. 1901(s)(70XB), deketed =, other than the amount of
such sd,uumem) 10 which parsgraph (4) o1 (5) applies,”. afier
“subsection (AX2)". exch piace it Ag;um‘l in puns. (BX1) and (939
effective for wx. yrv begin. afer |
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(iii) a schedule showing the computation of
the LIFO value of the former pool or pools, and

(iv) a schedule showing the transition from
the former pool or pools to the new pool or pools.
In addition, a copy of the statement shall be filed
with the Commissioner of Internal Revenue, At-
tention: T:R, Washington 25, D.C. The taxpayer
chall submit such other information with respect
to the change in method of pooling as may be
requested. [Reg. § 1.472-8.)

O(7T.D. 6539, 1-19-61. Amended by T.D. 7814,

3-1582.]

[Reg. § 1.475-0]

§1.475-0. Table of contents.—This section
lists the major captions in §§1.475(a)-3,
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(e)-1.

§ 1.475(a)-1 [Reserved]
§ 1.475(a)-2 [Reserved]
§ 1.47%(a)-3 Acquisition by a dealer of a security
with a substituted basis.

(a) Scope.

(b) Rules.

§1.475(b)-1 Scope ol exemptions from mark-to-
market requirement.

(a) Securities held for investment or not held
for sale.

(b) Securities deemed identiflied as held for in-
vestment.

(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 investment;
dealers in notional principal contracts and deriva-
tives.

(d) Special rule for hedges of another member’s
risk.

(e) Transitional rules.

(1) Stock. partnership, and beneficial owner- )

ship interests in certain controlled corporations,
partnerships. and trusts before January 23, 1997.
(i) In general.
(ii) Control defined.
(iii) Applicability.
(2) Dealers in notioral principal contracts
and derivatives acquired before January 23, 1997.

(i) General rule.
(i) Exception for securities not acquired in
dealer capacity.
(iii) Applicability.
§1.475(5)-2 Exemptions—identification require-
ments.
(a) Identification of the basis for exemplion.
(b) Time for idenlilying a securily with a sub-
stituted 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—transi tional issues.
(a) Transitional identification.
(1) Certain securities previously identificd
under section 1236.
(2) Consistency requirement for other securi-
ties. o
(b) Corrections on or before January 31, 1954,
(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.
§ 1.47c)-1 Definitions—dealer in securities.
(a) Dealer~customer relationship.
{1) (Reserved].
(2) Transactions described in section
47X cX 1XB).
(i) In general.
(ii) Examples.
{3) Related parties.
(i) General rule.
(it) 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 services.
(1) Purchases and sales of customer papcr.
(2) Definition of customer paper.
(3) Exceptions.
(4) Election not to be governed by the excep-
tion for sellers of nonfinancial goods or services.
(i) Method of making the election.

(A) Taxable years ending afler Decem-
ber 24, 1996.

Reg. § 1.475-0
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(B) Taxable years ending on or before
December 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.
(1) Intragroup-customer election in effect.
(ii) Intragroup-customer election not in ef-
fect.

(4) Special rules:

(5) Example.

(d) Issuvance 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 acquired
before January 4, 1995,

(1) Description.

(2) Special rules applicable to negative value
REMIC residuals acquired before January 4,
1995.

§ 1.475(d)-1 Character of gain or loss,
(a) Securities never held in connection with the
taxpayer's aclivities as a dealer in securities.

{b) Ordinary treatment for notional principal
contracts and derivatives held by dealers in ne-
tional principal contracts and derivatives.

§ 1.47%e)-1 Effective dates.
[Reg. § 1.475-0.1
0 (T.D. 8700, 12-23-96.]

[Reg. § 1.475(c)-3]

§ 1.47Xa)-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 security is determined, in whole or in
part, by reference lo 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 securily is determined, in whole or in
parl, by reference to other property held at any
time by the dealer.

Reg. § 1.475(a)-3(a)(1)

(b) Rules. If this section applies to a security—

(1) Section 475(a) applies only to changes in
value of the securily occurring after the acquisi-
tion; and

(2) Any built-in gain or loss with respect to
the security (based on the difference 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, provided by the seclions 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. [Reg. § 1.475(a)-3.]

O [ T.D. 8700, 12-23-96.]

[Rog. § 1.475(b)-1]

§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 provided by this section and subject to
the identification requirements of section
475(bX2), a security is held for investment
{within the meaning of section 475(bX1XA)) or
not held for sale (within the meaning of section
47XbX 1XB)) if it is not held by the taxpayer
primarily for sale to customers in the ordinary
course of the taxpayer’s trade or business.

(b) Securities deemed identified as held for in-
vestment—(1) In general. The following items
held by a dealer in securities are per se held for
investment within the meaning of section
473(bX 1XA) and are deemed to be properly iden-
tified as such for purposes of section 475(bX2)—

(i) Except as provided in paragraph (b)X3)
of this section, stock in a corporation, or a part-
nership or beneficial ownership interest in a
widely bheld or publicly traded partnership or
trust, to which the taxpayer has a relationship
specilied in paragraph (bX2) of this section; or

(ii) A contract that is treated for federal
income tax purposes as an annuity, endowment,
or tife insurance contract (see sections 72, 817,
and 7702).

(2) Relationships—(i) General rule. The rela-
tionships specified in this paragraph (bX2) are—

(A) Those described in section 267(bX2).
(3). (10), (11), or (12); or

{B) Those described in section
707(bX1XA) or (B).

(i1) Attribution. The relationships de-
scribed in paragraph (bX2Xi) of this section are
determined taking into accounl sections 267(c)
and 707(bX3), as appropriate.
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(iii) Trusts treated as partnerships. For
purposes of this paragraph (bX2), the phrase part-

. nership or trust is substituted for the word part-

nership in sections 707(bX1) and (3), and a
reference to beneficial ownership interest is added
to each reference lo capilal inlerest or profits
interest in those sections.

