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11L Other Matters

_ *. .. Impacton the Environment

O ;|
£

= - A Finding of No Significant Impact
‘with respect to the environment was * .
%" made in accordance with HUD .~ .
x: regulations at 24 CFR part 50'that . \ -
> implement section 102(2)(C) of the - .-

L,
o

‘*;Tﬁ.‘_Nauoml Envircnmental Policy Act of ..
_5;-35 ‘1969, 42 U.S.C. 4342, in connection -~

B8t ith the HFA Risk Sharing final rule. -

S ’%‘I‘hql Finding of No Significant Impact

YiZremains applicable to this technical
&2 confirming rule, and is available for

< public inspection and copying during

N ':ﬁ-"‘ regular business hours'[7:30 a.m. to 5:30
- :I>72rp.m.} in the Office of the Rules Dockst .

" Clerk, room 10278, 451 Seventh Street,

.75 SW, Washington, DC 20410-0500.

Federalism Impact’ )

The General Counsel. as the
Designated Official under section 6(a} of
Executive Order 12612, Federalism, has
determined that the policies contained
in this rule do not have significant

. impact on States or their political
- subdivisions since the requirements of
the rule are limited to technical
 amendments necessary to carry out
‘accurately the provisions of programs
whosa regulstions were not amended in
.the origina} Consolidated Plan rule. ~

_Impact on the Family
_The Genera] Counse), as the

Designated Official under Executive - - -
Order 12606, The Family, hag

determined that this rule does not have -

patential for significant irpact on
family formation, maintenance, and
general well-being, and, thus is not

* subject te review under the Order since
it is only a technical. confirming rule.

Impact on Small Entities

The Secretary. in accordance with the
Regulatary Flexibility Act {5 U.S.C.
605(b)). bas reviewed this rule before
publication and by approving il certifies
that this rule will not have & significan{
impact on 2 substantiai number of small
entilies, because it imposes no new
burdens on jurisdictions.

Regulatery Agenda

This rule was not listed in the
Department’s Semiannual Regulatory
Agenda published on November 14,
1994 {59 FR 57632, $7641). under
Executive Order 12866 and the .
Regulatory Flexibility Act.  ~

List of Subjects in 24 CFR Part 266

Aged, Fair housing,
Imergovernmental relations, Mortgage
insurance, Low and moderate income
housing. Reporting and recordkeeping
requirements.

in sccordance with the reasons set
forth in the preambla, 24 CFR part 265
is emended as follows: . -

PART 266—HOUSING FINANCE
AGENCY RISK-SHARING PROGRAM -
FOR INSURED AFFORDABLE . =

‘MULTIFAMILY PROJECT LOANS -. .

" 1. The sutherity citation for part 266
continues to read as follows: - -
Autherity: 12 US.C 1707 42USC . |
3sasld). . VU - L
2.In §266.201, peragraph (b) is - ...
revised to read as follows: - -

§266.210 HUD-retained review functions. -

(b} Environmental review . | .
requirements: To deterrnine compliance
with the requirements of the National
Environmental Policy Act of 1969 and
related laws and authorities, the HUD
Field Cffice {or other responsible entity
through such delegation as may be in
sffect by regulation hereafter) will visit
sach project site proposed for insurance
under this part and prepare the
applicable environmental reviews as set
forth ir1 24 CFR patt 50 (or as set forth
in 24 CFR part 58 for the other
responsible entity). These requirements
must be completed before HUD may
issue the Rrm approval letter. -

Dated: March 28, 1995,

Nicolas P. Retsinas, T .
Assistant Secretary for Housing-Federo!

-Housing Commissioner.

[FR Doc. 958054 Filed 3-30-95; 8:45 amj
BILLING (ODE 4210-T7-M

DEPARTMENT OF THE TREASURY
internal Aevenue Service

26 CFR Part 1

[TD 8584}

RIN 154 5=-AK03

Capitalization of interest; Correction

AGENCY: Internal Revenue Service {IRS],
Treasury.
ACTION: Correclicon 1o fina) regulations,

suMMaRY: This document conlains
corrections o the final regulations {TD
8584) which were published in the
Federal Register for Thursday.
December 29, 1294 (59 FR 67187). The
linal regulations relate to the
requiremenl lo capitalize interest with
respect to the production of property.
EFFECTIYE DATE: January 1. 19935.

FOR FURTHER IMFORMATION CONTACT: ]a.n
L. Skellon, (202) 6224970 (not 8 toll- ~
free number), . -

SUPPLEMENTARY IHFOF.!MATE'IN: o
Background .. L __- “

The final regulations that ere the _. .
subject of these corrections are undst -
section 263A(f} of the Intermal Revenue
Code. ARt
Need for Correction _ , . .., .
". As published, the final regulsations
contains errors that are misleading and *
in need of correction. ~  © -.... :

Correction of Publication

Accordingly, the publication of final
regulations which is the subject of FR
Doc. 94-31431, is corrected as follows:

1. On page 67180. column 1, in the
preamble following the parsgraph
heading In General”, second full .
paragraph, eighth line from the bottom
of the parsgraph, the word “that"is -

Ly T

-corrected to read “than”,

2. On page 67150, column 1, in the
preamble following the pasagraph
heading "In General”, second full .

. paragraph, sixth line from the bottom of

the pmgraph. the word “for” is
corrected to read “under™, i

3. On page 67190, column 2, in the ~
preamble following the paragraph
heading “Accounts Payable an

.Simplification Rule for Tracing”, third

full paragraph, line B, the language
“expenditures for all property. [RS and™
is corrected \o read “expenditures {or all
property. The IRS and™.

4. On page 67191, column 1, in the
preamble following the paragraph

heading “Notional Principal Contracts”™, ..

line 1, the word “principle” is corrected
to read “principal”.

5. On page 67182, in the preamble
following the paragraph heading “'Land
Attributable to Benefitted Property”,
line 11 from the top of celumn 1, the
ward “on' is corrected to read “of".

6. On page 67152, column 3, in the
presmble following the paragraph
heading “Ulilities—Cobnstruction Work
in Process”, paragraph 2, line 7, the
language “"FAS™ 15 corrected 10 read
“SFAS™.

7. On page 67195, column 1. in the
preambtle following the paragraph
heading "'In General”, paragraph 2, line
1, the dale “August 17, 1998 1s
corrected to read “August 17, 188"

8. On page 67193, column 2, in the
preamble following the paragraph
heading "Consolidated Reiumn Interest
Rule". first full paragraph, line 5 from
the betiom of the paragraph, the
language “inlerest intragroup debt, but
al the same" is cormecied to read
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lmarnt on inl.rngmup deb‘L but at th.s

2 &* same™. I )

9.0n7 paga 671952in the pmmblo ;._"_-'_
~following the paragraph heading ™

' "' “Commgnts on Related Person Rules
na 4 from the top ‘of column 3; the ;-

""'paga 87197, columﬁnil‘ 55
8IAZD, the' conlantsanu-y for
&83’1’59&}(6) is cnrracted to md B

T - ;ﬁ%}v‘h‘h"‘f“.—
g;{.}sm-s " The ovoided tost me&ud. \_" .

-“'i:’ t_ ‘«qh)\ ., ,.;.--u.-:-.;.:__',- i
..l- W o

-':t\l"

: : N {6} Notional pnnmpll r.'um-acu and othaf
© = derivatives. |Resarved] -

- " ", - e
N . B

[

| §1.283A-8 . [Comectad] <. -
.. 11.0n page 67198, column 2, . .
§ 1.263A-8, paragraph [(b}(2)(iii}, line 3.

the language “tha thresholds under ° .. -

paragraphs” is corrected to read “'the
classification thresholds under ..
graphs”, o
12, On page 57198, column 3,
g1. 253A—-a,§m graph {c)(13, last line oi‘
the paragraph, the language =
"windowpanes.)” is correctnd to read o>
“windawpanes)s'..
13 On pape67199, column 3.~ :
§1 263A-8, parsgraph {d)&]fv](B} hnlr‘

%’ 3, the language “fnuinihg of sction .
‘460{3}(6](6) with' is correcied to read
._“rnea.mng of section 460{e){BJ(A}} mt.h

4“‘&“1,5 age ‘.R.e\n Proc." is corractad lcnr. .

“3-:15. On page 67200, colurmn 3,.
1 §1.263A-9, paragraphk (b}(2); line 7 fmm
; 'ﬁ:""tha bottom of theparsgraph;she - =

S

. 14, On page 67199, column 3, ~ ™

ER 51 263A-8, pmguph.[d}{z}[v}[}!]..hne .

5.section,"480(d}(14(B){l}" is corrected
to read “480(e}{ 1B} : - - br

™ -\‘n

73 Incguage “the rules of § ‘LIGHT I"g""

X% ,s\:.Trucod debt also” is corrected to- read. ..z.
o= the rules of §1.63-8T, Traced debti

-o-ouutni'otrigmmnrund« S also™ - -
A 2634, : TE s, Ompage 67200, “column 37

e ataty

Pt B

§ 1.263 A8, in the paragraph haadmpg of

. "paragraph (¢)(1). line 2-the word “Rule' -
. 1s corrected to read “rufe’"3 [

: 17. On page 67200, column 3, - ‘\ e
s 1.263A~9, paragreph (c}(a}. -

. introductory text, last line invthe ~

columyrr, the word * pmducbon" is*
corrected to.read '‘product”,

18. On page 67204, column1, -
§1.263A-8, paragraph (c){3), pmgmph

. [1) of Exampie., line 12, the la.ngunga

51,000,000 (loan #}. The loan is .
nontraced” is correctadto read
*51,000,000 {Ipm #1) The loan 1s

" nontraced".

19, Cn page 67201 column 2,

§1.263A-9, pmgrnph {eMsMi(R), ‘m tho
Example., line 6. the figure $2,500,00"

is vorrected to read *°$2,500,000.

20.0mn page-ﬁ?ZOZ..n:ulumn I, ..

§1.263A~0, In-parsgraph (¢){5)(iii}{D),~
line 2, the-language “nontroced debt or -

e o . §1.263A-9, paragraph. ()(7){ii)(A), linet
3, the word * expandxtums is cormdsd; -
10 rsad “axpenditure”

b -
-, fateis anngent—lf‘ is oarractod to .- o
.. read "nontraced debtormte:s o

. ¥
[N
. ‘ ._-In e

contingent. If",
21. On page 5?20?.. column 2,:

.“|

* §1.263A-9; parsgraph (c)(6};" pmgraph oo

. (ii) of Example 2., line-9, the language .1~ - .

; ! _"([$1,400,000 ~ $1,000 000]+" is " +adsem

- '—gﬁ# x‘-m. §1 28340 ;comct'.q"i "J‘-‘*‘m-&'faﬂifc "cotrected towread W7 £hitxy P eathgls
peteF oA B ‘*t"'([(n 400,000 ~ $1,000,000)+ % u"m s

.1

- 22Qgipage 67202, column 2,

§ 1.263A%9, iri tha puragraph haadlng of
¥ paragraph- (e)(7), lmo 3‘the pmoclr.s >
removed. i Sl

L‘ T

: 23,00 pnge 872024 coiu.mn'ﬁ._

e .,;_". !

24-25. On-page 67203, column 151 -2 . B
§ 1.283A~9. paragraph {e}(1), line 11, lhe .

word ‘tradat is comcted 1o rend

mcen N "
26. On page 67233 column 1.
§1.263A~¢, paragraph (e)(2), kine 7, the :

language *$10,000,000 gross racmptr -

test for all” is corrected 1o read -

*$10,000,000 gross Teceipls test) a.nd ihe .
taxpayer bas met the $10 000 000 gross
receipts for all”, " :

Lo w -

" 27. On page 872b3 coltimn 1,%

-§ 1.263A-3, in-the paragraph hudmg"of .
paragraph. (n ine 3, Lhe Qennd.i """ .-
removed.— . -

.- 28. On page'67204; §1263A'—9

patagraph ([{a), paragraph {i} of :2; 2

Exampfr:f lina2 of thetableds -5 i

corrected to read as Iollows P tolbe s 1:’:-&.:

(FrosY, f\.‘ ’

Sy
“

- Usa otpo- .° ©

. ; Annual rale  Period-out- -
Ne:., Procipal (percent) standing ceads
- B L 1 8/01-12/31 Nomraced.

26. On page 67204, column 1,.

§ 1.263A~9, paragraph {f){3}, paragraph
(v} of Exampie 3., last line, the language
**$£500,000+51,000,600+51,600,000+4).™
is cotrected to read
*5500,000+5§1.000,000+
$1,600,000]+4].".

30. O page 67205, columnn 2, :

§ 1.263A-0, the paragraph designated
(g)(2)(iv)(c) is correctly designated
paragraph (g)(2)(iv)(C).

31. Ono page 657205, column 2,
51.263A-09, pa.ragraph (8)(2)(v). line 4,
the word * ‘provisions” is cnrrected 1o
read “provision”.

32. On page 67205, column 3,
§1.263A~9, paragraph (g} 2){v],
paragraph {i) of Example 1., line 2 from.
ibe bottom of the paragraph, the
language “[$135.000x5108,000]),
£73.000 is deferred ™ is corrected to read

““[$135,000+5108,000}), $75,0001s -~
deferred’. . )

33, On page 67205, column 3,
§1.263A~9, paragraph (g)(2)(v),
paragraph (i) of Exomple 1., line 6, the

. language “is 11.6 percent

(13135 .000x$108.000]+" is corrected to -
read “'is 11.6 percent
(1$135,000+5108,000])+", -

34. On page 67206, column 3,
§ 1.263A~9. paragraph (g){3)iii){E), in
the Example., line 7 from the bottomn of
the column, the letter *'S" is corrected
to read “X".

35. On page 67206, column 3,
§1.26 3A~9, paragraph (g){3){iii}(E}, in
tbe Exomple., line 3 from the bottom of
the column, the language "'segment is 3-
year inventory, Under paragraph” is
carrected to read “'segment is 3-year old
inventory. Under paragraph”,

36. On page 67207, column 2,
§ 1.283A~9, paragraph [8)(5){iii),
paragraph (i) of Example., the last line -
of the paragraph, the Janguage
*{15600,000+%$6:000,000)x5,000,000]." is
corrected to read
"'{$600,000+55.000,000x$5,000,000).".

§1.2634-10 [Corrected]

37. On page 7207, column 3, the
seclion heading designated "'§ 1.263~
10" is correctly designated "§1.263A-
167

38. Dn page 67209, column 1,
§1.263A-10, parsgraph (b}{5}{(iv}. the
first line of column 1. the word
“period” is corrected to read “periods”.

39. On page 67209, column 2,
§1.263A-10, paragraph (b){6),
paragraph {ii) of Example 3., line 7, the
ward “lost" is corrected 1o read ° Tot”.
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‘40, On page 67209, column 2, * - this" is corrected to read “the mearung ()% » ¢’ ST NT N s e
,-"- §1.263A-10, paragraph (b}(B), °~ . -  of pamgraph (c)(2)i) o[thu ACMIRUE SR 1 R The amount received Ior
_ pmgmph {ti) of Example 3., line 8, the  Cynthia E. Grigsby, -~ *, %~ P T das;gnatad stock shall not sxceed .

-;' . "\‘.‘ : word “'paragraph” is cormad to m‘i Chief, Regulations Unit, A“ocmle Chwf " $1,000,000 less amounts mlvad— ’
N“Pmsnphf' DT - . Counsel{Corporote}. " "% 1T o {A).In exchenge for stock inyalrs a
g s.J. 41. On page 87208, Zolumn z j *|FR Doc. 95-7857 Filed 3_30_95 s nm}- ** prior to the tm;)smonal yoar
" V'=§1 263A-10, paragraph D)(6)," U7 suma cooe wsoars L "7 1B) As contributions to capnalln
iy t SR DA A years prior to the transitionaf year; and
- f:‘pamgrnph (ii) of Example 3., hnesﬁ-om v

ttié bottom of the paragraph, the - TR e temdet R (C) As psid-in im‘plus in y?a.rs priof
langusge “parsgraph. (b)(5) of this . 1Y 26 cFR Parﬂ ______ AN S o Eh?,““?‘:“"“_“, Yo

-‘t
“ section. Under s corracted toread . L . AR e e
<.[To‘m71q L *{v _ ja B Grigrby, [

B $U Tt 1r}i"1 T Au““‘- ~5 .
e ~ Income Ta;}. Taxable Yoar:.‘ Beglnnlng . Chief, Regulations Unit, A“lﬂﬂm Cﬁwf :h

] After December 31, 1853; Trsatment of’, Counsel (Corporate).”

42! On page 67210 cclumn 1. v ™
*. Losses on Small Business Stock; ™ {FR Doc: 857969 Filed 3-30-9

¥ §1.263A-10, paragraph (b)(6). in =,

T

2 "g_"ﬁxamples , line 7, the la.nguage "Lhe : Correction - - 372 a5 ~.- --, BILLING COOE (001> ".,-,
S costs of the allocable share pf =2 <& P ik
: '-.- swimming"” is corrected 10 jead * Lho . - ';GENCY Internal Bevenue Semce (IRS)
*.5:" costs of the allocable share oftha .. .. lreasury.” AT 26 CFR Part18 - T
© swimming™. . ] . ACTION: Correcting amendments. [TD?BTG] -
§1.2634-11 [Cmmdi ’ ar 5“"""‘”,“" This document contains 8 . = eqarain Elactions Under the Deficit
L nOnpaeurint coumnt, . et o oo 7D 709 ducton i f 1984;Carcton
§1.263A-11, pnragraph {ei). hne 3 the Register for Wednesday, September 29, * AGENCY: Internal Revenue Service,
regulation section °§1,263A-8(d)2)i)" ) g47'(47 FR 42728). The final Treasury
s correcied to read "1.263A—8(d)(2)6i)". regulations restate and clarify e forrnula 4 : Correct dm
On page 67211, column 1, . . Achow: ing amendment, -
' 44. Un pag relating 1o the computation of the
\ § 1.263A-1%, paragraph ()1}, line 23, o oit received for designated stock by SuMMARY: This documient contains a
- the Janguage “or units of production. If 4 ¢mj]) business corporation. :, . . correction to the 1empom-g regulations
* an asset used” is corrected toread "or .o pare. March 31, 1995, - (TD 7576}, which were published in the

« units of production. If an asset used”. Federal Register on Monday, September-. .

- 45, 0On page 67211, column 2, - - Eﬁ:ﬁﬂ“&:gﬁg:*{;olznj ‘ng";:g-{not © 10, 1984 (49 FR 35486), relating to the -
§1.263A-11, paragraph {e){1)(ii} - = time and manner of making certain
_ introductory text, line 2, the language “s  # toll-free number). elections under the Deficit Reduction’ -
--. unit of real property” is comrected to SUPPLEMENTARY INFORMATION: . Act of 1984,
= read-“a unit of real proper‘ty——".- " Background. . - EFFECTIVE DATE: March 31, 1995 -

FOR FURTHER INFORMATION CONTACT:

’ the it
© §1,263A~11, paragraph (e)(1)(iii), ine 4,  1De final re-gulattons Lhat are Cynthia Grigsby, (202)-622~7180 {not a
the word “the" is corrected 1o read subject of these correcting amendments 11 free call)..
“that™. ) . are under section 1244 of the lqtemal UPPLEN Y NFORMATION:
47.On page 67211, column 3. Revenue Code of 1934. ‘SUPPLEMENTARY INFO )

46, On page 67211, column 3,

§1:263A-11, paragraph (e}(2). line 5, the Need for Correction Background
language “property costs are excluded A blished, the final lation The temporary regulations that are the
- from the™is corrected to read "propeny contsmpnus ans error tlfat ?samr;gl:ad llng :.nd subject of this correction are under
costs) are excluded fFom the”. in need of correction. various sections of the Internal Revenue
1263A-12 [Correct ) . . Code of 1954 and the Deficil Reduction
§1.263A-12 [Corrected) , List of Subjects in 26 CFR Part 1 Act of 1984 (98 Stat. 494).
48, On page 67212, column 3, * Income taxes, Reporting and Need for Correction

§1.263A-12, paragraph (d}(4). line 3, recordkeeping requirements.

the word “example” is corrected to Tead Accordingly, 26 CFR Part 1 is As published, TD 7976 conlains an

error which may prove to be misleading

"examples”. 2 f
49. On page 67212, column 3, zgg:?‘fﬁgb:mrgféﬁiﬂ: following and is in need of clarification.
§ 1.263A-12, paragraph {e)(2) ' : List of Subjects in 26 CFR Part 18
mt_roductory text, line 1, the word PART 1—INCOME TAXES ) .
“THe" is corrected to read "‘The™. Income taxes, Reporting and
* Paragraph 1. The authority citaion recordkeeping requirements.
§1.263A-13 [Corrected) for Part 1 continues 10 read in pan as Accordingly, 26 CFR part 18 is
50. On page 67213, column 3, follows: corrected by making the following
§1.263A-13, paragraph (a), line 2 from Authority: 26 U.5.C. 7805 = * =, correcling amendment:
,L::gi"a';:’.‘.‘a‘:fduéz f{;’:fg}:ftﬁ"'rﬁebase don  PAn 2 Section 1.1244(c)-2(b)2)i)is  PART 18—TEMPORARY INCOME TAX
the"” is corrected to read “and costs of amended by revising the last sentence as REGULATIONS UNDER THE
-comman leatures based on the". follows: SUBCHAPTER S REVISION ACT OF
51. On page 67214, column 3, §1.1244{c}-2 Small businsss corporation 1982
§1.263A-13, paragraph [c)(?), paragraph defined. Paragraph 1. The authority citation
{ii] of Example., line 2, the language * . . . : : for part 18 conlinues to read in part as

the meaniag of paragraph {c}2}{i)} of by~ =~ follows:
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covers only the glans penis or part
thereol and ""may also cover the area in
the immediate proximity therecf, the
corona and frenulum,” to clerify that the
classification includes devices that
cover only the glans penis as well as
those that edditionally cover the
immediate proximity. FDA believes this
definition is clearer. FDA notes,
however, that in setting forth the scope
of regulations classifying absletrical and
gynecological devices, including the
regulation in this final rule, “~ * * The
identification of a device ina
(classification) regulation * * * isnot a
precise desceiption of every device that
is, or will be, subject 1o the regulation.”
See 21 CFR 884.1(b). Therelfore, FDA
notes that a device may fall within a
particular classification, even if the
device is not precisely described in a
regulation.