(3) Securities traded on certain established
financial markets. Paragraph (bX 1Xi) of this sec-
tion does not apply to a security if—

(i) The security is actively traded within
the meaning of § 1.1092(d)-1(a) taking into ac-
count only established financial markets identi-
fied in § 1.1092(d)-1(b)}1Xi) or (ii) (describing
national securities exchanges and interdealer quo-
tation systems);

(i) Less than 1S percent of all of the
outstanding shares or inlerests in the same class
are held by the taxpayer and all persons having a
relationship to the taxpayer that is specified in
paragraph (bX2) 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
(bX2) of this section, then, after the time the
security was acquired—

(A) At least one full business day has
passed, and

(B) There has been significant trading
involving persons not having a relationship lo the
taxpayer that is specified in paragraph (bX2) of
this section.

(4) Changes in status—i) Onset of prohibi-
tion against marking—(A) Once paragraph (bX1)
of this section begins to apply to the security and
for.so long as it continues to apply, section 47%a)
does not apply to the security in the hands of the
laxpayer,

(B) If a security has not been timcly
identified under section 47S5(b)X2) and, alter the
last day on which such an identification would
have been timely, paragraph (bX1) of this section
begins to apply to the security, then the dealer
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 belore paragraph (b))
of this section begins to apply to the security, and
gain or loss is taken into account at that time.

(i) Termination of probibition against
marking. I{ a taxpayer did not timely identily a
security under section 47%bX2), and paragraph
(bX1) of this section applies to the security on the
last day on which such an identification would
have been timely but therealter ceases to apply—

(A) An idenlification of the security
under section 47(bX2) is timely if made on or

before the cluse of the day paragraph (bX)) of this
section ccases to apply: and

(B) Unless the taxpayer limely identi-
fies the security under section 473bX2) (1aking
into account the additional time for identificalion
that is provided by paragraph (bX4XiiXA) of this
section), section 475(a) apptlies to changes in
value of the security after the cessation in the
same manner as under section 475(b)}3).

(iii) Examples. These examples illustrate
this paragraph (b)(4):

Example 1. Onset of prohibition against
marking—A) Facts. Corporation H vwns 75 per-
cent of the stock of corporation D, a dealer in
securities within the meaning of section 475(cX1).
On December 1, 1995, D acquired less than hall of
the stock in corporation X. D did not identify the
stock for purposes of section 475%bX2). On Jjuly
17, 1996, H acquired from other persons 70 per-
cent of the stock of X. As a result, D and X
became related within the meaning of paragraph
(bX2X1) of this section. The stock of X is not
described in paragraph (bX3) of this scction (con-
cerning some securities traded on certain estab-
lished financial markets).

(B) Holding. Under paragraph (bX4Xi) of
this section, D recognizes gain or loss on ils 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 account at that
time. As with any application of seclion 47%(a),
proper adjustment is made in the amount of any
gain or lass subsequently realized. After July 16,
1996, section 47%a) dues nat apply to D's X stock
while paragraph (bX1Xi) of this section (cuncern-
ing the relationship between X and D) continues
to apply.

Example 2. Termination of probibition
against marking; retained securities identified as
held for investment—A) Facts. On July 1, 1996,
corporation ff owned 60 percent of the stock of
corporation Y and all of the stock of corporation
D, a dealer in securitics within the meaning of
seclion 475(c)1). Thus, D and Y are related
within the meaning of paragraph (bX2X3) 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 described in paragraph (bX3) of
this section (concerning some securities traded on
certain established financial markets). When D
acquired its shares of Y stock, it did not identify
them for purposes of section 47%b)(2). On Decem-
ber 24, 1996, D identified its shares of Y stock as
held for investment under section 475(bX2). On
December 30, 1996, H sold all of ils shares of
stock in Y to an unrelated party. As a resull, D

Reg. § 1.475(b)-1(b)(4)




37,084

Methods of Actou-nling

See p. 20,601 for regulations not omended to reflect low changes

and Y ceased to be related within the meaning of
paragraph (bX2)(i) of this section.

(B) Holding. Under paragraph (b)(4Xii)}(A)
of this section, identification of the Y shares is
timely if done on or before the close of December
30, 1996. Because D timely identified its Y shares
under section 47b)(2). it continues after Decem-
ber 30, 1996, to relrain (rom marking to market
its Y stock.

Example 3. Termination of prohibition
against marking: retained securities not identified
as held for investment—{(A) Facts. The [acts are
the same as in Example 2 above, except that D
did not identify its stock in Y for purposes of
section 475bX 2) on or before December 30, 1996.
Thus, D did not timely identify these securilies
under section 475(b)}(2) (taking into account the
addiliona) time for identification provided in par-
agraph (b)(4)(ii)(A) of this section).

(B) Holding. Under paragraph (b)(4)(iiXB)
of this section, section 475a) applies lo 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 oc-
curred while the securities were prohibited from
being marked to market is suspended. Further,
section 475(a) applies only to those changes occur-
ring after December 30, 1996.

Example 4. Acquisition of actively (raded
stock from related party— A) Facts. Corporation
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 securi-
ties within the meaning of section 475(¢cX1). Cor-
poration M regularly acts as a2 market maker with
respect to common and preferred stock of corpora-
tion P. Corporation P has oulstanding 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, corpora-
tion P sold 100,000 shares of series X preferred
stock tn corporation M for $100 per share. Subse-
quently, alse on December 29, 1997, persons not
related Lo corporation M engaged in significant
trading of the scries X preferred stock. At the
close of business on December 30, 1997, the fair
market vaiue of sertes X stock was $99 per share.
At the close of business on December 31, 1997, the
[air market value of series X stock was $98.50 per
share. Corporation M sold the scries X stock on
the exchange un January 2. 1998. At all relevant
times, corporation M and all persons related to M
owned less than 15% of the vulstanding series X
preferred stock.

(B) Holding. The 100.000 shares uf series
X preferred stock held by corporation M are not
subject to mark-lo-market trcatment under sec-

Reg. § 1.475(b)-1(c)(2)

tion 475(a) on December 29, 1997, because at
that time the stock was held for less than one full
business day and is therefore treated as properly
identified as held (or investment. At the close of
business on December 30, 1997, that prohibition
on marking ceases to apply, and section 47%bX3)
begins to apply. The built-in loss is suspended,
and subsequent appreciation and depreciation are
subject lo section 475(a). Accordingly, when cor-
poration M marks the series X stock to market at
the close of business on December 31, 1997, under
section 475(a) it recognizes and takes into account
a loss of $.50 per share. Under section 475(bX3),
when corporation M sells the series X stock on
January, 2, 1998, it takes into account the sus-
pended louss, 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)X1) ceased to be apply to the stock.
No deduction, however, is allowed for that loss.
(See §1.1502-13(1X6), 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, il the member does not
take the gain or loss into account pursuant to
section 475(a).)