[{i. Environmental Impact

The agency has delermined under 21
CFR 25.24(ej}{2) that this {ina)
classification action is of a 1ype that
does not individually or cumulatively
have & significant! effect on the human
environment. Therefore, neither an
environmental assessment 1or an
environmental impact statement is
required. . ’

V. Analysis of Impacts

An «nalysis of the ecanomic effects of
this regulation conducted under
Executive Order 12297 was discussed in
the proposed rule and the substarce of
tha! analysis has not changed. Executive
Order 12291 has been superseded by
Executive Order 12866.

FDA has examined the impacts of this
final rule under Executive Order 12866
and the Regulatory Flexibility Act (Pub.
L. 96-354). Executive Order 12866
directs agencies to assess all costs and
benefits cf available regulatary
aiternatives and, when regulation is
necessary, 10 sclect regulatory
spproaches that maximize net benefits
{izcluding potential economic,
ervironmeatal, public health and safety,
ard otker advantages: distributive
impacts; and equily). The agency
believes that this rule is consistent with
tke regulatory philosophy and
praciples identified in the Executive
Q:der. In addition, the final rule would
rot impose any new requircments and
is not a significant regulatory acuon as
ceined by the Executive Order and so
15 not subject to review under the
Executive Order.

The Regulatory Flexibility Act
requires agencies to analyze regulatory
options that would minimize any
sizaiflcant impact ol a rule on small
cntities. The sgency believes that only a

gmall number of firms will be affecied
by this rule. Therefore, the agency
certifies that Lhe final rule will not hove
a significant economic impact on a
substantial number of small entities.
Therefore, under the Regulatory
Flexibility Act, no further analysis is
required.

A copy of the threshold assessment
supporting this determination may be
seen in the Dockets Management Branch
(HFA~305), Food and Drug
Administration, rm. 1-23, 12420
Parklawn Dr.. Rockville, MD) 20857,
between 9 a.m. and 4 p.m., Monday
through Friday.

List of Subjects in 21 CFR Part 834

Medical devices,

Thetefore, under the Federal Food,
Drug. and Cosinctic Act ard under
authority delegate d tothe Commissioner
of Food an:l Brings, 21 CFR part 884 is
amended as follows: .

PARYT 884--O8BSTETRICAL AND
GYNECOLOGICAL DEVICES

1. The authority citation for 21 CFR
part 884 continues to read as fallews:

Autherity: Secs. 501, 510, 513, 515, 520,
701 of the Federal Food, Drug, and Cosmetic
Act (21 U.5.C. 351, 360, 360c, 160e, 360,
371 :

2. New £ 884.5320 is added to subpart
F 1o read as follows:

€ 884.5320 - Gians sheath,

(a} Identification. A glans sheath
device is a sheath which covers only the
glans penis or part thercof and may also
cover the area in the immediate
preximity thereof, the corona and
lzenulum, but not the entive shall of the
penis. It is indicated only for the
prevention of pregnancy and not for the
prevention of sexually-transmitted
diseases.

(L) Ciossification. Ciuss il (premarket
appravai).

{c) Date premarket approval
opplication {PALA} or natize of
completion of a preduct development
protoco! (PDP} s required. Na cliective
date has Leen cstablished ol the
requircment for premarket approval. See
§804.3.

Dated' Decerer 13, 1994
D. B. Burlingion,

D:recior. Conter far Devices end fladiologicol
Hralth,

[FR Daz. 04-32061 Filed 12-28-94: 8.45 am}
BILLING CODE 4165-25-F

DEPARTMENT OF THE TREASURY
internal Revenue Service

26 CFR Paris 1 and 602
[T.0, 8584}

RIN 1545-AK01

Capitalization of Interest

AGEMCY; Internal Revenue Service (IRS},
Treasury.

ACTION: Final regulalions.'

SUMMARY: This documeni conlains final
regulations relating to the requirement
to capitalize interest with respect 1o the
production of property. The regulations
provide guidance necessary for
laxpayers 10 comply with the
requirement to capilalize interest with
respect to certain preduce property.
EFFECTIVE DATE: January 1, 1595,

FOR FURTHER INFORMATION CONTACT:
Jan L. Skelton, (202) 6224970 {not 8
tall-free number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collectians of information
contained in these final regulations have
been reviewed end approved by tbe
Office of Management and Budget in
accardance with the Paperwork
Reduction Act (44 U.S.C. 3504{h)) under
contrul number 1545-1265. The
estimat~d average annval burden per
recardkeeper is 14 minutes. The
eclimated average annual reporting
burden per respondent is 2 hours.

Comments cancerning the accuracy af
this burden estimate and suggestions for
redizcing this burden should be sent to
th= luteenal Revenue Service, Attn: IRS
Renons Clearance Officer PCFP,
Washingion DC 20224, and to the Office
of Management and Budget, Aitention:
Des} Oficer for the Department of the
Treasury, Office of Information and
Re r:latory Affairs, Washington DC
N30l

Backyround

O Fridav, August 18, 1991, the
Federal Register published proposed
aoicndinents {56 FR 40315) to the
lzeenme Tax Fegulations (26 CFR part 1)
under section 262A(0) of the (nlernal
Revenue Code [Code), Wnitten
rousnents responding to Lhe notice were
receyved and a pubbe hearing was beld
on November 20, 1991, Afer careful
consideration of all the comments, the

* preposed amendments are adopted,
except as revised and renumbered by
\his document.
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The untform capualization rules of
seclion 263A generally require the
capitalization of certain costs relating to
the acquisition of property for resale or
the production of property. Interest is a
cost subject to section 263A. Section
263A(D provides special rules for
capitalizing interest.

In general, section 263A(f) limits the
capitalization of interest to interest that
is paid or incwred during the
production period of certain property
{referred (o as designated praperty].
Designated property includes all real
property and certain tangible personal
propeny.

The amount of interest required to be
capitalized is determined using the
avoided cost method. Under the avoided
cost method, interest on any
indebtedness directly attributable to
production expenditures for designated
property (traced debt] is capilalized
first. If production expenditures for
designated property exceed the amount
of traced debt, interest on any other debt
is-capitalized to the extent such interest
could have been reduced if production
expenditures had not been incurred.
The application of the avoided cost
method does not depend on whether the
taxpayer actually would have used _
amounts expended for production to
repay or reduce debt. Instead, the
avoided cost method is based on Lhe
assumption that if production
expenditures had not been incurred,
debt of the taxpayer would have been
repaid or reduced without regard to the
taxpayer's subjective intentions or to
restrictions against repayment or use of
the debt proceeds.

For example, if Corporation X has
incurred $1.5 million of production
expendilures for a unit of real property
it is constructing. and has an
outstanding $1 million loan (rem an
unrelated party) for the construction of
the roal propenty. Corporation X musl
capitalize interest on the loan as
provided in section 263A(f), In addition,
because Corporation X bhas production
expenditures ($1.5 million) that exceed
traced debt {$1 million}, Corporation X
must capitalize interest on any other
dcebt {subject ta certain limitations) as
provided in section 263A([). in gencral,
to determine the amount of interest it
must capitalize on its other debt,
Corporation X multiplies its excess
production expenditures (§.5 million)
by a weighted average interest rate for
its other debt,

Public Comments
Simplification

The proposed regulations include
several provisions designed to reduce
administrative complexaty without
undermining the principles ol section
263A(f). These provisions include (1) a
de minimis rule exempting certain
insignificant production activities from
the requirement to capitalize interest;
(2] an exception fom the requifement to
capitalize interest for inventory property
that has a class life of 20 years or more
but does not satisfy the other
classification thresholds for tangible
personal property: (3) an election not to
trace debt 1o designated property: (4) an
election to calcylate interest under the
avoided cost method on a taxable year
basis in lieu of a monthly or more
frequent basis: and (5} a simplified
method to calculate the amount of
interest required to be capitalized with
respect to certain inventory property.

Commentators made several
suggestions for further simplifying the
proposed rules. As discussed iv more
detail below, the fnal regulations add a
number of these simplifying
suggestions. For example, the final
regulations permit certain smali
taxpayers to use a specified external rate
as s substitute for the weighted average
interest rate. In addition, the final rules
make the 3-month, 510,000 de minimis
rule of the proposed regulations more
flexible by increasing the dollar
threshold for production expenditures
to $1 million divided by the number of
days in the production period. Further,
the final regulations shorten the time
required to qualify for the suspension
rule from 12 months to 120 consecutive
days and apply the suspension rule
rclioactively.

Designated Property
In General

Designated propeny includes all real
property produced by the taxpayer.
Tangible personal property produced by
the taxpayer is also designated property,
but only il it has a class life of 20 years
or more. an estimated production period
of more than 1 year and total production
costs of more than §1 million, ot an
estimated production peciod of more
than 2 years.

De Minimis Exception

The proposed regutations provide a
de minirms exceplion from interest

. capitalization for property that would

otherwise be designated property. This
exception applies if the property hasa
procuction pariod that does not exceed

J months and 1 toral eost of praduction
1hat does not exceed $.0,.0ut

Commentators recemmended a
number of changes 17 this de minimis
rule. Several commentators argued that
the proposed de minimis tule should be
liberalized by either applying the
production period and cost thresholds
in the disjunciive or increasing the
thresheolds. One commentator
recommended that. in additiontoa de
minimis rule for property, the final
regulations should provide a “small
la.t%ayer" exception.

The final regulations revise the 3-
manth, $10,000 de minimis rule. The
revised rule liberalizes the de minimis
ruie and provides rnore flexibility in its
application by adopting a dollar-day
rule. As revised the de minimis rule
excepts from interest capitalization
property wilh a production period of
not more than 90 days and a tolal cos
of production that does not exceed
51,000,000 divided by the numbe: of
days in the production period. The final
regulations, however, do not adopt a
small taxpayer exception. .

Commentators also recommended thai
interest that would be capitalized if
property were designated property be
excluded from productian costs in
determining whether the $10.000
threshold of the proposed de minimis
rule is met. The final regulations adop
this recommendation for purposes of
determining production expenditures
under the revised de minimis rule

Definition of Real Prbper@

The proposed regulations provide that
real property includes land, unsevered
natural products of land, buildings, and
inherently permanent structures. An
inherently permanent structure is
property that is affixed to real property
and that will ordinarily remain affixed
for an indefinite period of time.

Certain commentators believed that
the proposed definition of real property
is too broad. They argued that the
section 263A{f) regulations should
define real property to exclude property
classified as section 1245 property. as
weil as property classified oc treated as
personal property for investment tax
credit purpases {former section 48}, -

Meither section 263A(f) nor its
legislative history expressly defines
'real property.” MNeverthcless, the IRS
and Treasury do not believe il is
niccessary or appropriate to define “real
property” as narrowly as some
commentators have suggested.

Section 1245 provides for the
recapture of the benefit of sccelerated
depreciation pn, or amortization with -
respect to, certain property. Congress
clearly intended to classify certain real

!
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property s property subject to the
section 1245 rules. See section
1245{a)({3)(8) and (C). Nothing in cither
section 263A[DN or its legislative histary
(or in section 189, the predecessor of
section 263A[f), and its legislative
history) suggests Congress intended to
exclude real property subject 10 section
1245 from the definition of real property
for purposes of interest capitalization.
See 5. Rep. No. 168, 88th Cong., 2d

- Sess. 1-280 n. 19 (1984).

Congress intended that the benefit of

_ the investment tax credit apply
expansively under former section 48.

. See H. Rep. No. 1447, 87th Cong., 2d
Sess. {1962) 198623 C.B, 405, 415,
Consistent with this intent, tangible
personal property was not o be defined
narrowly and was not to follow state
law. [d. Nothing in the legislative
history of section 263A{{} suggests,
however, that Coagress intended that
such a broad definition of personal
property be adopted for interest
capitalization purposes,

Some commentaters interpreted
certain language iz propose '

§ 1.263A(0)~1 (relating to the
classification of property {or purposes of
former section 48 and §1.48-1(c) and
§ 1.48~1{d)} to provide that property
that would otherwise be an inherently
ertnanent structure under section
263A(f) (i.e., because it is affixed to real
property and will ordinarily remaio
affixed for an indefinite pericd of time)
is not an inherently permanent stcture
under section 263A1f) if such property
would constitute property in the nature
of machinery under the principles of
former section 48 and § 1.48-1[c).

As indiceted above, however, the IRS
and Treasury 4o not believe that the
classification or treatment of property as

.personal property for purposes of former
section 458 should be determinative of
the classification of property as personsl
property for purposes of section 263A({).
Accordingly, the final regulations
provide that a structure may be an
inherenily permenent structure, and not
property in the nature of machinery or
essentially an item of machinery, even
if the structure is necessary to operate
or use, suppons, or is otherwise
associated wilh machinery.

Classification Thresholds for Personal
Propeny

Under the proposed regulations,
designated property includes tangible
personal property that is (i) property
with a class life of 20 years or more, but
only if produced for self-use, (i)
property with an estimaled production
period exceeding 2 years (2-year
property), of (iii) property with an
esumated production period exceeding

1 year and a cost e xceeding $1 million
i1 year property} Comuuenletors mada
recommendations regarding the 51
million cost threshiold for 1-year
property and the production period
thresholds for 1-year and 2-year
property produced under a contract.

One commentator recommended the
final regulations clarify whether interest
that would be required to be capitalized
if property were designated propenty is
taken ints account in determining
whether the production costs for
property exceed the 51 million
production costs thresheld. The final
regulations clarify that such interest is
not taken into account in determining
whether property is designated
properiy.

Classification Thresholds for Personal
Property Produced Under a Contract

In the case of tangible personal
property produced under a contract, the
proposed regulations require the
contractor and the customer each to
determine whether the 1-year and 2-year
production period thresholds are
satisfied. For this purpose, the proposed
regulations require the customer to treat
the production period as beginning on
the easlier of the date the contract is

. executed or the date the customer’s

accumulated production expenditures
are at least § percent of the customer's
total estimated production expenditures
{contract date rule). One commentator
recommended that a customer be
allowed to elect ta use the contract date
rule, and in the sbsence of an election,
treat the production period as beginning
when the customer’s accumulated
production expenditures are at least 5
percent of the total estimated
production expenditures.

- The Anal regulations retain the
contract date rule. However, to address
commentatats’ concerns, the final
regulations provide that & customer may
elect 1o determine the 1- and 2-year
production period thresholds by treating
the customer's production period as
beginning on the date that aggregate
accurnulated production expenditures
for both the contractor and the customer
are at least 5 percent of the customer’s
estimated production expenditures for
the property. The (RS and Treasury
believe that 8 5-percent rule based only
on producticn expenditures incurred by
a customer could be abused (e.g.. 3
customer could avoid designated
property classification and, thus,
interest capitalization by simply
withholding payments to the
conlractor).

Defimon of a Consract

Seclign LtJuAlgite) provides that the
taxpaver shall be treated as producing
any property preduced for the taxpayer
under & contract with the taxpayer. The
final regulstions under section 263A
{relating to the capitalization of costs
other than interest) published in the
Federal Register on August 9, 1993,
reserved the definition of a contract for
this purpose.

The preamble to those regulations
stated thet the definition of a contract
was being studied under the section
263A{f) regulations. Cammentators
believed that the definition of a cantract
provided in the proposed regulations
under section 263A(f) should be
modified, for example, to exclude
routine purchase orders.

For purposes of determining whether
property is produced under B contract,
the final regulations define a contract as
any agreement providing for the
production of property if the agreement
is entered into before the production of
the property to ba delivered under the
contract is completed. Whether an
sgreement exists depends on all the
facts and circumstances, Facts and
circumstances to be taken into account
include making a prepayiment, or
entering into an arangement to make a
prepayment, for property prior to the
date of completion of the production of
property ar incurring significant
expenditures for property of specialized
design or specialized application.

In response to commentators’
concerns, the amendments to the final
regulations provide that a routine
purchase order for the production of
fungible property is not a contract for
purposes of section 263A(gl(2). Under
this rule, an egreement will not be
treated 8s a routine purchase order for
the production of fungible property if
the seller is required to make more than
de minimis modifications to the
property to tailor it to the customer’s
specific needs, or if at the time the
agreement is entered inlo, the customer
knows or has reason o know that the
seller cannot satisfy the agreement
within 30 days out of existing stocks
end normal production of finished
goods.

The Avoided Cost Method

In General

The proposed regulations require
taxpayers to use the avoided cos!
method described in proposed
§ 1.263A(0-{2) to calculate the amount
of inlerest required to be capitalized
under section 263A([). A number ol
commentators argued Lhat, for purposcs
of capitalizing interest under section
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ac g substityte for the weighted average
wleiesi rate,

The final regulauons da. however,
permit certain small taxpayers 1o elect
to use the highest AFR under section
1274(d} in effect during the computation
period plus 3 percentage points {AFR
plus 3) as a substitute for the weighted
average interest rale. A taxpayer may
elect to use the AFR plus 3 [or a taxable
year if the average annual gross receipis
of the taxpayer (or any predecessorj [or
the preceding 3 taxable years do not
exceed $10.000,000 (the $10,000,600
gross receipts test), and the taxpayer has
met the $10,000,000 gross receipts test
far all prior taxable years beginning after
December 31, 1994. The rules of
§ 1.263A~3(b) apply in determining .
whether a texpayer satisfies the
$10,000,000 gross receipts test. A
taxpayer making the AFR plus 3
election may not trace debt.

Netional Principal Contracis

The treatment of notiopal principle
contracts and other derivatives under
section 263A[f) is reserved in the final
regulations. -

Definition of Unit of Property

The proposed regulations provide that
a unit includes any compenents owned
by the taxpayer or 8 related party that
are functionally interdependent.
Components of property are
functionally interdependent when the
placing in service of one component is
dependent on the placing in service of
one or more other components.

Certain commentators recommended
that the final regulations adopt the
definition of & unit provided under
€ 1.167a)-11{d){2}vi), which defines a
unit of property for purposes of
epplying the elective alternative
depreciation (ADR) repair allowance
provisions. Section 1.167(a}-11{d){2)[vi)
defines a unit o include each uperating
vnit that performs a discrete function
and that a laxpayer customarily acquires
for original installation and retires as a
crit. Commentators argued that
taxpayers are elready familiar with this
definition of s unit.

The RS and Treasury believe that
section 263A(f) and its legislative
Listary indicate that property includes
:he functicnally inlerdependent
components of prepenly. Congress
repealed former section 189 (relating to
the capitalization of interest and laxes
¢uring the construction peried of real
oroperty) end enacted the more

expansive, uniform capitalization rules .

under section 263A(1). Under former
section 189, ap entire building
{including the land component) was
property te which interest was

capitalized. See H.R. Con{ Rep. Na. 750,
avih Cong  2d Sess, 4911982) The RS
and Treasury believe that Congress did
not intend that property be defined
more narrow ly under section 263A(0)
than under former section 189.
Accordingly. under section 263A[f),
property alsa includes an entire
building (including the land
component), as the aggregation of
functionally interdependent
components of preperty. Section
263A(0) defines property uniformly, and
therefare, property in all circumstances
includes the functionally
interdependent cemponents of property.

Treating the functionally
interdependent components of property
as g single property for interest
capilalization is consistent with the
concept of & single property that applies
under section 167 in determining the
date on which compornents of a single
propenty are placed in service. As the
commentators recognized, this concept
of a single property may differ [rom the
concept of a single or separate property
that taxpayers use [or other purposes
{e.g.. for computing amounts of
depreciation deductions or separately
tracking the bases of assets).

The §1.167{a)~11{d){2}{vi) definjtion
of a unit may not encompass the
functionally interdependent
components of property. This definition
of a unit applied for purposes of
applyving the alternative depreciation
(ADR) repair allowance provisions,
which were elective. The provisions
provided a simplification procedure for
treating a taxpayer’s expenditures as
either capitalized expenditures or
deductible expenses. Taxpavers that
elecled the provisions, and used this
§1.167{a)~11{d}2)(vi) definition ol a
unit, we required 10 use the same
standard that other taxpayers used in
determining the date on which property
was placed in service (i.e., the standard
consistent with the concept of a single
property as an aggregation of
functionally interdependent
components). Accordingly. the final
regulations do not adopt commentators’
recommendation to modify the
definition of a unit of property.

Common Feature Rules

Land Attributable to Benefitted Propeny

Under the proposed regulations, an
allocable share of a common feature that
benefits real property and the real
properly being benefitted are a single
unit of real propenty [cormnmon feature
rule}. The production period for the
enlire unit begins when production
begins on either the benefitled real
property ar 3 comman feature allocable

‘0 the umit. Thus, commenong
mrondnerion on ondy 3 commen fealure
results in interest being capitelized not
only on the cosis of the common feature
but eiso on the costs of land underlying
the benelitled property.

Cemmentators argued that the
proposed common {eature rule produces
harsh consequences. For example, when
construction commences on a single
common feature that benefits each
house in a housing development,
interest capitalization commences on all
land in the housing development even
if no direct production activity has been
undertaken on any house.
Commentators also indicated that the
proposed interest suspension rule
provides insufficient relief in these
circumstances. Under the proposed
regulstions, interest capitalization may

~ be suspended prospectively for a unit

only when production activities have
ceased for the unit for at leasta 12-
month period. Thus. in the case of the
housing development described above,
the proposed regulations would require
interest on land cests attributable o the
houses 1o be capitalized from the
commencement of construction of the -
common feature until the 13th month
afier its completion. Interest
capitalization would be required with
respect to those costs for that period
even if no direct production activity
will be undertaken on the houses for
several years,

The final regulations continue to
provide that the ellocable share of a
common feature and the benefitted
property are a single unit of real
property, but provide two new rules in
response (o the commentators’ concemns.
Under the [irst new rule, the land costs
of the benefitted property are not treated
as included in the accumulated
preduction expenditures [or the unit
{i.e.. are not treated as included in the
cos:s that atiract inlerest capitalization)
until a direct production activity
commences on the benefitted property.
Thus. for example, if no direct
produciion activities have been
undertaken on planned houses, such as
clearing and grading activities on the
land underlying the houses, the cost of
the land underlying the houses is no!
treated as included in the accumulated
production expenditures for the unit.
This treatinent is permitted untl direct
production activities begin on the
houses, even though the production
periods for the house units have begun
because production has begun on
common features benefitting the houses.

The second new rule provides that if
after clearing and grading has been
undertaken with respect to the land
atlributable 1o the Lenefitted property
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“11A0 taxpayers showld be penmaiticd
to elect to use Statement of Financial
Accountng Standards No. 34 (SFAS
34}, which establishes standards [or

- capitalizing interest for financial

statement purposes.

Coungress indicated that it intended
interest 1o be capitalized under the
avoided cost method, using rules similar
to those applicable under former seclion
189. See S. Rep. No. 313, 99th Ceng., 2d
Sess. 144 {19856). Forrmer sectian 189
applied rules similar to these contained
in Financial Accounting Standards
Board {FASB) Staternent No. 34. H.R,
Conf. Rep. No. 760, 97th Cang., 2d 3ess.
4B83-85 {1982). The proposed section
263A{{) regulations adopt an approach
similar to the rules in SFAS 34 in that
they treat interest that would have been
avpided if production expenditures had
been used to repay indektedness of the
taxpayer as inlerest subject to
capitalization. )

Although the proposed regulalions
uie an approach similar to SFAS 34, the
1RS and Treasury are not persuaded that
the reguletions saould be changed to
permit the use of the financial
accounting rules of SFAS 34 insteed of
the avoided cost method in the
proposed regulations, The [RS and
Treasury believe that the results
obtained by applyicg SFAS 34 could
diverge significantly from the results
obtained by applying tax principles. For
example, differences in the amount of
interest capitaiized could result
because: the bases of assets for book and
tax purposes differ: SFAS 34 allows
more discretion a.ad subjeclivity (e.g.. in
identifying borrowings used to
delermine interest capitalization) that
does the statute; and materiality
stundurds used for financial accounting
rules may not be acceptable for tax
purpuses. Accordingly, the final
regulations do not pexmit the use of
SFAS 34 as an alternative to the avoided
cost method set forth in the regulations.

Accounts Payable and Simplification
Rule for Tracing .

Under the proposed regulations, the
calculation of the amouxt of interest
required 1o be capitalized is made by
reierence 1o eligible debt. Eligible debt
generally includes all debt of the
taxpaver on which interest is deductible
in coinputing taxabls irome. However,
noninterest bearing debt is excluded
from the definition of eligible debt
unless the debt is troced debt [or, if 1he
taxpayer makes an election not to trace
dubt, is debt that would have been
treated as traced debt in the absence of
such an election).

Commentators indicated that
aaninicrest bearing debt such as

accounts pasyable should T e sreated as
elgibic deot whether or not the debl s
traced to the accumulated pruduction
expenditures of designated property.

The (RS and Treasury continue to
belicve that treating al! noninterest
bearing debt as eligible debt is
inconsistent with Congressional intent.
Such treatment is not similar to the
FASH 34 rule and would distort the
interest capitalization rale. The final
regulations, therefore, maintain the
treatment prescribed in the proposed
regulations.

Some commentators believed that it is
administratively impracticable or
virtually impossible for certain
taxpayers to determine the noninterest
bearing debt traced to the accwnulated
production expenditures of designated
property. These commentators
recornmended that, if the regulations do
not treat all accounts payabie as eligible
dubt, the regulations should provide a
simplificaticn measure under whick a
taxpayer may “‘deem’™ a certain portion
of noninterest bearing debt as
constituting traced debt.

One commentator suggested a safe
harbor under which the emount of
noninterest bearing debt deemed to be
traced debt would be that portion of
accounts payable equal to the ratio of
the production expendiiures for
designated property over the productian
expenditures for all property. IRS and.
Treasury believe Lhat Lhis
recommendation would not sufficiently
approximats the portion df noninterest
bearing debt that is traced debt for all
or certain segments of taxpayers.
Moreover, the RS and Treasury were
unable to establish a2 workable safe
harber. Finally, except for immaterial
amounts, taxpavers must perform Lthe
same sort of tracing to adjust production

‘expenditures for noninterest bearing

accounts payable when they prepare
(inancial staterments. Under SFAS 34,
the expenditures that attrac} inlerest
capilalization include only expenditures
requiring the payment of cash. tha
tran3fer of olher assels, or the incurring
of a liability an which interest is
charged. Accordingly, the final
regulations do nat adopt a sale harbor
under which a certain portion of
noninterest bearing debt would be
deemed Lraced debt.

Interest Capilalized on Traced Debt

Under the avoided cost method in the
propesed rgulations, the interest
capitalized on debt traced to the
accumulated production expenditures
for a unit of designated property
includes the interest on the traced debt
for the ontire measurerent peried for

T m—m— - ———— - -

any measurrment pericd in which
produstion wours Braccu Q6B ainunt).

Commentators objected to this rule
because the production period of 3 unit
may not begin on the fizst day of the
first measurement period of the ,
prodluction period and miay not end on
the last day of the last measurement
period of the production period. [n
these situations, the communiators
argued that orly interest incurred on
traced debt for the actual number of
days encompassing the production
pericd of a unit should constitule the
traced debt amount.

The (RS and Treasury believe that the
proposed traced debt amount rule is an
appropriate simplification measure.
Moreover, a taxpayer desiring a more
precise traced debt amount can effect
greater precision by choosing more
frequent measurement dates. Under the
proposed rule. taxpayers can choose
their measurement perinds, the choice is
not a methind of accounting, and
taxpayers may change measurement
periods each taxable year, Accordingly,
the final regulations adopt the proposed
traced debt amount rule without change.

External Rate—Substitute for Weighted
Average [nterest Rate

The avoided cost methed involves the
capitalization of lwo amounts of interest
with respect to & unit of property: {1} an
amount of interest with respect to traced
debt and (2) an amount of interest with
respect to nontraced debt. The amount
of interest required to be capitalized
with respect to nontraced debt is
detetmined by multiplying the
accumulated production expenditures
that exceed traced dabt for a unit {excrss
expenditures) by the weighted 2verage
interest rate determined on all eligibie
debt of a taxpaver other than traced debt
(nontraced debt).

To simplify the interest capilalization
compulation with respect to nontraced
debit, commentstors suggzested that the
final regulations permil taxpayers to
elect to use an external ratcasa
substitute for the weighted average
interest rate. Most commentators
suggested the election of a rate based on
the applicable federal rate (AFR).
Certain commentators believed that
small taxpayers, at a minimum, should
be allowed this simplifying election.

The IRS and Treasury believe that an
elcction to use an external rate as a
substitute for the weighted average
interast rate an nontraced debt wueld
penerally be inappropriate because of
the difficulty in establishing a surtable
uxternal rate for all taxpayers,
Accordingly, the final regulations do not
adopt the recommendation to permit all
taxpayers to elust to use an external rala
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“he tand undreriving the houses i the
above exarmpie], thele 15w dicet
production activity tzken wilh respect
to the benefilted property for a period of
at least 120 consecutive days, the
aceumulated production expenditures
aitributable to the benefitted property
are ireated as not included in the
accumulated preduction expenditures
of the unit from the first measurement
period afier the beginning o the 120-
day period until the measuremeat
period in which direct production
activity resumes with respect ta the
benefitted property.

Benefitted Property Completed

The proposcd regulaticns indicate
that, whee benefitted propedty is sold or
placed io service prior to the
completion of a commen featuse
zllocable to a unit, the cosis of the
benefitted property and allccuble
common features np fonger attract
1aterest capitalization. See § 1.262A-
10{b}{8), Example 3.

Commentators suggested that the final
regulations provide s rule under which
the costs of & benelitted property would
not be inclnded in accumulated
production expenditures when the
benefitted property is compleied prior
to the completicn of a common feature
included in the unit, irrespective of
whethar such benefitted property is suld
or placed in service.

The IRS and Treasury believe the
exception provided in tke proposed
regulations should not be extended to
cases where a benefitied property is not
sald or placed in service prior to the
completion of the commeon feature.
Accordingly, the fpal regulations do not
adopt the commentalors’
recommendation.

Eav. Proc. 92-29, 1992-1 C.B. 748,
permits a developer to include in the
basis of properties sold their allocable
share of the estimated cost of common
improvements without regard to
whether the costs are incurred under
section ¢61{h} of the Code, relating to
economic performance. As of the end of
any taxable year, however, the total
amount of common improvement costs
included in the basis of the properties
sold may not exceed the amount of
common improvernent costs that have
been incutred under section 461(h)
{‘the alternative cost limitation™). The
final regulations clarify that Rev. Proc,
9:-29 does not affect the determination
of accumulated production
expenditures of unsold units even if the
costs of common improvements for
those unsold units have been used to
determine the alternative cost limitation
for purposes of including comman

improvemen! costs in the basis of sold
winisd.
Utilities—Construction Work in Process

Under the proposed regulations, the
accumulated production expenditures
for a unit of property {i.e, the costs that
attract interest capitalization) generally
include the amount of the direct and
indirect costs that are required to be
capitalized with respect 1o the unit.

Certain commentaters indicated that
if conslruction work in process {CWIP)
is included in rate base for ratersaking
purposes (of utilities, for exampie), the
CWIP should be excluded from the
accumulated production expenditures.
These cammentatars peointed out that in
enacting section 263A(f), Congress
izitended to match the interest incurred
in producing property with the related
income from property. These
commentators argued that by including
CWIP in rate base for ratemaking
purposes, income is currently taken inta
account, and that to match interest with
its related income, the interest
atiributable to CWIP should be currently
deduciible. They believed that to -
achieve this match, CWIP should be
excluded from accumulated producticn
expenditures.

Under the avoided cost method of
section 263A(1}, CWIP expenditures are
incurred with respect to property
produced, and o statutory exception
exctudes them from tbe production
expenditures for property. The
legislative history of section 263A(1)
indicates that the avoided cost method
is intended to apply to a taxpayer, such
as a regulated utility company.
jrrespective of whether the method is
required, authorized, or considered
appropriate under financial or
regulatory accounting principles. Sce
H.R. Coal. Rep. No. 841, 99th Cong.. 2d
Sess. [I-309 (1986). CWIP is therelore
intended to be included in the
praduction expenditures for property
produced. and interest capitalized with
respect to CWIP is intended to become
a cost of the property produced, which
is recovered as Lhe property is used in
the taxpayer's trade or business.
Moreaver, the suggestion that the
commentators urge the IRS and
Treasury to adept in the final
regulations is inconsistent with the
rules thai appiy to determine the date
on which CWIP is placed in service [or
depreciation purposes and is
inconsistent with the rules that apply
under broader section 283A provisions
to capitalize other direct and indirect
costs to CWIP during periods for which
the commentators argue the CWIP is
generating income.

Further, the commentators’ suggestion
aoresethed it oresend g oonuistent
resnlutian to the matching concerns 1hat
the commentators argue exist wilk

- respect to the treatment of CWIP within

regulated utilities industries. Interest
incwred prior Lo the beginning of the
production pericd on CWIP that is not
incjuded in rate base, for example.
prescnts matching concerns that would
naot be resolved by the commentalors’
suggestion. For this and the other
reasons sumrarized above, the
commentators’ suggestion has not been
adopted in the final reguiations.

As an alternative suggestion,

commentators urged the 1RS and

Treasury to adopt a book conflormity
rule for the treatment of interest on
CWIP. This suggestion was not adopted.
however, for principally the same
reasons that the use of the FAS 34
computation as a substitute for section
263A(f} avoided cost computations was
not adopted. Additionally, the
dilference between the regulatory
accounting for CWIP and the cequired
statutory treatiment of CWIP under -
section 263A(f) is but one example of
the many inconsistencies between
regulatory and tax accounting (some of
which were illustrated above).
Therefore, the IRS and Treasury believe
it would be inappropriate to adopta .
book coniormity rule for interest
capitalization alone given the existence
of these other inconsistencies.

Improvements to Real Property

- Propenty Taken Out of Service

The proposed reguiations provide
special rules fur determining the
accumulated production expenditures
for an improvement to existing real
property. The accumulated production
expenditures for an improvemeat
include all direct and indirect costs
required to be cepitalized with respect
to the improvement. plus an allocable
portion of the cost of associated land. .
Additionally. the adjusted bases of any
existing structure or common features
that directly benefit or are incurred by
reason of the improvement are included
in the accumulated preduction
expenditures if they either are nol
already placed in service or must be
taken out of service in order 10 complete
the impro¢ement.

Commentotors indicated that
sometimes property must be temporarily
disconnected or otherwise taken owt of
service for health, safety. or rezulatory
reasons in order {o make certuin
improvements (e.g.. 8 power generating
facility must be taken out of service in
order to make capital improvements}.
Commemators suggested that the
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serulations provide that property is
tohen out of senvice only if the prupart;
15 taken out ol service for depreciation
purgoscs. o
The final regulations do not adopt the
suggestion concerning when property
should be considered taken out of
service, However, the final regulations
provide a de minimis rule for property
taken out of service. Under the de
minimis rule, the aggregate costs of all .
praperty or common features taken oul
of service to complete sn impraverment
(associated property costs) are excluded
" from the accurnulated production
expenditures for the improvement unit
during its production period if, on the
date the productioa period of the unit
begins, the taxpayer resscnably expects
that on no date during the production
period of the unit will the accumulated
production expenditures for the unit,
determined without regard to associated
property costs, exceed 5 percent of
associated propesty costs.

Inclusion of Land

The proposed regutations provide that ©

‘an improvement to.existing real
property includes the allocable portion
of lapnd assvciated with the
improvement. As such, the basis of land
may be included in the accurnulated
production expenditures for more than
one unit of designated property. For
example, a portion of the basis of land
included in the accumulated production
expenditures for a building unit must
also be included in the accumulated
production expenditures for a separate
tenant improvement unit.

Commentators objected to this rule.
They suggested that, once land was
included in the accumulated production
expenditures for a unit of property, it
shouid not be included in the .
accumulated production expenditures
for any other unit of property.

Section 263A(H{4}[C) provides that
the production expenditures for
proparty include all capitalized cosis of
properny, whether or not those costs are
incusred during the production period
of property. Land expenditures are pat
of the capitalized costs of property, and
land costs should be included in the
accumujated production expenditures
for propesty during its production
period, even il they are incurred before
the production period. Accordingly, the
final regulations do nol adopt the
commentalors' recommendation.

End of the Production Period—
Custamizing Activilies .
The proposed regulations provide that
the production period generally ends for
a ynit of propenty that will be held for
. sale on the date the unit is ready to be

hield for sale and all production
activitics Tensonably expected 1o be
underiaken with respoct to the unit aro
completed. The proposed regulatians
provide that the production period
generally ends for a unit of propenty
produced for self-use on the date the
unit is roady 1o be placed in service and
all production activities reasonably
expected to be undertaken with respect
10 the unit are completed. i

Commentetors believe it is unfair for
the production period to continue fora
residential or commercial unit that is
complete except for activities relating to
“de minimis"" production expenditures
for customized features chosen by a
buyer or lessee. These features, which
include carpeting, cabinets, appliances,
wall coverings, and iloaring, are often
not added to a unil uatil an identified
buyer or lessee selects the features, or
the unit is sold. These commentators
recommended thet the production
period should end for 8 unit when only
“de minimis" customizing activities ’
remain to be performed,

The final regulations do not adapt this
recomnmendation, however, because the
IRS and Treasury continue to believe
that customizing activities are
production activities and that the
production period does not end until
these activities are completed.
Nevertheless, a shortened, retroactive
suspension period rule adopted in the
final regulstions [and explained below)
will provide relief in situations that
involve long periods of delay in the
performance of customizing activities.

Suspension Period

The proposed regulatioas provide
that, when production aclivities related
to the production of a unit of designated

" property cease for a period of 12

consecutive months, the capitalization
of interest is not required (i.e., is
suspended) for the period beginning
with the 13th month of cessation. The
suspension period ends when
production activities resume. For
administrative convenience, the
proposed regulations use ap objective
time test, and therefore, the reasons for
suspending production are not
considered.

Commentators believed that the rule
in the proposed regulations unduly
delays the suspension of interest
capitalization. They argued that a
taxpayer should not have to wait 12
months befure suspending interest
capilalization if production activities
cease far reasons suth as strikes, Iires,
or natural disasters. Some commentatars
believed that the determication of
whether activities have ceased should

- be a facts and circumstances test and

that interest caputalization should be
suspended in the month follawing ths
cessation of production activilies.

Others argued that the cessation period
should be only 3 or 4 months, Suill

others argusd that, if the 12-month
cessation period is retained, the
suspension of interest capitalization
should apply retroactively as of the first .
month of cessation. '

In responise to these comments, the
final regulations shorten the cessation
period from 12 consecutive months to
120 consecutive days and, once the
cessation period is satisfied, permit
taxpayvers to retrosctively suspend
inicrest capitalization as of the first
meesurement period following the
measurement period in which
production activitics ceased. .
Alternatively, if the cessation period
spans rmote than one taxable year, and
a \axpayer does not want to file an
amended return for the prior year, the
taxpayer may suspend the capitslization
of interest with respect ta its units of
designated property beginning with the
first megsurement period of the taxahle
year in which the 120-day period is
satisfied. )

In connection with the shorter 120-
day cessation period, however, the final
regulations introduce several new
ctiteria for determining whether
production activities are considered t¢
have cessed. Production activities are
not considered to have ceased under the
Anal regulations if they cease because of -
any delays inherent ia the asset
production process.

Oil and CGas Provisions

Section 614 Costs in Accumulated
Production Expenditures

Under the proposed regulations, the
cosls with respect to a section 614
property (section 614 costs) are
included in the accumulated production
expeaditures {or the first well in o
multi-phase development. Each
subsequent well includes a pro 1ate
share of \hese undepleted costs based on
total wells that the taxpayer could
feasibly drill on the section 614
property. However, the taxpayer may
partition the section 614 cosis among

_ the nuntber of wells to be drilled on the

section 614 property if the taxpayer can
devise a “'deflnite plan™ upfront that
identifies the number and location of
wells to be drilled.

Commentators indicated that the
“definite plan” requirement is
impracticable. According to them. the
number and location of wells to be ,
drilled on a property may net be known
on the date that a first drilling activity
is undertaken on the section 614




property. Commentatars, therefore,
supgested that the final regulations
sllow taxpavers re partition the section
L14 €osis among the number of wells
"feasibly expected” to be dnlled on the
sccuon 614 property. Alternatively,
commentators suggested that the final
regulations require taxpayers 1o include
the section 614 costs only in the
accumulated production expenditures
for a first well drilled on the section 614

roperty.
P TE)e l{nal regulations retain the
definite plan rule. In light of the unique
nature of a mineral interest and the
circumstances surrounding the
development of such an interest,
bowever, the final regulations revise the
rule {or taxpayers unable to establisha .
definite plan. Under the revised rule,
the section 614 costs are generally only
included once in the accumulated
production expenditures for a first
productive well unit on the section 614
property, (However, the final
regulations provide that the undepleted
portion of section 614 costs allocated to
the first productive well unit must be
included in the accuraulated preduction
expenditures for an improvement to the
unit,} The final regulations provide that
a first productive well unit generally
includes all wells that are drilled on a
section 614 property prior to the date
the first productive well on the praperty
is placed in service and all production
activities reasonably expected to be
underiaken are completed. Accordingly,
the section 614 costs are included in a
unit [to attract interest capitalization)
from the date the first physical site
activity is undertaken with respect to
the section §14 property until the date
the first prody ctive well on the section
614 property 1s placed in service and all
preduction activities reasonably
expected to be undertaken are
completed. Generally, each well on a
section 614 property that is drilled
subsequent to such date comprises a
separaie unit of property. The IRS and
Treasury believe this rule is more
objective and practical than a rule that
weuld require the section 614 costs to
be partitioned among the number of
wells "'feasibly expected” to be driiled
on a section 614 property.

The final regulations provide a rule
for commeon feature costs similar to the
ruie provided for section 614 property
costs. Under the final regulations, the
costs of the common features are
generally included only in the
accumulated production expendituces
for the first productive well unit.