(c) Securities deemed not held Ifor investment;
dealers in notional principal contracts and deriva-
tives—(1) Except as otherwise determined by the
Commissioner in a revenue ruling, revenue proce-
dure, or letter ruling, section 47(bX1XA) (ex-
empting (rom mark-to-market accounting certain
securities that are held for investment) does not
apply to a security i{— .

(i) The security is described in section
47K cX2XD) or (E) (describing certain notional
principal contracts and derivative securities); and

(ii) The taxpayer is a dealer in such securi-
ties.

(2) See § 1.475(d)-1(b) for a rule concerning
the character of gain or loss on securities de-
scribed in this paragraph (¢).

(d) Special rule for hedges of another member’s
risk. A laxpayer may identily under section
475(bY(I1XC) (exempling certain hedges from
mark-to-market accounting) a security Uhat
hedges a position of another member of the tax-
payer's consolidated group if the security meets
the following requirements—

(1) The security is a hedging transaction
within the meaning of § 1.1221-2(b);

(2) The securily is timely identified as a
hedging transaction under § 1.1221-2(e) (includ-
ing identification of the hedged item); and

(3) The security hedges a position that is not
marked to markel under section 475(a).
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(e) Transitional rules—(1) Stock, partnership,
and benelicial ownership interests in cerlain con-
trolled corporations, partnerships, and ftrusts
before January 23, 1997— (i) In general. The ful-
lowing items held by a dealer in securilics are per
se held for investment within the meaning of
section 475(b)(1)A) and are deemed Lo be prop-
erly identified as such for purposes of scclion
475(bX2)—

(A) Stuck in a corporation thal the tax-
payer controls (within the meaning of paragraph
(eX 1)(i) of this section); or

(B) A partnership or beneficial owner-
ship interest in a widely held or publicly traded
partnership or trust that the laxpayer controls
(within the meaning of paragraph (eX1)Gi) 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) S0 percent or more of the total com-
bined 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 own-
ership interest in the widely held or publicly
traded partnership or lrust.

(iii) Applicability. The rules of this para-
graph (e)X1) apply only before January 23, 1997.

(2) Dealers in notional principal contracts
and derivatives acguired before Janvary 23,
1997—(i) General rule. Section 473(bX1XA) (ex-
empting certain securities from mark-to-market
accounting) does not apply to a security if—

(A) The securily is described in section
475(cK2XD) or (E) (describing certain notional
principal contracts and derivative sccurities); and

(B) The taxpayer is a dealer in such
securities. /

(ii) Exception for securities not acquired in
dealer capacity. This paragraph (eX2) does nol
apply if the taxpayer establishes unambiguously
that the security was not acquired in Lhe (ax-
payer's capacity as a dealer in such securitics.

(iii) Applicability. The rules of paragraph
(eX2) apply only lo securities acquired before
January 23, 1997. |Reg. § 1.475(b)-1.]

0O [T.D. 8700, 12-23-96.}

[Reg. § 1.475(b)-2]

§ 1.475(b)-2. E xemptions—Identification re-
qQuirements.—(a) Identification of the basis for
exemption. An identilication of a securily as ex-
empt {rom mark to market does not salisly sec-

tion 475(b)(2) if il fails lo stale whelher the
security is described in—

(1) Either of 1the first two subparagraphs of
section 475(bX1) (identifying a security as held
fur investment or not held for sale); or

(2) The third subparagraph thereof (identify-
ing a security as a hedge). N

(b) Time for identifying a security with a sub-
stituted basis. For purpuoscs of delermining the
timeliness of an ideatification under scction
473(b)(2), the date that a dealer acquires a sceu-
rity is not affected by whether the dealer’s basis
in the security is determined. in whole or in part,
cither by reference to the basis of the security in
the hands of the person from whom Lhe security
was acquired or by refcrence to other properly
held at any time by the dealer. See § 1.475(a)-3
for rules governing how the dealer accounts for
such a securitly if-this identification is not made. __:

(¢) Integrated transaclions vnder § 1.1275-6—
(1) Definitions. The {ollowing terms are used in
this paragraph (¢) with the meanings that are
given to them by § 1.1275-6: integrated transac-
tion, legging into, legging out, qualilying debt
instrument, § 1.12756 hedge, and synthetic debt
instrument.

(2) Synthetic debt held by a taxpayer as a
result of legging in. I{ a taxpayer is treated as the
holder of a synthetic debt instrument as the result
of legging into an integrated transaction, Lthen, for
purposes of the timeliness of an identification
under section 475(bX2), the synthetic debt instru-
ment is treated as having the same acquisition
dale as the qualifying debt instrument. A pre-leg-
in identification of the qualifying debt instrument
under section 475(bX2) applies to the intcgrated
transaction as well.

(3) Securitics held after legging out. Il a
taxpayer legs out of an integraled lransaction,
then, for purposes of the timeliness of an identifi-
cation under section 47%bX2), lhe qualilying
debt instrument, or the § 1.1275-6 hedge, that
remains in the taxpayer’s hands is generally
trealed as having been acquired, vriginated, or
entered into, as the case may be, immediately
after the leg-out. If any loss or deduction deler-
mined under § 1.1275-6(dX2XiiXB) is disalivwed
by § 1.1275-6(d)}(2XiiXD) (which disallows dedue-
tions when a taxpayer legs out of an integrated
transaction within 30 days of legging in). then, for
purposes of this section and section 475(b)X2), the
qualifying debt instrument that remains in the
taxpayer's hands is treated as bhaving been ac-
quired on the same date that the synthetic debt
instrument was lrealed as having been acquired.
[Rcg. § 1.475(b)-2.}

O (T.D. 8700, 12-23-96.]

Reg. § 1.475(b)-2(c)(3)

S P——
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[Reg. § 1.475(b)-4]

§ 1.475(b)-4. Exemptions—Transitional is-
sues.—(a) Transitional identification—(1) Cer-
tain securities previously identified under section
1236. 1f, as of the close of the last taxable year
ending before Decemnber 31, 1993, a security was
identified under section 1236 as a security held
for investment, the security is treated as being
identilied as held for investment for purposes of
section 475b).