Beginning of Production Period

The proposed regulations provide that
the praduction period begins for an oil

or gas well on the first date physinal site
prepdration activities are undenaken
with re<pect ta the praperty.

Centatn commentators believed that
the production period should begin for
an onshore oil or gas well unit on the
“spud date,” rather than on the first
date of physical site preparation
activity. Commentators indicated that
taxpayers often do not separately track
the first date of physical site activity on
a property, but do maintain records with
respect 10 the spud date for purposes of
applying other pravisions of the Code,
such as saction 291{b).

The {RS and Treasury do not believe
that the spud date is an appropriate date
to adopt as the beginning of the
production period for an onshore oil or
gas well unit. The spud date may occur
long after the first date that a physical
site preparation asctivity is undertaken
on a seclion 614 property. Using the
spud date could, therefore, be too great
a deviation from the general rule that
treals site preparation as the beginning
of the production period of other real
property. Accordingly, the final
reguiations do not adopt the
commentaters’ recommendation
regarding the spud date.

Surface Equipment and End of
Production Period

The proposed regulations provide that
the production period-generally ends for
an ¢il or gas well on the date that
surface production equipment is
installed and the well is placed in
service.

Commentators argued that the
production period for a well unit should
not continue beyond the date a
*Christmas tree” is installed on the well
and that the accumulated production
expenditures for the well should not
include the costs of surface production
equipment.

Tha final regulations provide that the
production period generally ends for a
productive well unit on the date that the
productive well included in the unit is
placed in service and all production
activities reasonably expected to be
undertaken are completed. These rules
are consistent with the general rules that
apply in the case of other types of
produced property.

Casing Point

The proposecd regulations provide that
the production pericd generally ends for
a nonproductive well on the date that
the nanproductive well is plugged and
abandoned.

Commentators believed that the
preduction period for a nonproductive
well unit should end at the casing point,
which they indicate is the date that a

decison is made nol vy complets the
well for produchion

I'ie hnal 1eguiabions dn not address
the date on which the production periac
ends for 2 nonproductive well, The IRS
and Treasury believe, however, that the
general standards that apply in the case
of ather types of abandoned property
should be used to determine the date on
which the production period ends for 3
nonproductive well.

Allocation of Capitalized Interest to
Depreciable or Depletable Unit
Companents

The proposed regulations pravide that
the interest required to be capitalized
with respect to a unit is added to the
basis of designated property, rather than
to the bases of any assets used 1o
produce the designated property,
Additionally, interest required to be
capitalized with respect to the
production of land is added to the basis
of any related depreciable improvement.

Commentators believed that the final
regulations should provide that interest
required to be capitalized with respect
to an oil or gas well unit is frst
capitalized into the basis of the unil’s
depreciable property components, if
any, prior 1o the bases of the unjt's
depletable property companents. The
commentators believed that this rule is
substantially similar to the rule in the
propased regulations with respect to the
allocation of capitalized interest to
components of a land improvement
unit,

The IRS and Treasury believe that
interest capitalized with respect to
components of a unit of property that
are not subject to an allowance for
depreciation or depletion is
appropriately added to the basis of the
components of a unit of property that
are subject to an allowance for
depreciation or depletion. Thus, the
propased regulations provided that
interest capitelized with respect to und,
the cost of which is not depreciableor
depletable, is added 1o the basis of, .
related depreciable improvements, if =
any. However, interest capitalized with
respect to the depletable property  “f
components of a well unit is subject to
an allowance for depletion. i
Accordingty, the final regulations do not
adopl the commentators’ sugpestjons.

independent Producer Onshore \ell
Exemption

Certain commentators suggested that
independent producer onshore wells
should be exempted from intvrest
capitalization based on their belicf that
the compliance costs for these wells
outweigh the tax revenues to be gained.
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U ndar socuon 203Alchd). Cangress
xempiea from U yrfiem
.apitalization rules certain cosls
_ncurred wilh respect to oil and gas
«ctivities, bul did not exempt oil and
1as activities themselves. Thus, the RS
1nd Treasury do not believe that a
specific exempltion for all independent
snshore wells is appropriate.
Accardingly, the final regglahons do not
provide a specific exemplion for
independent onshore wells.

Examples

The final regulations provide
examples, but delete \he comprehensive
rcal estate exaruple. The IRS enticipates
providing illustrations of interest
capitalization in other guidance.

Related Person Aules

in General

" Section 263A{i) provides that the
Sucretary shall prescribe such
regulations as may be necessary or
appropriate to carry cut the purposes of
the uniform capitalization rules,
including regulations to prevent the use
of related persans, pass-through entities,
or intermediazies to avoid these rules.

MNotice 85-99, issued August 17, 1998,
provides the principal source of
guidance concerning the application of
telated person rules under section
263A[H). Notice 88-39 generally
provides that if a taxpayer is producing
designated property and bas
accumulated production expenditures
that exceed the total amoun! of its
eligible debt, one or more related
nersons {generally members of the same
parent-subsidiery controlled group as
defined in section 1563(a}{1}, whether
~r not Aling consolidated returns} must

apitalize intevest with respect to the
-xcess expenditures. Under Notice 88—
ng, the related persons, in effect,
capitalize interest with respect to the
¢xcuss expenditures as if the related
nersais had incwred those
cxpendituses directly. The notice
providss similar rules in the case of
fipw LWrough entities (i.c., partnerships
or S corporstions].

The proposed regulations also provide
certain related person rules and direct
taxpavers ta foilow applicable
administrative pronouncements in
applying the rules. More compreliensive
related person rules will be proposed at
a future dae under 2 separate
regulations project. Unul more specific
rules are provided under related person
regulations, however, Natice £8-99
venerally indicates the position of the
iRS with respect to the application of
related persons rules under section
253A(f), To the extent Lthat Notice 88-99

riles are modifird by specific
(Lavisans in, or princtples of, thece
final reguiabions. the nules and
principles of the [inal regulations are
controlling.

Consolidated Retum Interest Rule

Cousistent with the purposes ol
section 263A({, the proposed
regulations provide that to the extent of
a consolidated group's outside interest
deduction, the conscli dated group mus!
currently report, rather than defer, the
interest income oo intragroup debi on
which it capilalizes interest
{consolidated section 263A({) interest
rule). Without this rule. 8 consclidated
group could effectivel y avoid
capitalizing interest under section
2G3ALf] if the group weere to capitalize
interest intragroup debt, but at the same
tizne defer reporting the associated
interes! income and deduct oulside
interest equal to or Iess than the interest
capitalized.

Certain taxpavers believed that the
consolidaled section 263A({f] interest
rule does not apply unless and until
final regulations are issued under
section 263A or section 1502. The IRS
and Treasury believe, however, thal a
consolidated group that eflectively

" deducts interest by capitelizing interest

on intragroup debt under section
263A(1} and deferring the associated
interest income on the debt adopts an
unreasonable interpretation of the
statule and legislative history of section
263A[0) to the extent the associated
interest income on the intragroup debt
is less than or equal to the group's
outside interest expense deductions.

Comments on Related Pezson Rules

Commentators submitted comments
on cerlain related persons issues. In
particular, commentators believed that,
under Notica 86-89 and the proposed
rules, capitalizing interest on the
intragroup debt of an sffilieted group
that is not a consclidated group may
create an overcapitalizstion of interest.
According to the ce mmentalors,
cvercapitalization ray occur, for
example, if two or more members
capitalize interest with respect 1o the
same debt {e.g.. back-to-back loans].
Additionally. one comrmentator believed
that interest on debt owed to a
producing member by a nonproducing
member should not be subject to
capitalization.

{n response (o commentatar concerns,
the IRS and Treasury are studying
whether the amount of interest
capilalized by the related person
members of an affi liated group should
be limited to the {nlerest incurred by 2l
affilialed group mermsbers on outside

tiebt, less any interost capitalized by the
vroducing member on outside and
intragreup debl 1t is gencrally the sarend
of Rev. Proc. §8~99 and the final
regulalions to prevent laxpeayers from
avoiding the purposes of interest
capitalization through the use of related
persans. The IRS and Treasury welcome
additiona! comments on this und other
rclated petson issues that shouid be
addressed in future related person
regulations.

Accounting Methad Changes

The final soction 263A([) regulalions
are generally effective for taxable years
bepinning on or after January 1, 1995,
Taxpayers that have previously adoptod
methods of accounting under section
263A([) may be required to change their
methods of accounting under section
263A({) to comply with the final
regulations. Within 30 days, the IRS will
issue a revenue procedure prescribing
the procedures, lerms, and conditions
for effecting method changes necessary
due 1o the promulgation of these
repulations.

The revenue procedure will facilitate
clection of early application of the

“regulations to the first taxable year

beginning on or after January 1, 1994 so
that taxpayers meay combine, within the
same taxable year, changes under the
final section 263A(f) regulations and
changes under the final general section
263A regulations.

Clarification of Mixed Service Costs De
Minimis Rules

The final regulations clarify the
application of the 90 percent de
minimis rule for mixed service
department costs contained in the final
main section 263A Tegulations. Under
that rule, an electing taxpaver is not
required to allocate any portion of a
mixed service depanment’s cosis to
property produced or acquired for ressle
il 90 percent or mozre of the
department’s costs are deductible
service costs. The final reguletions
clarify that if this election is made, the
taxpaver must also allocate all of a
mixed service department'’s costs to
property produced ot acquired for resale
if 40 percent or more of the
deparument's costs are capitalizable
sernice costs.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866, Therelore, a regulatory
assessment is not required. It also has
been determined that section 533(b) of
the Administrative Procedure Act (S
U.S.C. chapter 5) and the Regulatory
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Flexibility Act (5 U.S.C. chapter 6} do
not apply to these regulations, and,
therefore, & Pegulatory Fiexbility
Analysis is not required. Pursuant to
section 7805([) of the Internal Revenue
Code, the notice of proposed rulemaking
preceding these regulations wis
submitted to the Small Business
Administration for comment on its
impact on small business,

Drafting Information

The pnncxpal author of thesa final
regulations is Mary E. Goode of the
Office of Assistant Chief Counsei,

_Internal Revenue Service. However,
personnel from other offices of the
Internal Revenue Service and Treasury
Depertment participated in their
development.

List of Subjects

26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

25 CFR Part 602

Reporting and recordkeeping —
- requirements.

Adoption of Amendments to lhe
Regulations -

Accordingly, 26 CFR parts 1 and ga2
are ammended as follows:

Paragraph 1, The authority citation
for'part 1 is amended by addmg the
following citstion:

Authority: 26 U.S.C. 7805 * * * Sectlons

" 1.263A-8 through 1.263A-15 also issued
under 26 U.5.C. 263A(i).

Par. 2. Section 1.263A~0 is amended ~
by revising the intreductory text, =~
removing the word *Reserved'” after
§1.263A~2[a)(1)(ii}{B} 2), rernoving the
word “Reserved’ after §§ 1.263A~
3(c)(4)(vi} {A) through {C) to reflect
issuance of T.D. 8559 on August 5,

1964, and adding the following
headings for §§ 1.263A—8 through
1.263A-15 to read as follows:

§1.263A-0 OQutllne of regulations under -
sectlon 283A.

This section lists the paragraphsin
§§1.263A~1 through 1.263A-3 and §§
1.263A~8 through 1.263A-15. -

L - - L] -
-

§1 261A-8 F!equlrement to capILalIze
Interest.

{2} In general.

{1) General rule.

{2} Treatment of interest requu'ed to
be capitalized. - —

(1) Methods of accounting under
. section 263A[1).
{4) Special definitions.
{i) Related persen.

f1] Placed in service -

(b} Designated property.

(1] In general.

(2) Special rules.

(i) Application of thresholds.

{ii) Relevant activities and costs,

{113} Production period and cost of
preduction.

(3) Excluded property.

{4) De minimis rule.

(i) In general.

{ii) Determination of total production
expenditures.

[¢) Definition of rea property,

{1} In general.

(2) Unsevered natural products of
land.

(3) Inherently parmaneni structures.

(4) Machinery.

(i) Treatroent.

(ii) Certain factors not determinative.

{d} Production.

(1) Definition of produce.

(2) Property produced under a
contract.

(i) Customer.

{ii) Contractor.

{iii} Definition of a conu-act

(iv) Deterrnination of whether
thresholds are satisfied.
- {A) Customer.

(B) Contractor.

{v) Exclusion for property subject to
long-term coantract rules.

(3) Improvements to exxsimg property.

(i) In general.
(ii) Real property.: .
{iii) Tangible personal property.

5 1.263A-0 The avoided cost methed.

{a) In general.

(1) Description.

(2) Overview.

(i) In general.

(ii) Rules that apply in determining
amounts.

(3) Definitions ofmterest and -
incurred.

{4) Definition of ehgtble debt.

{0} Traced debt amount.

{1) General rule.

{2} identification and deﬁmhcm of
traced debt.

{3) Example.

{c] Excess expenditure amount,

(1) General rule. )

(2} Interest required to bs capitalized.

. (3) Example.

f4) Treatment of interest sub;ec: loa
deferral provision.

{3) Definitions.

(i} Nontraced debt.

[A) Defined.

{B] Example.

{ii) Average excess expcnduu:es

(A) Generai rule.

{B) Example.

{iii) Weighted average mteresl rate.

(A) Determination of rate.

(B] interest sncurted dn ncntraced
deht.

(s Average nonwaced debt. *

{D} Special niles1f taxpayer has no
noniraced debt or rate is contmgem

(6} Examples.

(7) Special rules where the exr:ess
expenditure amount exceeds mcurred
interest. :

(i) Allocalion of total incurred interes
10 units.

(ii} Application of related person rule
to average excess expenditures.

{iii) Special rule for corporations.

{d} Election not to trace debt. -

(1) General rule.

(2} Example. "

{e) Election to use external rate.

(1) In general.

(2] Eligible taxpayer.

{D) Selection of computation penod
and measurement dates and application
of averaging conventions.

{1) Computation penod

(i) In general.

(ii) Method of accounting.

{iii) Production period beginning or

" ending during the computation period.

(2) Measurement dates.

(i) In general.

{ii) Measurement period.

(iii) Measurement dates on wh:ch
accumulated production expenditures

_ must be taken into account.

{iv) More frequent measmement
dates. ’

{3) Examples.

{g) Special rules.

- [1) Ordering rules.

{i) Provisions preempted by seclion
263 A[1).

(ii) Deferral pro\dsions,applied belore
this section.

(2) Application of section 263A[f) ta
deferted interest.

(i) In general. '

(ii} Capitalization of deferral amount,

{iii) Deferred capitalization.

(iv) Substitute capitalization.

{A) Ceneral rule.

{B) Capitalization of amount carr:ad
forward.

(C) Method of accounting.

{v} Examples.

(3) Simplified mvenlory metho %

(i) In general. - .

{il) Segmentaticn of i mvenwry

{A} Ceneral rule. f;--.

(B) Example. ~ - Sk

(iii) Aggregale 1nteresl capna]_lzulmn
amount.

(A) Ccmputahnn period md
average interest rate. xi

(B) Computation of the lemauve
aggregate interest capitalization'smount. ’

{C) Coordination with other interest
capitalization computatlons

{1} In general. -j

ghlcd

(2) Deferred interest. J .

A

;‘_
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'7; Cither eonrdinating pros (siane
1) Treatment of increases or
coreases in the aggregaie inlerest
apitajization amount.
[E) Example. o
{iv} Method of eccounting. .
(4] Financial accounting method
lisregarded. o -
{5} Treatment of intercompary
sansactions. | :
(i) General rule. )
{ii) Special rule for consolidated
oup with limited outside borrowing.
(iii) Example. -t
(6) Notional principal contracts and
other derivatives. - R :
{7) 15-dey repayment rule.

§1.263A~10 Unit ot property.

{a) In general.

(b) Unuils of real property.

(1} In general. -

{2) Functional interdependence.

(3} Common features.

(4} Allocation of costs to unit.

(5] Treatment of costs when a
common feature is included in a unit of
real property.

(i) General rule.

{ii) Production activity not
undertaken on benefitted propeny.

(A) Direct production activity not
undertaken. -

{1) In general,
~ [2) Land alj.ribulable 1o a benefitied
property. -

(B} Suspensian of direct production
activily after clearing and grading
undertaken. :

{2) General rule,

{2) Accumulated production
expenditures.

(iii) Commen feature placed in service
before the end of production of a
benefitted praoperty.

(iv) Benefitted property sold before .

roduction completed on common
yrature.

{v) Benefitted property placed in
senvice before production compleled on
common feature.

(6) Fxamples.

(c] Laits of tangible personal
propeny.

(d) Treatment of installations.

gr

§ 1.263A-1 Accumuiated production
gxpenditures.

{(a} Genenral rule.

(b} When cosis are first taken into
accounl,

{1} In general.

{2 Dedication rule for materials and
supplies.

[c) Property preduced under a
contract. |

(1) Customer.

(2) Contractor.

{d) Property used to produce
designated gropenty.

§1.263A-13 0Qil and gas activities.

{111n general,

{w) Exampie,

£3) Excluded equipment and factlities.
(e} Improvements.

(1) General rule.

(2} De minimis rule.

{0 Mid-production purchases.

[g} Related person costs.

{h) Installation.

§1.263A-12 Production pertod.

{a} In general. .

[b} Related person activities. ..

{c) Beginning of production period.
(1} In general. .

{2) Real property. :

(3) Tangible personal property.

(d] End of productioa period.

(1) In general. ‘

{2} Special rules.

(3) Sequential production or delivery.
(4} Examples.

{c) Physical production activities.

(1) In general. .

{2) lustrations.

(f) Activities not considered physical

production.

(1) Planning and design.

(2} Incidental repairs.

(g) Suspension of production period.
(1} in general.

{2) Special rule.

(3} Method of accounting.

{4] Example.

(3} In gexneral.

(b} Generally applicable rules.

(1) Beginning of production period.
(3] Onshore activities.

[31) Offshore activities. -
(2) End of production period.

(3) Accumulated production

expenditures.

(i} Costs included. -
{ii) Improvement unit.
{c) Special rules when definite plan

not established.

{1) In general.

(2} Oil and gas unils.

{i) First productive well unit.

{i1) Subseguent units.

[3) Beginning of praduction period.
{i] First productive well unil.

(i) Subsequent wells.

(4} End of production period.

{5) Accumulated production

expenditures.

(i] First productive well unit.
{i1) Subsequent well unit,
[6} Allocation of interest capitalized

with respect to first productive well
unit.

{7) Examples.

§1.253A—14 Rules for related persons.

§1.2604-15 Effective dates, transitional
rules, and anti-abuse rule,

{a) Effective dates.

(b} Transitinnal rule for avcumulated
production expenditures

{1) ln general.

{2] Propenty used to produce
designaled property.

{c} Anti-abuse rule.

Par. 3. Section 1.263A~1 is amended
by revising tha third sentence of .
pasagraph {g}{d}ii) to read es follows:

§1.263A-1 Uniform capitalization of costs.
L] L] L] " *

[g} LI T

(4} L I .

{ii) * * * Under this election,
hawever, if 50 percent or more ofa -
mixed service department's costs are
capitalizable service costs, & taxpayer
must allocate 100 percent of the
department’s cosls o the production or
resale activity benefitted. * * =

L o » L]

Par. 4. Section 1.263A-2 is amended
by revising paragraph [a){1)(ii)(B){2) to
read as follows:

§1.263A-2 Rules refating to property
produced by the taxpayer,

@ - B

[1] « W A -

(ll] ‘. f i

[B] *« B = .

{2} Definition of o contract—{i)
General rule. Except as provided under
paragrapb [a}{1)(ii)(B)(2}(i)) of this
section, a contract is any agreement

" providing for the production of property

if the agreement is entered into before
the production of the property to be
delivered under the contract is
corpleted, Whether an agreement exists
depends on all the facts and
circumstances. Facts and circumstances
indicating an agreement include, for
example, the making of a prepayment,
or an arrangement to make a
prepayment, for property prior to the

" date of the completion of production of

the property, or the incurring of
significant expenditures {or property of
specialize:! design or specialized
applicativn thal is not intended for seli-
use,

(if} Routine purchase order exception.
A routine purchase order for fungible
praperty is not treated as a contract for
purposes of this section. An agreement
will not be treated as a routine purchase
order for fungible property, however, if
the contractor is required to make more
than de minimis modifications to the
property to tailor it to the customer’s
specific needs, orif atthe time the
agreement is entered into, the cusiomer
knows or has reason to know that the
contractor cannot satisfy the agreement
within 30 days out of existing stocks
and nonnal production of inished
goods.

L] L] L] -
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Par. 5. Section 1.263A—7 is added and
reserved and Sections 1.26 3JA—8 through
12535015 arc adand reading as fulluse,

§ 1.263A-8 Requirement 1o capitalizs
inlgrest

(a) In generai—(1} General rule.
Capitalization of interest under the
avoided cost method described in
§ 1.263A-9 is required with respect to
the production of designated property -
described in paragraph (b) of this
seclion.

(2) Treatment of interest required to
be capitalized. In general, interest that
is capitalized under this section is
treated es a cost of the designated
property and is recovered in accordance
with § 1.263A—1{c)(4). Intcrest
capitalized by reason of assets used to
produce designated property {within the
meaning of §1.263A-11(d)) is added to
the basis of the designated property
rather than the bases of the assets used
to produce the designated property.
Interest capitalized with respect to
designated property that includes both
components subject to an allowance for
depreciation or depletion and
components tot subject to an allowance
for depreciation or depletion is ratably
allocated among, and is treated as a cost
of, components that are subject to an
allowance for depreciation or depletion.

(3} Methods of occounting under
section 253A[f). Except as olhrerwise
provided. metheds of accounting and
other computations under §§ 1.263A-8
through 1.263A-15 are applied ona
taxpayer, as opposed (o a separate and
distinct trade or business, basis.

{4} Special definitions—I{i) Related
person. Except as otherwise provided,
for purpases of §§1.263A-8 through
1.263A-15, a person is related to a
taxpayer if 1heir relatjonship is
described in section 267(b} or 707(b).

(i) Placed in service. For purposes of
§§ 1.263A-8 through 1.263A—15, placed
int service has the same meaning as set
forth in § 1.46-3{d).

{(b) Designcted property—(1) In
general. Except as provided in
paragraphs (b){3} and (b){4} of this
section, designated property foeans any
property that is produced and hat is
either:

{i} Real praoperty; or

{ii} Tangible personal property {as
defined in §1.263A~2{a}{2)) which
meets any of the following critera:

(A) Property with a class life of 20
years or more under section 168 (long-
lived property), but only if the property
is not propeny described in section”
1221{1) 1n the hands of the taxpayer or
arelated person,

{B] Praoperty with an estimated
preduction period las defined in

£1.2634-12] exceeding C years \2-year
property), or

VC; Property witli an eshifaled
production period exceeding 1 year and
an estimated ccst of production
exceeding $1.000,000 (1-year property).

(2} Speciaf rules—{i) Application of
thresholds. The threshelds described in
paragraphs (b){1){ii)(A), (B}, and {C) of
this section are applied separately for
each unit of properly {as defined in
§1.263A-10). i

{ii) Relevant activities and costs. For
purposes of determining whether

. property is designated property, all

activities and costs are taken inta
account if they are performed or
incurred by, or for, the taxpayer or any
related persons and they directly benefit
or are incurred by reason of the
production of the praperty.

(iii) Production period end cost of
production. For purposes of applying
the thresholds under paragraphs
{b)(M(i3} (B) and (C) of this section 0 a
unit of property, the taxpayer is
required, at the beginniog of the
production period, 1o reasonably
estimate the production period and the
total eost of production for the unit of
property. The taxpayer must mainiain
contemporaneous writlen records .
supporting the estimates and
classification. If the estimates are
reasonable based on the facts in
existence at the beginning of the
production period, the taxpayer’s
classification of the property is not
modified in subsequent periods, even if
the actual length of the production
period or the actual cost of preduction
differs from the estimates. To be
considered reasonable, estimates of the
production period and the total cost of
production must include anticipated
expense and time for delay, rework,
change orders, and technological. design
or other problems. To the extent that
several distinct activities related to the
production of the property are expected
to occur simultaneously, the period
during which these distinct activities
occur is not counted more than once.
The bases of assets used to produce a
unil of property (within the meaning of
§1.263A-11[d}) and any intarest that
would be required lo be capitalized if a
unit of property were designated
property are disregarded in making
gstimates of the total cost of production
for purposes of this paragraph (b}{2){iii).

(1) Excluded property. Designated
property dces not include:

{i} Timber and evergreen trees that are
more than 6 years old when severe
from the roots, or .

{ii) Property produced by the taxpayer
for use Ly the taxpayer other than ina

trade or business ar anp acuvily
~anducted for proft,

in) De rmnimis ruje—-1) In general.
Designaicd property does not include -
propertv for which—

(A) The production period does nat
exceed 90 days; and

(B} The total production expenditures
do not exceed §1,000,000 divided by the
number of days in the production
period.

{i1) Determination of total productior
expendilures. For purpases of
determining wheather the condition of
paragraph (b){4){i}{B)} of \his section is
met with respect to propenty, the cost of
land, the adjusted basis of property used
to produce property, and tnterest that
would be capitalized with respect to
property if it were designated property
are excluded from total production
expenditures.

E:] Definition of real property—{1} In
general. Real property includes land,
unsevered natural products of land,
buildings, and inherertly permanent
structures. Any interest in real property
of a type described in this paragraph {c},
including fee ownership, co-ownership,
a leasehold, an option, or a similar
interest is real property under this -
section. Real property includes the
structural components of beth buildings
and inherently permanent structures,
such as walls, partitions, doors, wiring,
plumbing, central air conditioning and
heating systems, pipes and ducts,
elevators and escalators, and other
similar property. Tenant improvements
to a building that are inkerently
permanent of otherwise classified as
real propenty within the meaning of this
paragraph {c)(1) are real property under
this section. However, property
produced for sale that is not real
praperty in the kands of the taxpayer o~
a related persen, but that may be
incorporated into real property by an
unrelated buyer, is not treated as real -
property by the preducing taxpayer, '
{e.g., bricks, nails, paint, and !
windowpanes.) .""

2} Unsevered natural productsiof
tand. Unsevered natural productsknf
land include growing crops and plants.
mines, wells, and other natural deposits.
Growing crops and plants, however, are
real property only if the preproductive

“period of the crop or plant exceeds 2

cars.
(3) Inherently permanent structures.
Inherently permanent structures include
property that is affixed to real property
and Lhat wil) ordinarily remaia affixed
for an indefinite period of lime, such as
swimming pools, roads, bridges,
tunnels, paved parking areas and othet
pavements, special foundations,
wharves and docks, fences, inberently



wrmanent edvertising displass,
‘erently permanent outdoor livhting
ic.lities, railroad Lracks and signals,
slephone poles, power gencration and
-ansmission facilities, permanently
astalled telecommunications cables,
sroadcasting towers, oil and gas
ripelines, derricks and storage )
-quipment, grain storage bins and silos.
~or purposes of this section, affixation
-p real property may be accomplished
'y weight alone. Property may
sonstitute an inherently permanent
structure even though it is not classified
1s & building for purposes of former
section 48(a)(1)(B) and § 1.48-1. Any
sroperty not othewise described in this
saragraph (c}(3) that censtitutes other
iangible property under the principles
of former section 48(a)(1)(B) and § 1.48—
1(d) is treated for the purposes of this
section as an inherently permanent
siructure. _

{1) Machinery—{i) Treatment. A
structure that is property in the nature
of machinery or is essentially an item of
machinery or equipment is not an
inherently permanent structure and is
not real property. In the case, however,
of a building or inherently permanent
structure that includes property in the
nature of machinery as a structural
component, the property in the nature
of machinery is real property.

{ii} Certain factors not determinative.
«1 structure may be an inherently
permapent structure, and not property -
in the nature of machinery or essentially
2n item of machinery, even if the )
structure is necessary to operate or use,
supports, of is otherwise associaled
with, machinery.

(d) Production—{1) Defirition of
produce. Produce is defined as pravided
in section 263A(g) and §1.263A~

fni.
- {2] Property produced under o
-antrgct—{i) Customer. A taxpayer is

‘ated as producing any property that
«a produced for the taxpayer [the
customer) by ancther panty {the
contraciar) under a contract with tha-
taxpaylg or an iniermediary, Property
produced under a contract is designated
property to the customer if it is real
property or tangible personal property
that satisfies the classification
threskalds deseribed in paragraph
{b}{1){ii} of this section. If property
vroduced under a contract will become
pit of 3 unit of designated property
produced by the customer in the
cuslamer’s bands, the property
produced under the contract 15
designated property to the customer.

{ii] Contractar. Property produced
under a'contract is designated property
ta the contractor if it is real property. 2-
year pruperty, or 1-year propefy and

the property produced under the
cantract is not excluded by reason of
Jeragraph (dH2)(v] of this section,

[iii} Definition of o contract. Far
purposes of this paragraph (d}(2],
cantract has the same meaning as under
§1.263A-2(a){1}IHB)(2).

{iv) Determination of whether
thresholds are satisfied. [n the case of
tangible personal property produced
under a contract, the customer and the
contractor each determine under this
paragraph [d){2}), whether the property
satisfies the ¢classification thresholds
described in paragraph {b}{1)ii) of this
section. Thus, tangible personal
property may be designated property
with respect to either, or both, the
customer and the contractor. The
provisions of paragraph (b)(2}(iii) of this
section are modified as set forth in this
paragraph {d){(2)(iv) for purposes of
determining whether tangible personal
property produced under a contract is 2-
year property or 1-year property.

{A} Customer. In determining a
customer’s estimated cost of production,
the customer takes into account costs
and payments that are reasonably
expected to be incurred by the
customer, but does not take into account
costs incurred (or to be incurred) by &n
unrelated contractor, In determining the

‘customet’s estimated length of the

production period, the production
period is treated as beginning on the
earlier of the date the contract is
executed or the date that the customer’s
accumulated production expenditures
for the unit are at Jeast 5 percent of the
customer’s total estimated production
expenditures for the unit. The customer,
however, may elect to treat the
production period as beginning on the
date the sum of the accumulated
production expenditures of the
contractor {br contractors if more than
one contractor is producing components
for the unit of propertyl and of the
cuslomer are at least 5 percent of the
customer’s estimated production
expenditures for the unit.

{B) Contructor. In determining a
contractor's estimated cost of
production, the contractor takes into
account only the costs that are
reasonably expected to be incurred by
the coniractor, without any reduclion
for payments from the customer. In-
determining the contractor’s estimated
length of the production period, the
production period is treaied as
beginning on the date the contraclor’s
accumulated profluction expenditures
[without any reduction for payments
from the customer) are at least 5 percent
of the contractor's total estimated
accurnulated production expenditures.

(v) Exclusion for property subyect lo
long-term controct rules. Property
deseribed in paragraph {b) of this
seclion is designated propeny wad
respect Lo & contraclor only if—

{A) The contract is not a lung-term
contract (within the meaning of section
460(]); or :

(B) The contract is 8 home
construction contract (within the
meaning of seclion 460(e){6}[A) with
respect to which the requirements of
section 460(d)(1){B) {i) and [ii] are not
met.

(3) Improvements lo existing
property—(i} In general, Any
improvement to property described in
§1.263(a)-1[b) constitutes the .
production of property. Generally, any
improvement to designaled property
constitutes the production of designated
property. An improvernent is not trealed
as the production of designated
property, bowever, if the de minimis
exception described in paragraph (b)(4)
of this section applies to the

‘inprovement. In addition, paragraph

(d){3)(iii) of this section provides an
exception for certain improvements to
tangible personal property. Incidental
maintenance and repairs are not treated
as improvements under this paragraph
(d)[3). See §1.1624. .
(ii} Real property. The rehabilitatio
or preservaiion of a standing building,
the clearing of rew land prior to sale,

", and the drilling of sn oil well are

activities constitutling improvements to
real property and, therefore, the .
production of designated property.
Similarly, the demolition of a standing
building generally constitutes an
activity that is an improvement to real
praperty and, therefore, the preduction
of designated property. See the .
exceptions, however, in paragraphs
(b)(3] and (b}(4) of this section.

{iii} Tangible personal property, If the
taxpayer has treated a unit of tangible
personal property as designated
property under this section. an
improvement to such property
constitutes the production of designated
property regardless of the remaining
useful life of the improved propenty {or
the improvement} and, except as
provided in paragraph (b){4) ol this
section, regardless of the eslimaled
lenpih of the production period ar the
estimated cost of the improvement. If
the taxpayer has nol treated a unit of
tangible personal property as designated

" praperty under this section, an

improvement to such propery
constitules the production of designaled
property only if the improvement
independently meets Lhe classification
thresholds described in paragraph
{Li{1){ii} of this section.



§ 1.26JA4-9 The avolged cost method.

(a) Ia generul—{1) Description. The
vyrded cost uethiod desoribed inthss
section must be used to calculate the
amount of interest required to be
capitalized under section 263A(f).
Generally, any interest that the taxpayer
theoretically would have avoided if
accumulated production expenditures
{as defined in § 1.263A—-11) had been
used to repay or reduce the taxpayer’s
outstanding debt must be capitalized
under the avoided cost method. The
application of the avoided cost method
does not depend on whether the
taxpayer actually would have used tha
amour.!s expended for production to
repay or reduce debt. Instead, the
avoided cost method is based on the
assumption that debt of the taxpayer
would have been repaid or reduced
without regard to the taxpayer's
subjective inlentions or to restrictions
{including legal, regulatory, contractual,
or other restrictions) against repayment
or-use of the debt proceeds.

(2) Owrvfew»—{s In general. For each
unit of designated property (within the
meaning of § 1.263A-8(b)}, the avoided
cost method requires the capitalization

. Of

[A) The traced debt amount under
paragraph (b} of this section, and

[B?Tge excess expenditure amaunt
under peragraph {c} of this section.

(ii) Rules that apply in determining
emounts. The traced debt and excess
expenditure armounts are determined for
each taxable year or shorter
computation period that includes the
production peried (as defined in
§1.263A-12) of e unit of designated
property. Paragraph (d) of this section
provides an election not to trace debt to
specific units of designated property.
~ Faragraph (f) of this section provides
rules for selecting the computation
period. for calculating avernges, and for
determining measurement dates within
the computation period. Special rules
are in paragraph {g} of this section,

(3] Definitions of interest and
incurred. Except as provided in the case
of certain expenses that are treated as s
substitute for interest under paragraphs
(c)(2)(iii) and (g}{2)(iv) of this section,
interest refers to all amounts that are .
characterized as interest expense under
any provision of the Code, including, for
exanple, sections 482, 483, 1272, 1274,
and 7872. Incurred refers to the amouat
of interest that is properly accruable
during tke period of time in question
determined by taking into account the
loan agreement and any epplicable
provisions of the Internal Revenue [aws
and regulations such as section 163,
§1.446~2, and sections 1271 through
1273.

(4} Defirition of eligible debt. Except
as provided in this parapraph [a)i4).
ellzble debtinchudes gl oulstanding
debl (as evidenced by a contract, bond,
debenture, note, certificate, or other
evidence of indebtedness), Eligibie debt
does not include—

(i) Debt {or the portion thereof}
bearing interest that is disallowed under
8 provision described in §1.163—~
8TIm){7)(iik

(1} Debt, such as accounts payable
and other accrued items, that bears no
interest, except to the extent that such
debt is traced debt {(as defined in
paragraph (b}(2) of this section);

(ii1) Debt that is borrowen directly or
indirectly from & person related 1o the
taxpayer and that bears a rate of interest
that is less than the applicable Federal
rate in effect under section 1274(d} on
the date of issuance;

{iv} Debt [or the portion therecf}
bearing personal interest within the
meaning of section 163(h)(2};

(v} Debt {or the porlion thereof)
bearing qualified residencs interest
within the meacing of section 163{h){1});

{vi) Debt incu:reﬁ by an organization
that is exempt from Federal income tax
under section 501(a), except to the
extent interest on such debt is directly
attributable to an unrelated trade or
business of the organization within the
meaning of section 512;

{vii) Reserves, deferred tax liabilities,
and similar items that are pot treated as
debt for Federal incoma tax puiposes,
regardless of the extent to which the
taxpayer's applicable financial
accouating ot other reguiatory reparting
principles require or support trealing
these items as debt; and

(viij} Federa!, State, and local income
tax liabilities, deferred tax liabilities
under section 453A, and hypothetical
tax liabilities under the look-back
method of section 460{b) or similar
provisions.

[b) Traced dabt amount—{(1} General
rule. Interest must be capitalized with
respect to & unit of designated property
in an amount (the traced debt amount)
equal to the total interest incurred on
the traced debt during esch
measurement period {as defined in
paragraph {)(2}{ii) of this section) that
ends on a measurement date described
in paragraph {{)(2){iii) of this section.
See the example in paragraph (b)(3) of
this section, If any interest incurred on
the traced dcbt is not taken into account
for the taxable year that includes the
measurement period because of a
deflerral provision, see paragraph {g){2}
of this section for the time and manner
for capitalizing and recovering that
amount. This paragraph [bj(1) does not
apply if the taxpaver elects under

{Tifag;aph i<} of this section not Lo trace
rfaht .

fee (TERJICENV und definition of
troced debt. On each measurement date
described in paragraph (1)(2)(iii) of this
section, the taxpayer must identify debt
that is traced debt with respect 1o a unit
of designated property. On each such
date, traced debt with respect 10 3 unit
of designated property is the -
oulistanding eligibie debt (as defined in
paragraph (a){4) of this section] that is
allocated. on that date, to accumulated
production expenditures with respect to
the unit of designated property under
the rujes of § 1.163—8T Traced debt also
includes unpaid interest that has been
capitalized with respect to such unit
under paragraph (b)(1) of this section
and that is included in accumulated
production expeaditures on the
measurement date.

(3) Example. The provisions of
paragraphs {(b}[1} and (b)(2) of this
section are iliustrated by the following
example. ' .

Example. Corparatioa X, a calendar year
taxpayer, is engaged in the production of a
single unit of designated property during
1995 (unit A). Corporation X adopls a taxable
year computation period and quarterly
measurement dates. Production of unit A
starts on January 14, 1995, and ends ep June
16, 1995. On March 31, 1995 snd an June 30,
1995, Corporation X has outstanding a
$1,000,000 loan that is allocated under the -
rules of §1.163—8T to production
expenditures with respect to unit A, Duriitg
the period Japuary 1, 1995, through fune 30,
1995, Corparztion X incurs 550,000 of
interest related to the loan, Under paragraph
{b]{1) af this section, the £50.000 of inferest
Corporation X incurs on the loan during the
period January 1, 1595, through fune 30,
1995. must be capitalized with resreci 1o
unit A.

fc} Excess expenditure amount—{1) +
General Rule. If there ara accumulated
production expendilures in excess of
traced debt with respect to a unjt of
designated property on any )
measurement date described in
paragraph {N{2){ii) of \ais sectioz,, the
taxpayer must, for the computatipn
period that includes the measurement
date, capitalize with respect to this unit
the excess expenditure amount -
calculaled under this paragraph (¢)(1)-
However, if the sum of the excess .
expenditure amounts for all units of
designated property of a taxpayer
exceeds the total interest described in
paragraph (c){2} of this section, ontly a
prorata amount [as determined under
paragraph [c){7} of this section) of such
interest must be capitalized with respect
to each unit. For each unit of designated
property, the excess expenditure
amoun! for a computation period equals
the production of—

e AT
-



(i} The sverspe excess expenditures
{av getermined under parapraph
ici{§){n) u! this secuion) for the um of
designated property for that period, epd

[ii} The weighted average inlercst rsle
{as determined under paragreph
{c){5}(iii} of this section) for that period.

(2} Interest required to be capitalized.
With respect o &n excess expenditure
.’ “amount, interest incurred during the

* computation period is capitalized from
", the following sources and in the

-, following sequence bul not in excess of
the excess expenditure amount for all
units of designsted property:

{i} Intcrest incurred on nontraced debt
{as defin=d in paragraph (c}(5){i} of this
section);

{ii) Interest incurred on borrowings
described in parspraph {a)(4)(iii} of this
section {relating 1o certain borrowings
from related persons); and

{iii} In tho case of a partnership,
guaracteed payments for the use of
capital {within the meaning of section
707(c}} that would be deductibie by the
partnership if section 263A({{)'did not
apply. . .

(3) Example. The provisions of
paragraph (c){1) and (2) of this section
are illustraied by the following example.

Exomple. [i) P. a partnership owned
equally by Corparation A and udividual B,
is engaged in the coastruction of &p office
building during 1995. Average excess
expenditures for the office building for 1995
are $2.000.000 When P was formed, A and
B agreed that A wouid be eatitled to gn
annual gueranteed payment of $70,000 in
exchange for A's capital coatribution. The
only borrowing of P, A, and B for 1995 isa
Ican to P from an unrelated lender of
51,000,000 {losn #). The loan is nontraced
debt and bears interest st an anoual rate of

- 10 percent. Thus, P's weighted average
interest rate [determoined uwoder paragraph
(c)(5){iii} of this section} is 10 percent and
interest incurred during 1995 is $100,000.

(ii) lo aceordance with paragraph (cl(1) of
this section, the extess expenditre amount
is $200,000 (32,000,000 x 10%}. The imerest
capitaifzed uader parag-aph (c}(2) of this
section is $170.000 (5100.000 of interest plus
$70.000 of guarantezd paymments)

{4) Trea!ment of interest subject to o
deferral provision. f any interest
described in paragraph {c)(2} of this
section is not taken inte account fur the
taxable vear that includes the
compuiation period because of a
deferral provisicn described in
paragraph (g}(2)(1i} of this section.,
paragraph (ci(2) of this section is first
applied without regard to the amoeunt of
the deferred interest. Aler applying
paregraph (c)(2) witkeout regard 1o the
deierred interest, if lke amount of
interest capitalized with respect to all
units of designated propenty for the
computation period is less then the

mraount the! would have been
capitalized if & deferral provision did
net apply, woe pamgraph (gH2) of thes
sectton for the time and manner for
capitalizing and recovering the
difference (the shortfall arnount).

{5} Definitions—i) Nontraced debi—
(A) Defirmed. Nontraced debt means sit
eligible debt on 8 measurcment dale
other than any debt that is treated as
traced debt with respect to any unit of
designated property on that
measurement date. For example,
nontraced debt includes eligible debt
that is allocated 10 expenditures that are
not capitalized under section 263A(a)
{e.g.; expeaditures deductible under
section 174(a) or 263(c)). Similarly, even
il eligible debt is aliocated to »
production expenditure for & unit of
designated property, the debt is
included in nontraced debt on
measurement dales before the first oc
after the jast roeasurement date lor that
unil of designated property, Thus,
nontraced debt may include debt that
was previously treated ss traced debt or
that will be treated as traced debt on a
future measurement dste.

. {B} Example. The provisions of

paragraph {e){SHi}(A) of this section are -

illustzated by the following example. .