(2) Consistency requirement for other securi-
ties. In the case of a securily (including a security
described in section 475(cX2XF)) that is not de-
scribed in paragraph (aX 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 securily is treated as having been prop-
erly identified under section 475(b)(2) or
47S(cH2XFXiii) if the information contained in
the dealer's books and records as of the close of
that year supports the identification. If there is
any ambiguity in those vecords, the taxpayer
must, no Jater than January 31, 1994, place in its
records a statement resolving this ambiguity and
indicating unambiguously which securities are Lo
be treated as properly identified. Any information
that supports lreating a security as having been
properly identilied under section 475(b)(2) or
(cX2XFXiii) must be applied consistently from
one security 1o another.

(b) Corrections on or before January 31, 1994—
(1) Purpose. This paragraph (b) allows a taxpayer
lo add or remove certain identifications covered
by § 1.475b)>1.

(2) To conlorm to § 1.475(b)-1(a)—{(i} Added
identifications. To the extent permitted by para-
graph (bX2Xii) of this section, a taxpayer may
identify as being described in seclion 475(bX 1 )(A)
or (B)}—

(A) A security that was held for immedi-
ate sale but was not held primarily (or sale to
customers in the ordinary course of the taxpayer’s
trade or business (lor example, a trading secu-
rity); or

{B) An evidence of indebtedness that
was not held for sale to custumers in the ordinary
course of the taxpayer’s trade or business apd that
the taxpayer inlended to hold for less than one
year.

(ii) Limitations. Ap identilication de-
scribed in paragraph (bX2Xi) of this section is
permilted only i(—

(A) Prior to December 28, 1993, the
taxpayer did not identily as being described in
section 475(bX 1)XA) or (B) any of the securities
described in paragraph (bX2)(i) of this section;

Reg. § 1.475(b)-4(a)(1)

section 475(cX(1)

(B) The taxpayer idemifies every secu-
interbank marke!

rity described in paragraph (bX2)(i) of this sec-
tion for which a timely identification of the
security under section 475(bX2) cannot be made
after the date on which the taxpayer makes these
added identifications; and
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(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 described in
§ 1.475(b}1(eX2XiXB) may remove an identifica-
tion under sectivn 475(b)(1XA) of a security de-
scribed in § 1.475(b)- 1(e}2XiX A).

(¢} Effect of corrections. An identification
added under paragraph (aX2) or (bX2) of this
section is timely for purposes of section 4754b)2)
or (cX2XFXiii). An identiflication removed under
paragraph (aX2) or (bX3) of this section does not
subject the taxpayer to the provisions of sectjon
47XdX2). {Reg. § 1.475(b)-4.)

D (T.D. 8700, 12-23-96.

[Reg. § 1.475(c)-1)

§1.475(c)1. Definitions—Dealer in securi-
ties.—(@) Dealer-customer relationship. Whether
a taxpayer is transacting business with customers
is determined on the basis of all of the facts and
Circumstances.

(1) |Reserved).

(2) Transactions described in section
475(cX1IXB)>—(i) In general. For purposes of sec-
tion 475(cX1XB), the term dealer in securilies
includes, but is not limited to, a taxpayer that, in
the ordinary course of the laxpayer's trade or
business, regularly holds itself oul as being willing
and able to enter inty either side of a transaction
enumerated in section 47(cX 1XB). -

(it) Examples. The following examples il-
lustrate the rules of this paragraph (aX2). In the
following examples, B is a bank and is not a
member of a consolidated group:

Example 1. B regularly offers to enter into
interest rate swaps with other persons in the ordi-
nary course of its trade or business. 8 is willing to

enler into interest rate swaps under which it ei-

ther pays a fixed interest rate and receives a / 475 )XINB).
(loating rate or pays a {loating rale and receives a (iti) The iz
fixed rate. B is a dealer in securities under seclion (A) Effect of elec
475 cX1XB). and the counlerparties are its cus- makes the intragr
torners. graph (a)3)ii) of

members of a conse
Yo the members ol t
group that has mad
in securities with
475(cX 1) even if i
are with other mem

Example 2. B. in the urdinary course of ils
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. 8 activities in the foreign
currency make it a dealer in securities under
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section 475(c)(1)X(B), and the other banks in the
interbank market are its customers.

Example 3. B engages in [requent transac-
tions in a foreign currency in the interbank mar-
ket. Unlike the facts in Example 2, however, B
does not regularly hold itsell out as being willing
and able to enter into either side of posilions in
the foreign currency, and all of B’s transactions
are driven by its internal need to adjust its pesi-
tion in the currency. No other circumstances are
present to suggest thal B is a dealer in securities
for purposes of section 475(c)(1XB). B's activity
in the foreign currency does not qualify it as a
dealer in securities for purposes of section
475 cX1XB), and its transaclions in the interbank
markel are not transactions with customers.

(3) Related parties—(i) General rule. Except
as provided in paragraph (a)(3)Xit) 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 transactions with customers for purposes of
section 47S. For example, if a taxpayer, in the
ordinary course of the taxpayer's trade or busi-
ness, regularly holds itsell out to its foreign sub-
sidiaries or other related persons as being willing
and able to enter into either side of transactions
enumerated in section 475c)(1XB). the taxpayer
is a dealer in securitics within the meaning of
section 475(c)X(1), even if il engages in no other
transactions with customers.

(ii) Special rule for members of a consoli-
dated group. Solely for purposes of paragraph
{cX1) of section 475 (concerning the definition of
dealer in securities) and except as provided in
paragraph (a)(3Xiii) of this section. a taxpayer's
transactions with other members ol its consoli-
dated group are not with customers. Accordingly,
notwithstanding paragraph (aX2) of this section,
the fact that a taxpayer regularly holds itself out
lo other members of its consolidated group as
being willing and able 1o enter into either side of a
transaction enumerated in section 475(cX1XB)
does not cause the taxpayer to be a dealer in
securities within the meaning of section

47X c X IXB).