Example. In 1935, Corporstion X begins,
bul does et complete, the construction of
rwo office buildings that are separate units of
designated property ax defined in § 1.263A~
10 {Property D and Property E). At the
beginning of 1995, X borrows $2,500.00 (the
$2,500,000 Joan), which will be used
exclusively to finance production -
expenditures for Property D. Although
interest is paid cwrrently, the entire principal
emount of the toan remaing cutstanding at
the end of1995% Corporation X also has
outstanding during all of 1995 » long-term
lean with & priocipal amount of §2,000.000
{the $2.000.000 loan). The procesds of the
$2,000,000 lown were used exclusively io
finance the proxduction of Property C & unit
of designated property that was comrpleted io
1994. Undet the rules of parograph (L)(2} of
this section, the portioo of the 52,500,000
loan aliocated to accumulated production
expenditures For preperty D at coch
muasuremnen date during 1935 is treated as
traced debt for that measuremant date The
excess, if agy. ¢f $2.500,000 over the arpoumt
treated as treced debl at each rocasurement
date during 1945 15 weaied as nonuaced debt
for that measuremenl date, even though it is
expected that the entire §2.500.000 will be
treated a3 treced debi with respect to
Propenty [ on sohsoquent measorement dates
as more of the proceeds of the loan are ysed
t¢ Ninance additional production
expenditures. le sdditon, the entice
orincipal amouet of the $2,000.000 loan is
treated as aoatraced debt far 1935, even
though it was treatad as traced deld with
respect to Property C in a previous period

{il} Atvrage excess expenditures—(A}
Gennmd rule The average excess

cxpenditures for a unil of designated
propenty lor a computation penod ere
omputed by—

{1} Determiming the amount [if anyl by
which accumulated production !
expenditures exceed truced debt at each
measurement date during the
computatior peripd; and

(2} Dividing the sum of these amounts
by the number ol measurement dates
during the computation period,

(D) Exampl e. The provisions of
paragraph {cH5)(ii}{A} of this section are
illustrated by the following example.

Example. Corporation X, s calendar year
taxpayer. is enguged ia the production of a
single unit of decignmed property during
16845 {unit A). Corporation X edopts the
tuxabie year as lhe cormputaticn period and
quartecly meesurermeat dites. The production
period for unit A begins oa Jsouary 14, 1985,
und ends on Ju ne 16, 1395. On March 21,
1995, and oo Juae 30, 1995, Corporation X
has outstandin g $1.600.000 of Uraced debt
with respect to unit A. Accumulated
production expenditures for unit A on March
31, 1085, are § 1,400,000 and on June 30,
1995, are §1,600,000. Accurnulated
produclion expenditures in excess of raced
debt for unit A on March 31, 1995, are
5400,000 and ©a june 30, 18495, are 600,000,
Average excess expenditures for unit A
during 1935 are therefore $250.000
{{5400.000 + £600.000 + 50 +50] + 4].

(iii} Weigh ted average interest rote—
{A) Determminetion of rate. The weighted
average interast rate for a computation
peried is determined by dividing
interest incurred oo nontraced debt
during the period by average nontraced
debt for the period.

(B} Interest incurred on nontraced
debt. Interes)incurred on nontraced
debt during the computation period is
equal 10 the total amount of interest
incurred duzing the computation period
on all eligible debt minus the amount of
interest incumed during the -
computation period on traced debt.
Thus. all interest incurred on nontraced
debt during the computation period is
inciuded in the numerator of the
weighted average interest rate, evea if
the underlying nontraced debt is repaid
before the end of a messurernent period
and excluded from nontraced debt
cuisianding for measurement dates after
repavmeat, in delermining the
denominator of the weighted averape
interest ratee. However, sce paragraph
(g){7) of this section for an election to
treal eligibl e debt thet is repaid within
the 15-day period immediately
preceding a quarterly measorement date
as outstanding on that measurement
date, See paragraph (a)(3) of this section
for the definitions of interest and
incurred.
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IC) Average nontrcced debt, The
soorsge nontraced debdt for a
~omputation perind is computed by—

(1} Determuning the amount of
noatraced debt outstanding on each
measurement data during the
compulation period; and

{2rDividing the sum of these amounts
by the number of measurement dates
during the computation period.

(D) Special rules if taxpayer has no
nontraced debt or rate is contingent—If
the taxpayer does not have nantraced
debt outstanding during the

computation period, the weighted
average interest rate for pusrpases of
applying paragraphs (c)(1) and {c)(2} of
this section is the highest applicable
Federal rats in effect under section
1274(d) during the computation period.
if interest is incurred at a rate that is
contingent at the time the return for the
year that includes the computation
period is filed, the amount of interest is
determined using the higher of the fixed
rzte of interest {if any) on the underlying
debt or the applicable Federal rate in
effect under section 1274{d} on the date
of issuance.

(6) Examples. The following examples
illustrate the principles of this
paragraph {c):

Example 1. (i} W, a calendar year laxpayer,
is engaged in the production of a unit of
designated property during 1995. For
purposes of applying the avoided cost
method of this section, W uses Lhe taxable
yesr as the compulaticz period. During 1995,
¥W's only debt is a $1,000.000 loan bearing
ioterest at a rate of 7 percent from Y. o person
that is telated to W. Assuming the applicabie
Federal rats in effect under section 1274(d)
on the date of issugnce of the loan is 10
perceat, the loan is nat eligible debt under
paragraph (a](4] of this section. However,
even though W has no eligible debt, W incurs
570,000 [$1,000,000x7 %) of interest during
\he computation period. This interest is
described in paragraph (c)(2} of this secticn
and must be capitalized under paragraph
{c)(1) of this section 1o the extent it does not
exceed W' excess expend:ture armount for
the unit of propeny. ;

{ii) W determines, under paragraph
{c)i5)(ii) of this sectiop, thal average excess
expenditures for the unit of property are
$600.000. Assuming the highest applicable
Federal rate in sffect under section 1274(d}
during the computation period is 10 percent,
W uses 10 percent as the weighted average
interest raia for purposes of determiniog the
excess expenditure amount. Ses paragraph
(e)5)(ii1)(D) of this section, In accardance
with paragraph {c}(1) of this section, the
gxcess expendirure amount i therefore
$60,000. Because this amount does not
exceed the total amount of interest duscribed
in paragraph {€)(2] of this seclion (570.000),
W iy required o cepitalize 360,000 of interest
with respect to the unit of designaled
property for the 1995 computation period.

Exampie 2. i) Carporation X, & calendar
year taxpaycr, i engaged o the production

of 3 single umt of des:gnated prapery dunig
1555 furt A} Carporatioa X sdapts the
taxable vear as the computation period and
quarteriy measurement datas. Production ol
unit A begins in 1994 and ends on Junae 10,
1995, On March 31, 1995, and on June 10,
1995, Corporation X has outstanding
$1,000,000 of eligible debt {loan #1} that is
allocated under the rules of § 1.163-8T o
production expenditures for unit A. During
each of the first iwo quarters of 1495, 530,000
of interest is incurred on loan #1. The loan

is repaid on july 1, 1995, Throughout 1895,
Corporation X also has outstanding
52,000,000 of eligible debt (loan #2) which is
nat allocated under the rules of § 1.163-8T to
the production of unit A. During 1995,
$200,000 of interest is incurred on this
nontraced debt. Accumulated production
expenditures an March 31, 1995, are
51,400,000 and on June 30, 1595, are
51,600,000, Accumulated production
expenditures in excess of traced debt on
March 31, 1995, ars $400,000 and on June 30,
15985, are 5600,000.

{ii) Under parsgraph (b)(1) of this section,
the amouat of interest capitalized with
respect to traced debl is 560.G00 [$30.000 for
the messurement period ending March 31,
1995, and $30,000 {or the measurement
period ending June 30, 1995). Under
paragraph (c)i5](ii} of this seclion, average
excess expenditures for unit A are S250.000
(51,400,000 — 51,000.000) +
[51.600,000 ~ $1,000,000) + S0 + 50}+4), _
Under paragraph [c}{S)(iii}(C) of this section,
aversge pontreced debt is 52.000.000
{152,000,000 + $2,000,000 + 52,000,000 +
$2.000.000)+4). Under paragroph (c)[SXHi}B)
of this seclion, interest incurred on nontraced
debt is $200,000 ($260,000 of interest
incurred on all eligible debt Yess $60,000 of
interest incurred on traced debt). Under
paragraph (c)(5i(i7il[A] of this section, the
weightsd average interest rate is 10 percent
{5200,000+52,000,000). Under paragraph
{c)(1) of this section, Carporation X
capitalizes the excess expenditure amount of
525,000 [5250.000x10%), because it does not
exceed the total amount of interest subject o
capitalization under paragraph (c)(2) of this
section {§200,000). Thus, the total interest
capitalized with respect to unit A duting
1995 is 585.000 [S60,000+525,000).

(71 Special rules where the excess
expenditure amount axceeds incurred
interest.—{(i) Allocation of total incutred
interest to units. For a computation
period in which the sum of the excess
expeaditure amounts under paragraph
(c)(1} of this section for all units of
designated property exceeds the total
amount of interest (including deferred
interest) available for capitalization, as
determined under paragraph (c}(2) of
this section, the amount of interest that
is allocated to a unit of designated

roperty is equal to the product of—

(A} The total amount of interest
(including deferred interest) available
for capitalization, as determined under
paragraph [c){2) of this section; and

[BFA fraction, the numerator of which
is the average excess expenditures for

the unit of designated property and tha
doenaminator of which 1s the sum of the
average excess expendiiures for all unuts
ol designated property.

{ii) Applicetion of related person rules
to cverage excess expenditures. Certain
cxcess expenditures must be taken into
account by the persons (if any} required
lo capitalize interest with respect to
production expenditures of the taxpaver
under applicable related person rules.
For each computation period, the
amounl of average excess expenditures
that must be taken icto account by such
persons for each unit of the taxpayer’s
propeny is computed by—

(A) Determining, for the computation
period, the amount {if any) by which the
excess expenditures amount for the unit
exceeds the amount of interest allocated
to the unit under paragraph (c){7](i) of
this section; and

{B) Dividing the excess by the
weighted average intersst rate for the
period.

{iil) Special rule for corporations. If a
corporation is related to another person
for the purposes of the applicable
related party rules, the District Director
upon examination may require that the
corporation apply this paragraph (c}(7}
and other provisions of the reguiations
by excluding defesved interest from the
total interest available for capitalization.

{d) Election not to trace dedl.~—{1)
General rule. Taxpayers may elect not to
trace debt. If the election is made, the
average excess expenditures and
weighted average interest rate under
paragraph [c}(5) of this section are
determined by treating all eligible debt
as nontraced debt. For this purpose,
debt specified in paragraph (al{4}(ii} of
this section [e.g.. accounts payable) may
be included in eligible debt, provided it
would be trealed as traced debt but for
an election under this paragraph {d}.
The election not to trace debtis a
method of accounting that applies to the
detcrmination of capitalized interest for
all designated property of the taxpayer.
The making or revocation of the election
is a change in metbod of accounting
requiring the consent of the
Cammussioner under section 446(e) and
§1.446-1(e).

{(2) Example. The provisicns of
paragraph (d)(1} of this section are
1llustrated by the following example.

Example. {i} Corporstion X, a calendar year
taxpayer. is engaged in tha production ol a
single unit of designated property during
1995 (unit A}. Corporation X adopts the
laxable year as the computation period and
quartetly measurement dates, At each
measurement date (March 21, June 30,
September 30, and December 31} Corporation
X has the following outstanding
indebiedness:
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{ii} Carporation X elects under this .
paragraph {d} not to trace debt. Eligible debt
a1 each messurcment dute for purposes of
calculating the weighted average inlerest rate
under peragraph {c}{5){iil) of this section is
51.000.000 (§100.000 + $500,000).

(e} Election fo use external rate—(1)
In general. An eligible laxpayer may
glect to use the highest applicable
Federal rate (AFR} under section

«1274(d) in effoet during the computation
peried plus 3 percentage points (AFR
plus 3) as a substitute for the weighted .
average interest rale determined under
paragraph {c}(8){iii] of this sectien. A
taxpayer that makes this election may
not trade debt. The use of the AFR plus
3 as provided under this paragraph
{e){(1} constitules a method of -
accounting. A taxpgyer makes the
clection to use the AFR plus 3 method
by using the AFR plus 3 as the
taxpayer's weighted sverage interest
rate, and any change to the AFR plus 3
method by a taxpayer that bas never
previously used Lue melhod does not
require the consert of the
Commissioner. Any other change to or
from the use of the AFR plus 3 method
under this paragraph (e](1) [other than
by reason of & taxpayer ceesing 1o be an
eligible taxpaver} is s change in method
ol accounting requiring the consent of
i:e Commissioner under section 446(e}
and § 1.448-1(e). All changes to or frcm
the AFR plus 3 method zre effected on
a cut-off basis,

(2) Eligitle taxpayer. A laxpaver is an
eligible taxpayer for a taxable vear for
purposes of Lhis paragraph (e} if the
average annual gross receipts ol the
taxpayer for the three previous taxable
vears do not exceed 510,000,007 {the
£10,000,00G gross receipts test for all
nrior tavable years beginning after
December 31, 1994, For purposes of this
paragraph (e}(2), the principles of
section 263A(0){2){B) and {C) and
§1.263A-3(b) apply in determining
whether a taxpsyer is an eligible
taxpaver for a taxable vear,

i} Selection of computation period
and meeosurement dotes end application
of averaging cenventions.—{(1)
Computaiion peried—{i) In general. A
taxpayer may {but is nal required to)
roake the evoided cosl calculation on
the trasis of a full taxable year. If the
taxpaver uses the tavable year as the
computation pericd, a single avoided

vear, If the taxpayer uses a shorler
computalien penod, the compulation
period may not include portions of more
than cne taxable year and, except as
ptovided in the case of short taxable
years, cach computaticn period within a
taxatile year ruust be the same length. In
the case of a short laxable year, a
taxpayer tnay trest 8 period shorter than
the taxpayer’'s regular computation
pericd as the first or last compulation
period, or as the only computation
periad for the year if the year is shorter
than the taxpayer’s regular computation
period. A taxpeyer must use the same
computation periods for all designated
property produced during a single
taxable year. .

(ii) Method of accounting. The choice
of & computation period is a methed of
accounting. Any change in the
compulation period is a change in
method of accounting requiring the
consent of the Commissioner under
section 446(e) end §1.446—-1(e}.

(iii) Production period beginning or
ending during the computation period.

- The avoided cost method applies to the

production of a unit of designated
property on the basis of a full
computation period. regardless of
whether the production period for the
uait of designated property begins or
ends during the computation perjod.

(2) Measurement dates—Ii} In genercl.
If a taxpayer uses lhe taxable year as the
computation period, measurement dates
mnust occur at quarterly or mare frequent
regular iatervals. If the taxpayer uses
computation periods that are shorter
than the taxable year, measurement
dates ruust occur at least twice during
each computation period and at Jeast
four times during the taxable year (or
consecutive 12-ronth pericd in the case
of a short taxable year). The taxpayer
must use the same measuremnent dates
for all designated property produced
during a computation period. Except in
the case of 8 computalion penod that
diffess from the taxpayer's regular
comnpulalion period by reason of s shont
taxable year (sce paragraph (fi{1}i) of
this section), measurement dates must
occur al equal intervals during each
compulation pericd that falls within a
single taxable year. For any coinputation
penod that differs from e taxpayer's
regular computation penod by reason of
& short taxable vear, the measurement
dates used by ihe laxpayer dwring that

day following the preceding
mneasurement dale and that ends oo the
messurement date,

(iii) Measurement dates on which
accurnulated production expenditures
must be taken inte accoumt, The fimt ¢
measurement date on which
accumaulated production expendilures
must be taken inta scoount with tespect
to a unit of designated preperty is the
first measuscroent date following the
Lieginning of the production peried lor
the unit of designated property. The
final measurement date on which
accumulated production expenditures
with respect to a unit of designated
property iust be taken into account is
the first measurcment date lollowing the
end of the production period for the *
unit of designated property.
Accumulated production expenditures
with respect to a unit of designated
proparty must also be taken into
sccount on all intervening measuremenit
dates. See § 1.263A-12 to determine
when the production period begins and
ends.

[iv) More frequent meusurement
dates. When in the opinion of Lthe
Distriet Director more frequent
measurement detes are necessary to
determine capitalized interest consistent
with the principles and purposes of
section 262A(f] for a panticular
computstion period, the Districl
Director may req-ire the use of more
frequent measurement dates. 1f a
significant segment of the texpaver’s
production zctivitics (the first segment)
requires more frequent measiremant
dates than onother significant segment
of the taxpayer's production activites.
the taxpayer may request a ruling from
the Internal Revenue Service pormilting,
for a laxubie vear and all subsequent
taxeble years, & segregation of the two
segments and, netwithstanding
paragreph ({2)(i} of this section, the use
of the mare frequent measurement dalcs
for orly the first segment. The reguest
for a ruling mus: be made in accordance
with any applicabie rules relating to
subrsiesions of ruling requests, The
request must be filed on ar before Lthe
Jdue date [including exiensions) of the
original Federal income tax retura fur
the first taxable year to which it will
apply.

FS} Exemples. The following examples
illustrate the principles of this

peragraph (1)
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Exgmple 1. Carporation X, & cajendar year
“icpaLOT. 13 eNgaged in the rroduztimn af
designated property during 1995,
Corporation X adopts Lhe laxable yeer as the
computation period and quarterly
measurement dates. Corporation X must
identify traced debl, accumulated production
expenditures, and nontroced debt at each
guarterly measurement date (March 31, June
20, Septernber 30, and December 31). Under
paragraph (c}{5)(}} of this section,
Corporation X must calculats average excess
expenditures for each unit of designated
property by determining the amount by
which accumulaied production expenditures
exceed traced debt {or each unit at the end
of each quarter and dividing the sum of these
amounts by four. Under paragrapb [){$)(iii)
{C] of this section, Corporation X must
calculate averzge nontraced dabt by
determining the amount of nontraced debt
outstanding at ihe end of each quarter and
dividing the sumn of these amounts by four.

Example 2 Corporatian X, a calendar rear
raxoaver, 1¥ ena3ied in the pragucnion of
designated property during 1995.
Corporation X adopts & 6-menth camputation
period with two measurement dates within
each computation periad. Carporution X
must identify Uaced debt, accurmulated
production expenditures, and nontraced debt
at eech measwement date (March 31 and
June 30 for the first computation period and
September 30 and December 31 fur the
second computalicn pericd). Under
paragraph [c)(5){ii) of this section,
Corporation X must. for each computation
pericd, calculate average excess expenditures
for each unit of designated property by
determining the amount by which
eccumulisted production expenditures exceed
traced debt for each unit st each
measurement dete during the period and
dividing the sum of these amounts by twa.
Under paragraph (c){5}(iit}(C} of this sectica,
Corporation X must calculate aversge

nuntraced aebt fur cack computatien pericod
Ly AELLITMLILAR TRe 3MCUNT 0! NIRTACed ) b
outsianding at eech measuremsent dale dy rng
the period and dividing the sum of these
amounts by twe.

Exgmple 2. (i} Corporation X, a calendar
vear laxpayer, is engaged in the production
ol two uniis of designated property during
1805. Production of Unit A starts in 1994 3nd
ends on June 20, 1995. Preduction of Unit B
starts on April 15, 1995, but does not end
until 1996. Corporation X adopts the laxable
year as ils computation period and does not
elect under paragraph (d) of this section not
to trace debt. Corperalion X uses quarierly
measurement dales and pays all inierest on
eligible debt in the quarter ie which the
interesi is incurred. During 1995, Corporation
X has twa items of eligible debt. The debt
and the rnanner in which it is used arc as
fellows:

-

-

Annual :
No, Principal rale Pe{;orgf‘“' - Use of proceeds
{percant) . d
1. £1,000.000 9 1/01-8/01 | Unit A.
2. 2,000,000 11 6/01-12/21 | Nonlraca.

(ii) Based on the snnual 9 percent rate of
interest, Corporstion X incurs 57,500 of
interest during esch month that Loan #1 is
cutstanding.

(iii) Accumulated preduction axpenditures
at the end of sack quarter during 1995 are as
follows:

Measure- -

mant dzta Unit A UniB
March 31 .. $1,200,000 s0
Jume 30 ... 1,800,000 500,000
Sept 30 ... Q 1,000,000
Oec. 37 ... a 1,600,000

{iv) Corporation X must first determine the
amounl of intarest incurred on traced debt
and capitaiizs the interest incurred on this
deht (the traced debt amouni). Loan # 1 is
allocated to Unit A on the March 31 and June
30 measurement dates. Accordingly, Loan #1
is reated as traced debt with respect to unit
A for the messurement perinds beginning
January 1 and ending June 30. The interest
incurred on Loan #1 during the period that
Loan #1 is ested as traced debt must be
rapitalized with respect 1o Unit A. Thus,
§45,000 (57,500 per month for 6 months) is
capitalized with respect to Unit A.

{¥] Second, Corporation X must determine
average excess expsnditures for Unit A and
Unit B. For Unit A, this amoeunt is $250,000
1($200,000 + $B00,000 + S0 +30] + 4). For
Unit B, this amount i3 $775,000 ([SO +
£500.000 + $1.000,000 + $1,600,000 + 4.