(iii) The intragroup-customer election—
(A) Effect of election. I{ a consolidated group
makes the intragroup-customer election, para-
graph (a)(3)ii) of this section (special rule for
Mmembers of a consolidated 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 securilies within the meaning of section
47XcX1) even il ils only customer transaclions
are with other members of its consolidated group.

(B) Making and revoking the election.
Unless the Commissioner olherwise prescribes, Lhe
intragroup-customer election is made by filing a
stalement that says, "{Inserl name and employer
identification number of common parent) hereby
makes the Intragroup-Customer Election (as de-
scribed in § 1.475(0)-1(a)(3)(iii) of the income lax
regulations) for the taxable year ending [describe
the last day of the year] and for subsequent
taxable years.” The statement must be signed by
the common parent and allached (o the Llimely
filed federal income tax return for the cunsoli-
dated group for that taxable year. The clection
applies for that year and conlinues in cffect for
subsequent years unlil revoked. The clection may
be revoked only with the consent of the Commis-
sioner.

(iv) Examples. The following examples il-
lustrate this paragraph (aX3):

General Facts. HC, a hedging center, pro-
vides interest rate hedges to all of the members of
its alfiliated group (as defined in section
1504(a)X1)). Because of the efficiencies created by
having a centralized risk manager. group policy
prohibits members other than HC from entering
inlo derivalive interest rale positions with outside
parties. HC regularly holds itsell out as being
willing and able to, and in fact dves. enter into
either side of interesl rate swaps with its (ellow
members. HC periodically computes its aggregate
position and hedges the net risk with an unrelated
party. HC does not otherwise enter into interest
rate positions with persons that are not members
of the affiliated group. HC attempts to operatle al
cost, and the lerms of its swaps do not factor in
any risk of default by the affiliate. Thus, HCs
affiliates receive somewhat more favorable terms
then they would receive (rom an unrelated swaps
dealer (a fact that may subject HC and its fellow
members Lo rezllocation of income under section
482). No other circumstances are present to sug-
gest that HC is a dealer in securities for purposes
of section 475(cX 1)(B).

Example 1. General rule for related per-
sons. In addition to the General Facts stated
above, assume that HC's affiliated group has not
elecled under section 1501 to f{ile a consolidated
return. Under paragraph (a}3Xi) of this section,
HCs transactions with its affiliates can be trans-
actions with customers for purposes of section
475(cX1). Thus, under paragraph (a)(2Xi) of this
section, HC is a dealer in securities within the
meaning of scction 475(c)} 1XB), and the members
of the group with which it does business are its
cuslomers.

Example 2. Special rule for members of a
consolidated group. In addition to the General

Reg. § 1.475(c)-1(a)(3)
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Facts stated above, assume that HCs affiliated
group has elected to file consolidated returns and
has not made the intragroup—<ustomer election.
Under paragraph (aX3Xii) of this section, HCs
interest rate swap transactions with the members
of its consolidated group are not transactions with
customers for purposes of determining whether
HC is a dealer in securities within the meaning of
section 47cX 1). Further, the {act that HC regu-
larly holds itsell out to members of its consoli-
dated group as being willing and able 1o enter into
either side of a transaction enumerated in section
475(cX 1) B) does not cause HC to be a dealer in
securities within the meaning of section
475X 1) B). Because no olher circumstances are
present to suggest that HC is a dealer in securities
for purposes of section 47X cX1XB)., HC is not a
dealer in securities.

Example 3. Intragroup~customer election.
In addition to the General Facts stated above,
assume that HCs affiliated group has elected to
file a consolidated return but has also made the
intragroup-customer election under paragraph
(a)X3Xiii) 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 customer paper. Except
as provided in paragraph (bX3) of this seclion, if
a laxpayer would not be a dealer in securities
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 corpora-
tion that is a member of the same consolidated
group (as defined in § 1.1502-1(h)) as the tax-
payer, then f{or purposes of section 475 the tax-
payer is not a dealer in securities.

(2) Definition of customer paper. A debl in-
strument is customer paper with respect to a
person al a point in time if—

(i) The person’s principal activity is selling
nonfinancial goods or providing nonfinancial ser-
vices;

(ii) The debl 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 limes since the debl instrument
was issued, it has beep held either by the person
selling those-gouods or services or by a corporation
that is a member of the same consvlidated group
as that person.

(3) Exceptions. Paragraph (bX 1) of this sec-
tion does not apply il—

Reg. § 1.475(c)-1(b)(1)

() For purposes of seclion 471, the tax-
payer accounts for any security (as deflined in
section 473(cX2)) as inventory;

(ii) The taxpayer is subject to an election
under paragraph (b)(4) ol this section; or
~ (1ii) The taxpayer is not described in para-
graph (bX2Xi) of this section and one or more
debt instruments that are customer paper with
respect Lo a corporation that is a member of the
same consolidated group as the taxpayer are ac-
counted for by the taxpayer, or by a corporation
that is a member of the same consolidated group
as the taxpayer, in a manner that allows recogni-
tion of unrealized gains or losses or deductions for
additions to a reserve {or bad debts.

(4) Election not to be governed by the excep-
tion for sellers of nonfinancial goods or services—
(i) Method of making the election. Unless the
Commissioner otherwise prescribes, an election
under this paragraph (bX4) must be made in the
manner, and al the time, prescribed in this para-
graph (bXdXi). The taxpayer must file with the
Internal Revenue Service a statement that says,
“[{Insert name and taxpayer identification pum-
ber of the taxpayer) hereby elects not to be gov-
erned by § 1.47%c)-1(bX1) of the income tax
regulations for the taxable year ending [describe
the last day of the year] and for subsequent
taxable years.” P

(A) Taxable years ending after Decem-
ber 24, 1996. If the first taxable year subject to an
clection under this paragraph (bX4) ends after
December 24, 1996, the statement must be at-
tached to a timely filed (ederal income tax return
Jor that taxable year.

(B) Taxable years ending on or before
December 24, 1996. 1 the first taxable year sub-
ject to an election under this paragraph (b)4)
ends on or before December 24, 1996, and the
election changes the taxpayer's taxable income for
any laxable year the federal income tax return for
which was (iled before February 24, 1997, the
statement must be attached to an amended return
for the earliest such ycar that is so affected, and
that amended return (and an amended return (or
any other such year Lhat is so affected) must be
filed not later than June 23. 1997. If the first
taxable year subject lo an election under this
paragraph (bX4) ends on or before December 24,
1996; but the taxpayer is not described in the
preceding scnlence, Lhe statement must be at-
tached 1o the first federal income lax return Lhat
is for a taxable year subjecl to Lhe election and
that is filed on or after February 24, 1997.

(i) Continued applicability of an election.
An election under this paragraph (bX4) continues
in effect for subsequent taxable years until re-
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(¢) Taxpayers that purchase sccurities from
customers but engage in no morc than negligible
sales of the securities—(1) Excmption from dealer
status—{(i) General rule. A taxpaycr that regu-
larly purchases securitlies from customers in the
ordinary course of a trade or busincss (including
regularly making loans to customers in the ordi-
nary 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 Lo be su treated or, for purposes of
section 471, Lhe taxpayer accounts for any secu-
rity (as defined in section 473c)(2)) as inventory.

(ii) Election to be treated as a dealer. A
taxpayer described’ in paragraph (c)X 1)) of this
section elects to be treated as a dealer in securilies
by filing a federal income tax return reflecting the
application of section 475(a) in compuling its
taxable income.

(2) Negligible, sales. Solely for purposes of
paragraph (cX1) of this section, a taxpayer en-
gages in negligible sales of debt instruments that
it regularly purchases from customers in the ordi-
nary course of its business if, and only i, during
the taxable year, either—

, (i) The taxpayer sells all or part of fewer
than 60 debl instruments, regardless how ac-
quired; or

(ii) The tota) adjusted basis of the debt
instruments (or parts of debt instruments), re-
gardless how acquired, that the taxpayer sells is
less than S percent of the total basis, immediately
after acquisition, of the debt instruments that it
acquires in that year.

(3) Special rules for. members of a consoli-
dated group—(i) Intragroup-customer election in
effect. If a (axpayer is a member of a consolidated
group that has made the intragroup-customer
election (described in paragraph (a)}3Xiii) of this
_ section), the negligible sales test in paragraph
. (cX2) of this section takes into account all of the
Eopayer's sales of debt instruments to other
- €roup members. ' :

<2+ (i) Intragroup-customer election not in ef-
lect. 1f a taxpayer is a member of a consolidaled
; :gf"'-'l_i that has not made the intragroup-customer
.QI_QC!.IOn (described in paragraph (aX3Xiii) of this
sﬁ‘“:'el.f‘"). the taxpayer satisfies the negligible sales
AR Paragraph (cX2) of this section if either—
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(A) The test is satisfied by the taxpayer,
taking into account sales of debt instruments Lo
other group members (as in paragraph (¢)(3)i) of
this scetion); or

(B) The test is salisficd by the group,
treating the members of the group as il they were
divisions of a single corporation.

(4) Special rules. Whether sales of securitics
are ncgligible is determined without regard 10—

(i) Sales of securitics that are necessilated i
by exceplional circumstances and thal are nol ]
undertaken as recurring business activitics; f

(ii) Sales of debt instruments that decline
in quality while in the taxpayer’s hands and that
are sold pursuant to an established policy of the
taxpayer to disposc of debt instruments below a
certain qualily; or

(iti) Acquisitions and sales of debt instru- |
ments that are qualitatively different from all L1
debt instruments that the taxpayer purchases l :
[rom customers in the ordinary course of its busi- i
ness. i

(5) Example. The following example illus-
trates paragraph ()(4Xiii) of this section:

Example. I, an insurance company, regularly
makes policy loans Lo its customers but does not
sell them. 1. however, aclively trades Treasury
securities. No other circumstances are present to
suggest that [ is a dealer in securities for purposes
of section 475(c)X(1). Since the Treasuries are qual-
itatively different from the policy loans that I
originates, under paragraph (cX4Xiii) of this sec-
tion, I disregards the purchases and sales of Trea-
suries in applying the negligible sales test in
paragraph (c)(2) of this seclion.

(d) Issuance of life insurance products. A life
insurance company that is not otherwise a dealer
in securities within the meaning of section
475(cX 1) does not become a dealer in securities
solely because it regularly issues life insurance
products to its customers in 1he ordinary course of
a trade or business. For purpuses of the preceding
sentence, the lerm life insurance product means a
contract that is treated for federa)l income tax
purposes as an annuily, endowment, or life insur-
ance contract. See sections 72, 817, and 7702.
[Reg. § 1.475(c)-1.)

O (T.D. 8700, 12-23-96.]

Reg. § 1.475(c)-1(d)
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—» Caution: Temporary Reg. § 1.475(c)-1T(a), below, was removed by T.D.
8700, effective December 24, 1996, «

[Reg. § 1.475(c)-17] )

§ 1.475(c)-1T. Definitions—Dealers in secur-
ities (temporary).—(a) Sellers of nonfinancial
goods and services. If the principal activity of a
taxpayer is selling nonfinancial goods or providing
nonfinancial services, the fact that the taxpayer
extends credit to the purchasers of its nonfinan-
cial gonds or services does not make the taxpayer

a dealer in securities within the meaning of sec-
tion 475(c)(1). even if the taxpayer sells the evi-
dences of indebledness so acquired. The preceding
sentence does not apply if, for purposes of section
471, the laxpayer claims to be a dealer in those
evidences of indebtedness,

— Caution: Temporary Reg. § 1.475(c)-1T(b), below, was removed by T.D.
8700, effective January 23, 1997 «

(b) Taxpayers that purchase securities but do
not sell more than a negligible portion of the
securities—{(1) Exemption from dealer stalus. A
taxpayer that regularly purchases securities from
customers in the ordinary course of a trade or
business (including regularly making loans to cus-
tomers in the ordinary course of a trade or busi-
ness of making loans) is not thereby a dealer in
securities for purposes of section 475(c)(1) if the
taxpayer does not sell more than a negligible
portion of the securities so acquired. The preced-
ing sentence does not apply if, for purposes of
section 471, the taxpayer claims to be a dealer in
those securities.

(2) Negligible portion. The meaning of negli-
gible portion is illustrated by the following exam-
ples:

(i) Example 1. A regularly acquires loans
(both by making loans to customers and by other-
wise purchasing loans) in the ordinary course of
its business. A retains almost all of the loans that
il acquires. In 1993, A sells fewer than 60 loans.
Accordingly, in 1993 A dues not sell more than a
negligible portion of the securities it acquired.