(vi) Thurd, Corporation X must determine
the weighted averuge interest rate ond apply
that rate to the average excess expenditures
for Units A snd B. The rate is equal to the
total amount of interest incurred on
nontraced debt (i.e., interest incurred on all
eligible debt reduced by interest incurred on
traced debt) divided by the sverage nontraced
debt. The interest incurred on nontraced debt

equals $143,313 ([$1,000,000 x 3% x ¥iz| +
{52,000,000 % 11% x 71a] — $45,000). The
average nontraced debt equals 51,500,000
({SO + $2,000,000 + $2,000,000 + $2,000,000}
+ 4). Tha weighted average interest rale of -
9.56 percant ($141,333 * $1,500,000], is then
applied to average excess expenditures for
Units A apd B. Accordingly, Corporation X
capitalizes an additional $23,900 ($250,000 x
9.56%) with respect to Unit A and 574,090
($775,000 x 9.56%] with respect to Unit B
(the excess expenditure amounts).

{g) Special rules—(1) Ordering rules—
(i) Provisions preempted by section
263A(f). Interest must be capitalized
under section 263A(f) before the
application of section 163(d) (regarding
the investment interest limitation),
section 153(j) {regarding the limitation
on interest paid to a tax-exemp? related
person)}, section 266 (regarding the
election lo capitalize carrying charges},
section 469 (regarding the limitation an
passive losses), and section 861
{regarding the allocation of inlerest to
United States soutrces). Any interest that
is capitalized under section 263A(l) is
not taken into account as intetest under
those sections. However, in applying
section 263A{M with respect to the
excess expenditure amount, the
taxpayer must capitalize all interest that
is neither investment interest under
section 163(d), exemnpt related person |
interest under section 163(j), nor passive
interest under section 469 before
capitalizing any interest that is either
investment interest, exempt related
person interest, or passive intercst. Any
wnterest that is not required Lo be
capitalized after the application of

section 263A(f is then taken into
account as interest subject to sections
163(d). 163(j), 266, 469, and 861. If, after
the application of section 263A(f),
interest is deferred under secticns
163{d), 163(j}, 266, or 469, that interest
is not subject to capitalization under
section 263A(f) in any subsequent
taxable year.

{ii} Deferral provisions applied before
this section. Interest (including
contingent interest) that is subjecttoa
deferral provision described in this
paragraph (g)(1){ii} is subject to
capitalization under section 263A(f}
only in the taxable year in which it
would be deducted if section 2683A([}
did not apply. Deferral provisions
include sections 163(e)(3), 267, 446, and
461, and all other deferral or limitation
provisions thal are not described in
paragraph (g){1){i] of this section. In
contrast to the provisions of paragraph
(gi(1)(i) of this section, deferral
provisicns are applied before the
application of section 263A(f).

{2) Application of section 263A(f) to
deferred interest—{i) In general. This
paragraph {g)(2) describes the time and
manner of capitalizing and recovering
the deferral amount. The deferral
amount for any computation period
equals the sum af—

{A) The amount of interest that is
incurred on traced debt that is deferred
during the computation period and is
not deductible for the taxable year that
includes the computation period
because of a deferral provision



described in paragraph [g(1](i2] af this
wer o gind

{B) The shortfall ainount descrived in
paragraph (c)(4) of this section.

... {iif Capitafization of deferral amount.

The rules described in parograph
- (g(2)iii) of this section apply to the

deferral amount unless the taxpayer *

elects under paragraph {g)(2){iv) of this

section to capitalize substilule costs.

(iii) Deferred capitatization. If the

. taxpayer does not elect under paragraph
(g)(2)(iv) of this section to capilatize
substitute costs, deferred interest to
. which the deferral amount is
attributable (determined under any
reasonable method} is capilalized in the
year or years in which the deferred
- interest would have been deductible but
for the application of section Z63A(f)
(the capitalization year). For this
purpose, any interest that is deferred
from a prior computation peried is
taken inlo account in subsequent
capitalization years in the same order in
which the interest was deferred. 1f a unit
of designated property to which
previously deferred interest relates is
sald before the capitalization year, the
. deferred interest applicable to thet unit
of property is taken into account in the
capitalization year and treated as if -
recovered from the sale of the propenty.
I the taxpayer continues o hoid,
throughout the capitalization year, a
unit of depreciable property to which
previcusly defefred interest relates, the
adjusted basis and applicable recovery
percentages for the unit of property are
redetermined for the capitalization year
and subsequent years so that the
increase in basis is accounted for over
the remaining recovery periods
beginning with the capitalization year.
See Example 2 of paragraph (gl{2){v} of
this section.

{iv) Substitute copitalizotion-—(A)
General rule. In lieu of deferred
capitalization under paragrapb (g)(2){iii)
of this section, the taxpayer may elect
the substitute capilalization method
described in this paragraph (g)(2](iv]).
Under this method, the taxpayer
capitalizes {or the computation period
in which interesl is incurred and
delesred {the delerral period) costs that
would be deducted but [or this
paragraph (g)(2)(iv) (substitute costs).
The taxpayer must capitalize an amount
of substitute costs equal to the deferral
amount for each unit of designated
praperty, or if less, & prorata amount
{determined in eccordance with the
principles of paragraph {c)(7){1] of this
section) of the lotal substitute costs that
would be deducted but for this
paragraph (g)(2){iv) during the deferral
period. If the entire deferral amount is
capitzlized pursuant (o this paragraph

fpH2iiv) in the deferra] penod, any
interest incurred and deferred 10 the
delerral period s newther captiaiized nor
deducted during the deferral penod
and, unless subsequently cepttalized as
s substitute cost under this paragraph
(g){2}(iv). is deductible in the
appropriate subsequent period without

_re;i:nrd to section 263A(f].

B} Capitalization of amount carried
forward. If the taxpayer has an
insufficient amount of substitule costs
in the deferral period, the amount by
which substitule costs are insufficient
with respect to each unit of designated -
property is a deferral amount
carryforward to succeeding computation
periods beginning with the next
computation period. In any
carryforward year, the taxpayer must
capitalize an smount of substitute costs
equa! 10 the deferral amount
carryforward or, if less, a prorata
amount [determined in accordance with
the principles of paragraph (c){7}(i) of
this section) of the total substitute costs
that would be deducted during the
carryforward year or years (the .
carryforward capitalization year) but for
this paragraph (g){2)(iv) (afier applying
the substitute cost method of this
paragraph {g)(2)(iv) to the production of
designated property in the carryforward
period). If 3 unit of designated property
to which the deferral emount
carryforward relates is sold priofto the
carryforward capitalization year,
substitute costs applicable to that unit of
property ere taken into account in the
carryforward capitalization year and
treated as if recovered from the sale of
the property. if the taxpayer continues
to hold. throughout the capitalization
vear, & unit of depreciable property to
which a deferral amount carryforward
relates, the adjusted basis and
applicable recovery percentages for the
unit of property are redetermined for the
carryforward capitalization year and
subsequent years so that the increase in
basis is accounted for over the
remaining recovery periods beginning
with the carryforward capitalization
year. See Example 2 of paragraph
{g}(2}(v) of this section.

(c} Method of accounting, The
substitule capitalization method under
this paragraph (g)(2Hiv) is a method of
accounting that applies to all designated
property of the 1axpayer. A change to or
from the substitute capitalization

"method is a change in method of

accounting requiring the consent of the
Commissioner under section 446(e) and
§1.446-1(e}.

(v} Examples. The lollowing exampies
illustrate the application of the avoided
cost method when inlerest is subject to
a delerral provisions:

Lxample I || Corparalion X 15 & tawendar
VOAT IR XPSYET and uses the taxable YEAT a5 1t
compuisticn penod. During 1993, 3 .
engaged in the consuuction of a warehowen
which X will use in its storage bustness. The
warehouse is compieled and piaced in
service in December 1995, X's average excess
expenditures for 1995 equal $1.000,000.
Throughout 1995, X's only autstand:ng debt
is nontraced debt of $900,000 and
51,200,000, bearing interest at 15 percent and
9 percent, respectively, per year. Gf the
$243,000 inlerest incurred durning the year
{15900,000x15%[ + [$1,200,000x9%)] =
[5135.000=5108,600]]. 575,000 is deferred
under section 267{a){2).

(i) X must first determine the amount of
interest required to be capitalized under
paragraph (c){1) of this section for 1995 (the
delerm! period) without applying section
267(a){2). The weighied average inierest rate
i§ 11.6 percent {[5135,000xS108.000]+
52,100.000), and the excess expenditure
amount under paragraph {¢}i1) of this section
is 5116.000 {31,000,000x11.6%). Undar
paragraph {c}{4) of this section, X must then
delermine the amount of interest that would
be capitalized by applying paragraph {c){2) of
thig seclion without regard 1o the emouni of
deferred interest. Disregarding deferred
interest, the amount of interest svailable for
capilalization is $168.000 ([$900.000x15%] +
|51.200.000x3%} — 575.000). Thus, the full
excess expenditure amount {$116.000] is
capitalized from interest that is not delerred
under section 267(a)(2) and there is na
shortfall amount.

Example 2. (i) The facis are the same as in
Example 1, except that §140,000 of interest
is deferred under section 267 (a){2) in 1995,
The taxpayer does nat elect to use the
substitule capitalization method. This
interest is also deferred in 1996 but would be
deducted in 1997 if section 263A{f} did not
apply. As in Example 1. the excess
expenditure amount is $116.000. However,
the amount of interest available for
capilalization after excluding the amount of
delerred interest is $103.000
{15900,000x15%)]| + [$1.200.000x9%] -
$140.000). Thus, only 5103,000 of interesl is
capitalized with respect to the warehouse 1n
1995, Since $116,000 of interest would be
capitalized if section 267(2)(2) did not apply.
the deferral amount determined under
paragraphs {c}(2) and {g}(2)(i} of this section
is $13.000{$115,000 - 5103.000). and
$13.000 of deferred interest must be
capitalized in the year in which it would be
deducled if section 263A(0 did not apply.

{in} The §140,000 of interes| deferred under
section 2¢T(a){2) in 1995 would be deducied
in 1997 if section 263A(f) did not apply. X
15 therelore required to capitalize an
addiitonal $13,000 of interest with respect to
the warehouse in 1997 end must redeterniine
its basis and recovery perceniage.

(3) Simplified inventory method--(i)
In gereral. This paragraph (g)(3})
provides a simplified method of
capitalizing interest expense with
respect to designaled property thal is
inventory. Under this method, the
taxpayer determines beginning and
ending inventory and cost of goods sold



aapiving all ether capitalizacan
TrANSIANS, inctuding, for example, the
suuplified production method of

§ 1.263A-2{b), but without regard to the
capitalization of interest with respect ta
inventory. The taxpayer must establish
a separate capital asset, however, inan
amount equal to Lhe aggregate interest
capitalization amount (as delined in
paragraph (g)f3){iii)(C) of this section]).
Undet the simplified inventory methed,
increases in the aggregate interest
capitalization zmount from one year to
the next generally are treated as
reductions in interest expense, and
decreases in the apgregate interest
capitalization ameunt from one year to
the next are treated as increases to cost
of goods sold.

(gii] Segmentation of inventorp—(A)
General rufe. Under the simplified
inventory methed, the taxpayer first
separaies 3 total ending inventory
value into sagments that aro equal to the
total ending inventory value divided by
the inverse inventory tumover rate.
Each inventory segment is then assigned
an age starting with one year and
inereasing by one year for each
additional segment. The inverse
inventory turbover rate is determined by
finding the average of beginning and
- ending inventory, dividing the average
by the cost of goods sold for the year,
and rounding the result to the nearest -
whole number. Beginning and ending
inventory amounts are determined using
total current cast of inventory for the
year {rather than carrying value). Cost of
goods sold, however, may be
determined using either total current
cost or the taxpayver’s inventory method,
In addition, for purposes of this
paragraph (g}(3}(ii), current costs for a
vear (and, if applicabie, the cost of
goods sold for the year under the
taxpayer's inventary method] are
determined without regard to the
capitalization of interest with respect to
invenlory. ’

(B} Example. The provisions of
paragraph (g)(3}(ii)(A) of this section are
illustrated hy the following example.

Example. X. a taxpayer using the FIFQ
inventory method, deternaines that total cost
of goods 10ld for 1995 equals $900, and the
cost of buth beginning snd ending inventory
equals $3,000. Thus, X's inverse inventory
wrnover rate equals 3 [3.33 rounded to tbe
nearcst whols rnumber). Total ending
inventory of $3,000 is divided into three
segments of 1,000 each. One segment ls
treated as 3-yeai-old invenlory, one segmemt
i< treated as 2-yoar-old inventory, and one
srgment 1s tealed as -year-old inventory.

{iii} Aggregote interest cepilalization
gmount-={A) Computation period and
weighted averoge interest rute. if a
taxpeyer elccts the simplified inventory

muthod, the taxpayer must us? the
taxable year as its computaton penod
and use the weighted average :ntoest
rate determined under this paragraph
{g}(3)iii{A} in determining the
agpregate inlerest capitalization amount
defnined in paragrapt (g}(3){iii}(C) of this
section and in determining the amount
of intecest capitalized with respect to
any designated propenty that is not
inventory. Under the simplifed
inventory method, the taxpayer
determines the weighted average
interest rate in accordance with
paragraph {c)(5)(iii} of this section,
treating all eligible debt (other than debt
traced {0 noninventory property in the
case of a taxpayer tracing debt} as
nantraced debt (i.e., without racing
debt to inventory). A taxpayer that has
clected under paragraph {e) of this
section 1o use an external rate es a
substitute for the weighted average
interest rate determined under
paragraph (c)(5}{iii) of this section uses
the rate described in paragraph (e}{1) as
the weighted average interest rate.

(B} Computation of the teaiative
apgregate intarest capitalization
amount. The weighted average interest
rate is compounded annualiy by the
nwmber of years assigned to a particular
inventory segment to produce an
interest factor (applicable interest factor)
for that segraent. The amounts
determined by multiplying the-value of
each inventory segment by ils
applicable interest factor are then
combined to produce a tentalive
aggregale interest capitalization amount.

C} Coordingtion with other interest
capitalization computations—{1} In
general. If the tentative aggregale

" {nterest capitalization amount for a year

exceeds the aggregate interest
capitalization amount {defined in
paragraph (g)(3)(iii)(D}-of this section) as
of the close of the preceding year, then,
for purposes of applying the ruies of
paragraph (c}(7} of this section, the
excess is treated as an excess
expenditure amount and the inventory
to which the simplified inventory
method of this paragraph (g}(3) applies
is trezted as a single unit of designated
property. If, after these modifications,
no paragraph (c}{7) interest allocation is
necessary {i.e., the excess expenditure
amounts for all units of designated
property do not exceed the total amount
of interest {including deferred interest)
available for capitalization), the
aggregate interest capitelization amount
generally equals the tentative aggregate
interest capitalization amount. If, on the
other band, & paragraph (c){7) allocation
is necessary, the tentalive aggregate
interest capitalization mnount i3
gencrally adjusted to reflect the results

ofthat allocation (i 2. the increase 1n

the aggregate interest capitalizauion
aracuant 1y tunited 1o e amgeny o
tnterest allocated o inventory, reduced,
huowever, by any substitute costs that are
capitaiized with respect to inventory
under applicabla related party rnules). -

{2) Deferred interest. ln determining
the aggregate interest capitahization
amount, the tentative aparezate interest
capitalization amount is adjusted (afler
the application of paragraph (c)(7) of
this section) as appropriate to rellect the
deferred interest rules of paragraph
{g)(2] of this section. The tentative
agsregate interest capilalization amount
would be reduced, for example, by the
amount of a taxpayer’s defetred inlerest
for a taxable vear unless the taxpayer
has elected the substitute capitalization
method under paragraph [g)(Z){iv).

(3) Other coordinating provisions. The
Cornmissioner may prescribe, by
revente reling or revenue procedure,
additional provisiens to coordinate the
election and use of the simplified
inventory method with other inlerest
capitalization requirements and
methods. Sea §601.601{d){2){ii](b) of
this chapter.

(D) Treatment of increases or
decreases in the aggregate interest
capitalization amount. Except as
otherwise pravided in this paragraph
{g)(2}iti){D), increases in the aggregate
interest capitalization amount from one
year lo the next are treated as reductions
in inlerest expense, and decreases in the
aggregate interest capitalization amount
from one vear to the next are treated as
increases to cost of goods sold. To the
extent a taxpayer capitalizes substitute
costs under either applicable related
party rules or the deferred interest rules
in paragraph (gj{2) of this section,
increases in the aggregate interest
copitalizatien amount are reated as
reductions ir applicable substitute
coss, rather than interest expense.

(E} Example. The provisions of this
paragraph (g){3)(iii) are iltustrated by
the {ollowing example, ’

Excmple. The [acts are the same as in the
example in paragraph (@(3)(1i){B) of this
section, snd, in addition, X determines that
its weighted average interest rate for 1995 is
16 percent. Additionally, sssume 1hat X has
no deferred interest in 1995 or 1996 and no
defarral amount carryforward to either 1925
or 1595. (See paragtaph (g)i2) of this section.)
Alsa assume Lhat no allocation 1s necessary
under paragraph [c3(7) of this section in
either 1995 or 1996, Under the rules of
paragraph (gl{3)(ii] of this section, S divides
ending invenicry into srgments of $1,000
each. One sugment is 1-vear old inventory,’
onc segment is 2-year old inventory, and one
segment is 3-year inveatory. Under puragraph
(z){3Hiri){B) of this section, X must compute
the applicable interest laciot for vach



v oent The appeicable rnroeeer facoar fop
thg 3 ovpar oid LRVERIS, 18 0ol cum rewnded
Te o heahie anter gr azlor fon the Jovean
id toventory is compourded for 1 vear. The
applicable interest facior for the 3-year old
invenlory is compounded for 2 years. The
wterest lactor applied to the 1-vear old

* inventory stgmen! is .1, The interest {actor
spplied lo the 2-year old inventory segment
is .21 [(1.1%1.3) = 1]. The interest factor
applied to the 3-vear old invenlory is .331
({1.1x1.1x1.1) - 1}. Thus, the tentative

- apgregate interest capitalizelion amount for
1985 is §641 {1,000 x{.1 + 21 + A311).
Because X has no deferred interest in 1995,
no deferral amount carrvforward to 19985, and
no required altocation under paragraph (c)i7}
of this section in 1995, X's aggrepate interest
capitatization amount eguals its 5641 '
tontalive aggregate interesl capitalization
amount. I, in 1996, X computes &n agaragate
interes| capitalization amount of $750, the
5109 increase in the amount from 1995 10
1996 would be treated as a reduction in
interest expense for 1996.

{iv) Method of accounting. The simplified
inventory method is s method of accounting
thal must be elected for and applied to all
inventory within & single ttade or business of
the \expayer (within the meamng of section
546(d] and § 1.446-1{d]). This method may
be elected only if the inventory in that trade
or husiness consists only of designated
property and ozly if the taxpayer's inverse
inventory turnover rate for thet trade or
business (a2 deficed in paragraph (g)[(3)(ii){A)
of this section) is greater than or equal to ons.
& change from or to the simplified inveniory
method is a chatge in methad of accountiog
requiring the consent of the Commissioner
under section 446(e) and § 1.446—(1)(e).

{4) Financial accounting method
disregarded, The avoided cost method is
apptied under this section without
regard to any financial or regulatory
accounting principles for the
capitalization of interest. For example.
this section determines the amount of
interest that must be capitalized without
regard to Financial Accournting
Standards Board (FASB) Statement Nos.
34. 71, and 90, issued by the Financial
Accounting Standards Board, Norwalk,
CT 06856~5116. Similarly, taxpayers are
not permutted to net interest income and
interesl expense in deten‘mning Lhe
amount of interest that must be
capitalized under this section with
respect to certain restricted tax-exemp!t
borrowings even though nettingis . _
permitted under FASE Statement No.
62.

(3] Treatment of intercompany
transactions—{1} General rule. If interest
capitalized under section 263A(f] by a
member of a consalidated group (within
the meaning of § 1.1502-1(k}) with
respect to a unit of designated property
is attributable to a loan from another
rmember of the group (the lending
member), the intercompany transaction
provisions of the consol.dated return

reculations do not apply tathe lending
member's interest income with respect
va Lt Wan, exeept ss protided in
paregraph (g)(51(i1) of this section. Far
this purpese, the capilalized interest
expense that is attributable to a loan
from another member is determined
under any method that reasonably
reflects the principles of the avoided
cost method, including the traced and
nontraced coacepts. For purposes of this
paragraph (g)(5){i) and paragraph
(p)(5){ii} of this section, in order fora
method to be considered reasonable it
must be consistently epplied.

[ii) Special rule for consolidated

group with limited outside borrowing, [f, -

for any year, the aggregate amount of
interest income described in paragraph
{g)(s)(i) of this section for all members
of the group with respect to all units of
designated property exceeds the total
amount of interest that is deductible for
that year by all members of the group
with respect to debt of 2 member owed
1o nonmembers (group deductible
interest) afler applying section 263A(f).
the intercompany transaction provisions
of the consolidated return regulations
are applied to the excess, and the
arnount of interest income thet must be
taken into account by the group under.
paragraph (g}{5)(i) of this section is
limited to the amount of the group
deductible interest. The amount to
which the intercompany transaction
provisions of the consolidated return
regulations apply by reason of this
paragraph (gi(5)(ii} is allocated amang
the lending members under any method
that reasonably reflects each member's
share of interest income described in
parageaph (gl(5)(i) of this section. If a
lending member bas interest income
that is attributebie to more than one unit
of designated property, the amount to
which the intercompany transaction
provisions of the consolidated return
regulations apply by reason of this
paragraph (gl(5)(ii} with respect to the
member is ailocated among the units in
accordance with the principles of
paragraph (c}{7](i} of this section.