(ii) Example 2. B regularly acquires loans
(both by making loans to customers and by other-
wise purchasing leans) in the ordinary course of
its business. In 1993, B sells more than 60 loans,
but the tolal adjusted basis of the loans that B
sells in 1993 is less than S% of the total basis,
immediately after acquisition, of the loans that it
acquires in thal year. Accordingly, in 1993 B does
not sell more than a negligible portion of the
securities it acquired.
(3) Special rules. Whether the portion of se-
curities sold is negligible is determined without
regard to—

(1) Sales of evidences of indebtedness that
decline in quality while in the taxpayer's hands
and that are sold pursuant to an established pol-
icy ol the taxpayer to dispose of evidences of
indebtedness below a certain qualily; or

Reg. § 1.475(c)-1T(a)

) (i) Sales that are necessitated by excep-
tional circumstances and that are not undertaken
as recurring business activities. [Temporary Reg.
§ 1.475(c)-1T.)

a(7.D. 8505, 12-28-93. Removed by T.D.
8700, 12-23-96.]

[Reg. § 1.475(C)'2]

§ 1.475(c)-2. Definitions—Security.—(a)
Items that are not securities. The following items
are not securities within the meaning of section
475(cX2) with respect to a taxpayer and. there-
fore, are not subject 1o section 475—

(1) A security (determined without regard to
this paragraph (a)) if section 1032 prevents the
taxpayer {rom recognizing gain or loss with re-
spect to thal securily;

(2) A debt instrument issued by the taxpayer
(including a synthetic debt instrument, within the
meaning of § 1.1275-6(bX4), that § 1.1275-6(b)
treats the taxpayer as having issued); or

(3) A REMIC residual interest, or an interest
or arrangement thal is determined by the Com-
missioner to have substantially the same economic
effect, if the residual interest or the interest or
arrangement is acquired on or after January 4,
1995.

(b) Synthetic debt that § 1.1275-6(b) treats the
taxpayer as holding. I{ §1.1275-6 treats a tax-
payer as the holder of a synthetic debt instrument
{within the meaning of § 1.1275-6(b)X4)), the syn-
thetlic debt instrumenlt is a security held by the
taxpayer within the meaning of section
47 5(cH2XC). ’

(c) Negative value REMIC residuals acquired
before January 4. 1995. A REMIC residual inter-
est that is described in paragraph (e)(1) of this
section or an interest or arrangement that is de-
termined by the Commissioner to have substan-
tially the same economic effect is not a securily
within the meaning of section 475(cX 2).

(1) Description. A residual interest in a
REMIC is described in this paragraph (c)(1) if. on
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the date the taxpayer acquires the residual inter-
est; the present value of the anticipated tax liabil-
ities associated with holding the interest exceeds
the sum of—

(i) The present value of the cxpected [u-
ture distributions on the interest; and

(ii) The present value of lhe anticipated
tax savings associated with holding the inlerest as
the REMIC generates losses.

(2) Special rules applicable to ncgative 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 determined by refer-
ence to the transferor's basis, then the transferee
is deemed to acquire the interest on the date the
transferor acquired it (or is deemed to acquire it
under this paragraph (cX2Xi)).

(ii) Anticipated tax liabilities, expected fu-
ture distributions, and anticipated tax savings are
determined under the rules in § 1.B60E-2(aX3)
and without regard to the operation of section
475.

(5ii) Present values are determined under
the rules in § 1.860E-2(aX4). |Reg. § 1.475(c)-2.)

O (T.D. 8700, 12-23-96.)

[Reg. § 1.475(d)-1]

§ 1.475(d)-1. Character of gain or loss.—(a)
Securities never held in connection with the tax-
payer’'s activities as a dealer in securities. Il a
security is never held in connection with the tax-
payer’s activilies as a dealer in securities, section
475(d)(3XA) does not affect the character of gain
or loss from the security, even il the taxpayer fails
to identify the security under section 475(b)(2).

(b) Ordinary treatment for notional principal
contracts and derivatives held by dealers in no-
tional principal contracts and derivatives. Section
475(dX3XBXii) (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 determination
by the Commissioner prevent section 47(bX1XA)
from applying to the security. [Reg. § 1.475(d)-1.}

. OIT.D. 8700, 12-23-96.}

s [Reg. § 1.475(e)-1]

= §-1.47S(e}1. Effective dates.—{a) and (b)
[Reserved).

}{c) Section 1.47%a)-3 (concerning acquisition
by a dealer of a security with a substituted basis)

k' applies to securities acquired, originated, or en-
g tered into on or afler January 4, 1995.

(d) Except as provided elsewhere in this para-
graph (d), § 1.475(b)-1 (concerning the scope of
exemptions from the mark-to-markel require-
ment) applies to taxable years ending on or after
December 31, 1993.

(1) Section 1.475(b)-1(b) applies as {ollows:

(i) Section 1.475(b)1(bX1Xi) (concerning
oquily intercsts issued by a related person) ap-
plies beginning June 19, 1996. If, on June 18,
1996, a security is subject to mark-to-market ac-
counting and, on June 19, 1996, § 1.475(b)-1(bX1)
begins Lo apply to the security solely because of
the effective dates in this paragraph (d) (rather
than because of a change in [acts), then the rules
of § 1.475(b)-1(b)(4Xi)A) (concerning the prohibi-
tion  against marking) apply, but
§ 1.475(b)-1{bX4XiXB) (imposing a mark to mar-
ket on the day before Lhe onset of the prohibition)
does not apply.

(ii) Section 1.475(b)-1(bX2) (concerning
relevant relationships {or purposes of determining
whether equity interests in related persons are
prohibited from being marked to market) applies
beginning June 19, 1996.

(iii) Section 1.473b)-1(bX3) (concerning
certain aclively traded securities) applies begin-
ning June 19, 1996, to securities held on or after
that date, except for securities described in
§ 1.47(b)-1(eX1Xi) (concerning equity interests
issued by controlled entities). If a secunity is de-
scribed in § 1.47Xb)-1(eX1Xi), § 1.475(b)-1(bX3)
applies only on or after January 23, 1997, if the
security is held on or after that date. If
§ L.47X(b)-1{bX1) ceases to apply to a security by
virtue of the operation of this paragraph
(dX 1Xiii). the rules of § 1.475(b)-1(bX4Xii) apply
to the cessation.

(iv) Except to the extent provided in para-
graph (d)X1) of this section, § 1.475(b)-1(bX4)
(concerning changes in status) applies beginning
June 19, 1996.

(2) Section 1.475%(b)-1(c) {concerning securi-
ties deemed nol held for investment by dealers in
notional principal contracts and derivatives) ap-
plies to securities acquired on or after January 23,
1997.

(3) Section §.475(b)-1(d) (concerning Lhe spe-
cial rule for hedges of another member's risk) is
effective for securities acquired, originated, or en-
tered into onor after January 23, 1997.

(e) Section 1.47%b)-2 (concerning identification
of securities that are exempt from mark to market
treatment) applies as follows:

(1) Section 1.475(b)-2(a) (concerning the gen-
eral rules for identification of basis for exemplion

Reg. § 1.475(e)-1(e)(1)
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1] from mark to market trealment) applies Lo identi- (3) Except as otherwise provided in this par- ries, accounts rece
A fications made on or alter July 1. 1997. agraph (hX3). § 1.475(c)>I(c) (concerning taxpay- any other iterm de

order: to prevent ai
or omitted.

“tc) (1) The ten
section 481, has refi
adjlistments requin
gr‘,]ph (b) of this sec

(2) Section 1.475(b)}-2(b) (concerning lime for  €TS that purchase securities but engage in no more
than negligible sales of the securities) applies to
taxable years ending on or alter December 31,
1993.

| identifying a security with a substituted basis)
applies to securilies acquired, originated, or en-
tered into on or alter January 4, 1995,

(3) Section 1.475(b)-2(c) (concerning identifi- (i) Section 1.475(c)-1(cX3) (special rules
cation in the context of integrated transaclions (- members of a consolidated group) is effective

S

under § 1.1275-6) applies on and alter August 13,
1996 (the effective date of § 1.1275-6),

() [Reserved].

(g) Section 1.475(b)-4 (concerning transitional
issues relating to exemptions) applies to laxable
years ending on or after December 31, 1993.

(h) Section 1.475(c)-1 applies as follows:

(1) Except as otherwise provided in this par-
agraph (hX1), §1.475(c)-1(a) (concerning the
dealer-customer relatinnship) applies to taxable
years beginning on or after January 1, 1995,

(i) [Reserved].

(ii) Section 1.475(¢)-1(a)}2Xii) (illustrating
rules concerning the dealer-customer relationship)
applies to taxable years beginning on or alter June
20, 1996.

(iii) (A) Section 1.475(c)-1{aX3) applies to
taxable years beginning on or after June 20, 1996,
except for transactions between members of the
same consolidated group.

(B) For transactions belween members
of the same consolidated group, paragraph
§ 1.475(c)- 1(a)X3) applies to taxable years begin-
ning on or after December 24, 1996.

(2) Section 1.475(c)-1(b) (concerning sellers
of nonfinancial goods and services) applies to tax-
able years ending vn or alter December 31, 1993.

Adjustments

[Reg. § 1.481-1]

§ 1.481-1. Adjustments in general.—a) (1)
Section 481 prescribes the rules Lo be followed in
computing taxable income in cases where the tax-
able income of the taxpayer is computed under a
method of accounting dilferent from that under
which the taxable income was previously com-
puted. A change in method of accounting to which
section 481 applies includes a change in the over-
all method of accounting for gross income or de-
ductions, or a change in the treatment of a mate-
rial item. For rules relating to changes in methods
of accounling, see section 446{(¢) 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 (rom

Reg. § 1.481-1(a)(2)

the over-all metho
the cash receipts as
accrual method, t
adjustments” meat
ments (whether tl
increases or decreas
tions) arising with

accounts, such as i
and accounts pay:
taxable year of the
ing. Wilh respect

ments altributab
jimmaterial that th
with respect to wh
be made (for the [
tion 481 applies)

actual change in m
purposes of sectior
ance is to be taker
change in the treat
the amount of the :
with reference onl:
that particular acc

for taxable years beginning 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) (or taxable years
beginning before January 23, 1997, provided the
taxpayer applies that paragraph reasonably and
consistently.

(4) Section 1.475(c)-1(d) (concerning the issu-
ance of life insurance products) applies to taxable
years beginning on or after January 1, 1995.

(i) Section 1.475(c)-2 (concerning the definition
of securily) applies to taxable years ending on or
after December 31, 1993. By its terms. however,
§ 1.475(c)}2(a)3) applies only to residual inter-
ests or to interests or arrangements Lhal are ac-
quired on or after January 4, 199S: and the
integrated transactions that are referred to in
§ § 1.475(c)-2(aX2) and 1.475(c)-2(b) exist only
after August 13, 1996 (the effective date of

§1.1275-6).
(2) If a chan

voluntary (i.e., in
entire amount of
section 481(a) is g
computing taxable
the change, regard
increase or decreas
§§ 1.446-1(eX3) a
the Commissioner
or years in which

(j) Section 1.475(d)-1 (concerning the character
of gain or loss) applies to taxable years ending on
or after December 31, 1993. [Reg. § 1.47Xe)-1.)

QI T.D. 8700, 12-23-96.}

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 AELOMNL.
method of accounting diflerent {rom that used for (3) If the cha
the preceding taxable year. involuntary (i.e. 1
(2) Unless the adjustments are altributable then only the amor
to a change in method of accounting initiated by by section 481(a)
the taxpayer, no part of the adjustments required years beginning 3
by subparagraph (1) of this paragraph shall be ending after Aug
based nn amounts which were taken into account ferred o as posi-
in computing income (or which should have been counl. This amo
taken into account had the new method of ac- accounl in compul
counting been used) for (axable years beginning ble year of the ch.
befure January 1. 1954, or ending before August adjustmenls incre:
17, 1954 (hereinafler referred to as pre-1954 See, however, §8 1
years). provide that the C

taxable year or y

(b) The adjusiments specified in section 481(a)
are taken into acct

and this section shall take into accounl invenlo-