" {iii} Example. The provisions of
paragraph (g){5)(ii) of this section are
illustraled by the {ollowing example.

Example. (i] P and 51 are the membezs of
a consolidated group. [n 1995, 51 begins and
completes Lhe conswuction of a shopping
center and is required to capitalize inieresl
with respect to the construclion, S1's average
excess expenditures for 1995 are $5.000.000.
Throughout 1955, $1's only borTowings
include & 56.000.000 loan from P beaning
interest at ao annual rate of 10 percent
($600,000 per year) Under Lhe avoided cost
method, 51 is required to capilahize interesl
in the amoury of $500.000
{15620.000-56.000,000]x5.,000.000).

L) P s only borrowing from unreinted
‘eders 15 8 52,000 000 loan beaning intepest
ot a5 annuat rate of 10 percent (S200,0n0 pyr
seir). Under tne principies of parsgraph
{[RHSM} of this section. bocause the apurugary
arnount of interest described in parngraph
{g){S)i) of this seclion ($500.000]) cxceeds 1he
aggregale amount of currenlly deductible
interest of the group (5200,000]), Lthe
intercompany transaction provisions of the
consolidated return regulotions apply 1o the
excess of §300,000 and the emount of P's
interest income that is subject to cureent
inclusion by reason af paragraph [g}{5)(i] of
this seclion is limited o $200.000. !

(6} Notiona! principol controcts end
other derivatives. -

{Reserved] *

(7} 15-day repayment rule. A taxpayer
may elect to treat any eligible debt that
is repaid within the 15-day period
immediately preceding e quarterly
measurement date as outstanding as of
thal measurement date for purposes of
determining traced debt, average
nontraced debt, end the weighted
average interest rate. This election may
be made or discontinued for any
computation period and is not a method
of accounting. -

§1.263-10 Unit of property.

{a) In general. The unit of property as
defined in this section is used as the
basis to determine accumulated
production expenditures under
§1.263A~11 and the beginning and end
of the production period under
§ 1.263A-12. Whether property is 1-year
or 2-vear property under §1.263A~
8(b)(1}(ii) is also determined separatety
with respect to each unit of property as
defined in this section.

(b) Units of real property—{1] In
general. A unit of real property in~ludes
any components of real property owned
by the taxpaver or a related person that
are functlionally interdependent and an
allocable share of any common feature
owned by the taxpayer or a related
petson that is real property even thaugh
the common feature does not meet the
functional interdependence test. When
the production period begins with
respett to any functionelly
interdependent component or any
commaon feature of the unii of real
property, the production pericd has
begun for the entire unit of real
property. See. however, paragraph (b}(5)
of this section for rules under which the
costs af a common feature or benefitted
property are excluded from
accumulated produclion expendiiures
for cre or more measuremenl dales. The
portion of land included in a unit of real
property includes land on which real
property {including a common leature]
included in the unit is situated, land
subject to setback restrictions with



-~asnect to such property, and any other
ronuguous portion of the tract of land
~ther than tand that the taxpaver holds
fnr a purpose unrelated to the umit being
produced {e.g., invesunent purposes,
personal use purposes, or specifled
future development a5 a separate unit of
real propertyl.

{zlpFunctionaf interdependence,
Components of real property praduced
by, or for, the taxpayer, for use by the
taxpayes or a related person are |
functionally interdependent if the
placiag in service of one compaonent is
dependent ca the piaciag in service of
the other component by the taxpayer or
a related erson. In the case of property
produced for sale, components of real
property are fuacionally
interdependent if they are customarily
sold as 4 singla unit, For example, the
real property componants of a single-
[arnity house {e.g., the land, foundation,
and walls} are functionally
interdependent. In contrast, components
of real property that are expected to be
separately placed in service or held for
resale are not functionally
interdependent. Tkus, dwelling units
within a multi-unit building that are
separately placed in service or sold
{(within \he meaning of § 1.263A~
12{d)(1)) are treated as functionally
independent of any other units, even _
though the urits are located in the same
huilding.

(3) Common features, For purposes of
this section, a common featurs generally
includes any real property {as defined in
§1.263A-3(c)] that benefits real
property produced by, or for, the
taxpayer or a related person, and that is
not separately held for the preduction of
income. A common feature ceed not be
physically contiguous to the real
property that it benefits. Examples of
common features include streets,
sidewalks, playgrounds, clubhouses,
tennis courts, sewor lines, and cables
that are oot beld for the production of
income separately from the units of real
property that they benefit,

{4} Allocation of costs to unit. Except
as provided in paragraph (b}(5) of this
section, the accumulated production
expenditures for a unit of real property
include. in all cases, the costs that
directly benefit, or are incurred by
reason of the production of, the unit of
real prepenty. Accumulated production
expenditures zlso include the adjusied
basis of property used to produce the
unit of real property, The accumulated
costs of a common feature or land that
benefils more than oce unit of real
property, or that benefits designated
property and property other than
designated property, is apportioned
among the units of designaled property,

ar anong e designated propenty and
property other than designated propecty,
i determuning azcumulated production
expe aditures. The apportionment of the
accurnulated costs of the common
feature {allocable share] or land
(attributable land costs) generally may
be made using any method that is
applied on a consistent basis and that
reasonably reflects the benefits
provided. For example, an
apportionmert based on relative costs lo
be incusred, relative space ta be
occupied, or relative fair market values
may be reasonable.

{5) Treatment of costs when &
comrnon feature is included in a unit of
real property—(i} General ;uvle. Except
as provided in this paragraph (b}(S), the
accurnulated preduction expenditures
of a unit of real praperty include the
costs of functionally interdependent
components (benefitted property} and
an allocable share of the cost of commen
featwres throughout the entire
production period af the unit. See
§1.263A-12. relating to the production
period of a unit of property.

{ii} Production activity not
undertaken on benefitted properiy—(A)
Direct production activity not
undertaken—{1} In general. The costs of
land attributable to a benefitted property
may be treated as pot incinded in
accumulated production expenditures
for a unit of real property for .
measurement dates prior to the Hrst date
a production activity (direct production
activity}, including the clearing and
grading of land, has been undertaken
with respect 1o the land attributable to
the benefitted property. Thus, the costs
of land attributable to a benefitted
property [as opposed to land
attributable to the common features)
with respect to which no direct
production aciivities bave been
undertaken may be treated as not
included in the accumulated preduction
expenditures of a unit of real property
even though a preduction activily has
begun on a cominon feature allocable to

the unit.
{2) Land attributable to a benefitted

property. For purposes of this paragraph
(b}(5}(ii}, land attdbutable toa
bene fitted property includes all land in

-the wnit of real property that includes

the benefitted property ather than land
fur a common feature. (Thus, land
atributabie to & benefitted property
does not include land alttributable to a
comrnon feature.} .

IB) Suspension of direct production
activity after cleanng and groding
undertaken—{1) General rule. This
paragraph (b}{5){ii)(B} may be used to
determine the accumulated production
expenditures for a unit of real property,

1f1he only production acuvity with
respect to a bencfitied property has been
<leaning and grazwine and 2o further
direct production sctivily 13 undertaken
with respect to the benefitted property
for at Jeast 120 consecutive days (1.e.,
direct production activity has ceased),
Under this paragraph (B}5){ii)(B), the
accumulated production expenditures
attribulable to a benefitted propernty
quaiifying under this paragraph
(LI(S)ii)(B) may be excluded from the
accumulated production expenditures
of the unit of real property even theugh
production continues on a commaon
feature allacable to the unit. For
purpeses of this paragraph (B)(S}ii}B),
producticn activity is considered 1o
occur during any time which would aol
qualify as a cessation of production
activities under the suspension period
rules of § 1.263A-12(g).

{2) Accumulated preduction
expenditures. If this paragraph
(b}{3)i3i}(B) applies, accumuiated
production expenditures attributable 1o
the benefilted property of the unit of
real property may be reated as not
included in the accumulated production
expecditures for the unit starting with
the first measurement period beginning
after the first day of the 120 consecutive
day period, but must be included in the
accumulated production expenditures
for the unit beginning in the
measurement peried in which direct
production activity bas resumed on the
benefitted property. Accumulated °

production expenditures with respectto _

common features allocable to the unit of
real property maynot be excluded
under this paragraph (b)(3){ii}{B).

(i) Common feature placed in service
tefere the end of production of a
benefitted property. To the extent that a
common {eature with respect to which
all production activities to be
undettaken by, or for, a taxpayerora
related person are completed is placed
in service before the end of the
preduction period of a unit that
includes an allocable share of Lhe costs
ol the comman feature, the costs of the
common feature are not treated as
included in accumulated preduction
expenditures of the unit for
measurement periods beginniog after
the date the common feature is placed
in service,

{iv) Benefitted property sold before
production completed aa common
feature. If a unit of real praperty is snld
befores comumon features included in the
unit are completed, the production
penod of the unit ends on the date of
sale. TTwus, common feature costs
actually incwred and propetly aliocable
to the unit as of the date of sale are
excluded from accumulated production



expendiures for measuremant perivd
hegianing after the date of sale
Common [palure cosls prupully
allocable to the unit and sclually
incurred afler the sale are not teken inlo
accoun! in determining accuraulated
production expendijtures.

(v) Benefitted property placed in
senvice before production completed on
common feature. Where produclion
activities remain to be undertaken on a-
common feature aliocable to a unit of
real property that includes benefitted
property, the costs of the benefitted
property are not treated as included in
the accumulated production
expenditures for the unit for
measurement periods beginning after
the date the benefitted property is
placed in service and all producton
activities reasonably expected to be
undertaken by, or for, the taxpayer or a
related person with respect to the
Lenefitted property are completed.

[B} Examples. Tﬁe principles of
paragraph (b) of this seclion are
illustrated by the following examples:

Example 1. B, en individual, is in the cade
or business of constructing custom-huiit
houses for sala. B owns a 10-acre Lracl upon
which B intends to build four houses oa 2-
acre lots. 1o additioa, on the remaining 2
acres B plans to construct & perimeter road
that benefits the four houses and is not held
for the production of income separately from
the sale of the houses. In 1995, B begins
constructing the perimeter raad and clears
the land for one houss, Under the prindples
of paragraph (b)(1} of this section, each
planned house (including sttributable land)
is part of @ separate unit of real property
{bouse umnit). Under the principles of
paragraph (b)(3) of this section, the perimeler
road (including attributable Jand] canstitutes
a common jeatire with respect 10 each
planned housa (i.e., berefitted property). In
accordance with paregraph {b}(i}, the
production petiod for all four house units
beains when production commences on Lhe
perimeler road in 1995, fn addition, under
the principles of paragraph (b)(4) of this
section, the sccurnulated production
expenditures for the four house units include
the ailocable costs of the road. o addition,
for the house with respact to which B has
cieared the land, the sccumuleted production
expenditures for the house unil include the
land costs sttributable to the bousa. See
paragrapb (b){3)(i) of this section. However,
the eccursulated production expendineres for
each of the three housa uaits that iaclude a
Louse far which B has not yet underiaken o
direct production aclivity do not include the
land costs attributable to the house. See
paragraph (b)(5){ii} of this section.

Example 2. Assume the same facts as
Example 1, except that B undertakes no
further direct producton sclivity with
respect to \ha house for which the lend wes
cleared fot & period of at leest 120 deys but
continues construcling the perimater road
during this period. Lo accordance with
paragraph (b)[5){11){B) ol Lhis section, B may

excluds the accumula'ed production
expenditures stiributesle to the benefitted
praperty from the accamuiated production
cxpanditures of the house unil sterting with
ihe first messurament period that begins afuac
the first day af the 120 consacutive day
period. B must include the accumulated
production axpenditures attributeblo to the
benefitted property in the accumulated
production expenditures far the house unit
beginning with the meaturement period in
which direct production resummes on the
benelitted property. The house unit will
continue to includs the eccumulated -
production expenditures attributable ta the
perimeter road during the period in which
direct production activity was suspsnded on
tha berefitied property.

Example 3. (i) D, s corporation, is in the
trade or business ol developing commercial
rea) property. D owns & 20-acra trect upon
which D intends to build a choppiog center
wilh 150 siores. D intends to lease the slores.
D will also provide on the 2D ecres a 1500-
car parking lot, which is not heid by D for
the production of income separstely from the
stores in the shopping center. Additionaily,
D will not produce sny other commaon
features as part of the project. D intends 1o
complete the shopping cacter in phases and
expects that each store will be placed in
service independently of any other stare.

{ii) Under paragrapbs [b)(3) and (b}(2) of
this section, each store (including
attributable land) is part of & separate unit of
real property [store uait). The 1500-car
parking lot iz a commoaa feature benefittiag
each store, and D must include an aliocable
share of the parking lost in each store unit
See paregraph (bH1) and (b)3). [o scoordance
with paragraph (b)(5)i), D includes in the
accumulated production axpenditures for
each store wait during each stors unit’s
production period: the costs capitalized with
respect to the store (including atiributable
land costs iz accordance witk paregraph
{b){5) of this section} and aa allocable share
of the parking lot costs (including
attrituteble land costs in accordance with
paragraph {b}{5] of this section. Under
paragraph [b)(4). tha portion of the parking
lol coste that is included in the sccumulisted
production expenditures of s siore unit is
determined using a reasonable method of
ailocation. :

Example 4. X, a real estate developer,
begins a project to construct a condominium
building and s convenience storw for the
benefit of the condominium. X intends 10
separaiely Jexse the convenience store.
Because the convenience siare iz held for the
production of intome separately from the
condominium units that 1l benefits, the
cogvenicnce store is nol & common lestura
with respect to the condarnirium building.
Instead, the convenience store is g separate
unit of property with a separate preduction
period snd for which a separate
determination of accumulated production
expenditures must be mude.

Example 5. {i) In 1995, X, 8 real eslate
developer, begins a project consisting of a
condotunium building end a comman
swimming pool that is not held for the
productios of ipcome separatcly from the
condominium sales. The condominium

building copsists of 10 stories, and esch siory
s ocrupied by & single condormuinium,
Predyction nf the swimming poal bens o
January. Mo direct produdion echiviry s *
undertaken on any condominiurm unul
Septamber, when durect production sctiviry
commences on sach condominium. On
December 31, 1995. 1 condoruinium that was
completed in December has been sold, 3 )
condaminiums that were completed in
December have not been sold. and §
condominiums are only partially complete;
additionally, the swimming pool is
completed. X is a calendar year taxpayer that
uses a full taxuble year as the computation
period. and quarterly messurement dates.

{ii) Under paragraphs (b)(1) end (b){2) of
this sectiocn, each condominium (includiog
pttributable land) is part of a separate unit of
real property. Under the principles of
paragraph {b}{3) of this section, the
swimming pool is 8 common festure with
respect to rach condominivm end under
paragraph [b){4) ol this section the cost of the
swimming pool is aliccated equally among
the condominiurs. .

(iii} Under paregraph (b){1) of this section,
the production period of each of the 10
condominiwm units begins in January when
production of the swimming pool begins. On
X's Merch 31, 1995, eod June 30, 1995,
measurement dates, the secunulated
preduction expenditares for vach
condominium unit include the allocsbie
costs of the swinuning pool, but naot the land
costs attributable to the condominium
because na direct production activity has

- been undertaken oo the condominium. See
paragraph (WH5)1L){A) of this section. On X's
September 30, 1995, and Decembar 31, 15995,
measurement dates, the accuroulated
production cxpenditures for each uait
include the allocable costs of the swimming
pool, and the cosis of the condominiwm
{including ettributable land costs) because a
direct produstion sciivity has comrmenced on
the condominium. See parzgrzph (b}S)(i) of
this section.

(iv) The production period for the
condominiurt unit that includes the
condominium that is sold as of the end of
19495 ends on ihe date the coad munium is
soid. See paragraph (b){(5)(iv) ot this section,
The production pariod of sach uait that is
ready to be held for sele ends whea all
productian activities bave been completed on
the unit, ip this case on December 31, 1995,
1he date thet the sswimming pool included jn
the unit is completed. See §1.263A-12(d).
Accordingly, interest capitaiization ceases for
each such umnit that is sald or ready 10 be beld
for sale as of the ead of 1935 (includiog each
unil's ailocable share of the completed
swimming poolk.

{v) The productioa periods for the
contomisium units that inclede the
condominiums that are only partiatly
complete at the end of 1995 continue afier
1995, The acctmuleted production
expenditures for each partially completed .
condomimurm unit cantinue {0 include the
costs of the condominium (including
attribulable land costs} io sddition to the
costs of an allocable share of the completed
swimming poal (tocluding attributable laod
cosis).



Evcmple 6. Assume the same facis as o
Laarzple 5, evrept the the swiumming pool 1§
only partially Leluplets 65 5! the ene of 1543
Under these facts, X capuializes no interast
during 1996 far the 1 unit that includes the
condominivm sold during 1995 {including
the costs of 1ba allocable share of swimming
pool). See paragroph (b)(S)(iv) of this section.
However, with respect to the &
rondominiums that are partally completa
and the 3 condominiums that ace completed
but unsold, interest capitalizalion continues
after the end of 1095. The accumulated
production expenditures for eech of thesa 9
units include iha costs of an ellocabla share
of the swimming pool. See paragraph (BI(S)(i)
of this section. In determining the costs of an
zllocable share of the swimming pool
included in the accumulated production
expenditures for each of the 9 units. X
includes 8!} casts of the swimming pool
properly allocable to each unil, including
those cost incurred as of the datd of the sale
of unit 1 that may have been used under
applicable administrative procedures (e.g.,
Rev. Proc. 92-29, 1992-1 C.B. 748] in
delermining the basis of unit 1 solely for
purposes of coraputing gain or loss on the
sale of uait 1. See §601.601{d)(2)(ii)(h) of this
chepter.

Example 7. (3) Assume the same [acts as in
Example 5, except that X intends to lease
rather than sell the condominiums and the
completed swimming poel is placed in
service for depreciation purposes on
December 31, 1995. Additionally. assume
that al! 10 condominiums are partially
completed at the end of 1395.

(ii) Under these facts, because the
swimming pool is a commmon [eature that is
placed in service separutely from the
condominiumns that it benefits, under
paragraph (b){5](iii} of this sectioa, tha
accummulated production expenditures of
each of ths condominium units do not
include the costs of the allocable share of the
swimming poo!l afler 1595.

(c) Units of tangible personal
property. Components of tangible
personal propenty are a single unit of
property if the components are
functionally interdependent.
Components of tangible personal
property that are produced by, or for,
the taxpayer, [or use by the taxpayer of
a related person, are functionally
interdependent if the placing in service
of one component is dependent on the’
placing in service of the other
component by the taxpayer or a related
person. [n the cass of tangible personal
property produced for sale, components
ol tangible personal property are
functionally interdependent if they are
customarily sold as a single unit. For
example, if an aircraft manufacturer
customarily sells completely assembled
aircraft, the wnit of propenty includes ail
components of a completely assembled
ajrcraft. If the manulacturer also
customarily sells aircraft engines
separately, any engines that are
reasonably expected to be sold

separately are trcated as single units of
(F\T‘I‘Jpliﬁ}'.

\tiy [reatiment of snsialistivne,
taxpayer produces or (s treated as
producing any property that is installed
on or in other property, the production
activity and .:stallation activity relating
to each unit of property generally are
not aggregated for purposes of this
section. However, if the taxpayer is
treated as producing and installing any
property for use by the taxpayerora
related person or if the taxpayer enters
into a contract requiring the taxpayer to
install property for use by a customer,
the production activity and installation
activity are aggregated for purposes of
this section. :

1l

§1.263A—11 Accumuiated production
expenditures.

{a) Genera! rule. Accumulated
preduction expenditures generaily
means the curmulative amount of direct
and indirect costs described in section
263Af{a) that are required to be
capitalized with respect to the unit of
property (as defined in § 1.263A-10},
including intetest capitalized in prior
computation periods. plus the adjusted
bases of any assets described in
paragraph (d) of this section that are
used to produce the unit of property
during the period of their use.
Accumulated production expenditures
may also include the basis of any
property received by the taxpayerin a
nontexable transaction.

(o) When costs are first taken into
account—(1) In general. Except as
provided in paragraph (c}(1) of this
section, costs are-taken into account in
the computation of accumulated
production expenditures at the time and
to the extent they would otherwise be
taken into account under the taxpayer's
method of accounting (e.g., after
applying the requirements of section
461, including the economic
performance requirement of section
461{h]]. Costs that have been incurred
and capitalized with respect to a unit of
propesty prior to the beginning of the
production period are taken into
account as accumulated production
expenditures beginning on the date on
which the production period of the
property begins {as defined in §1.263A~
12(c}). Thus. for example, the cost of
raw land acquired for development, the
cost of a leaschold in mineral propertics
acquired for development, and the
capitalized cost of planning and design
activities are laken into accounl as
accumulated production expenditures
beginning on the first day of the
production period. For purposes of
delermining accumulated production
expenditures an any measurement date

dunnga computation perind. the
interast required to be capitalized for
e compttetion periad s dermed n b
capitalized on the day immediately
following the end of the computatien
period, For any subsequent
measurement dates end compuiation
periods, that interest is included in
accumulated production expenditures.
{f the cost of land or common leatures
is allocated among planned unils of
property that are completed in phases,
any partion of the cost properly
allocated to completed units is not
reallocated to any incomplete units of
property.

(2) Dedication rule for materials and
supplies. The costs of raw materials,
supplies. or similar items are taken into
account as accumulated production
expenditures when they are incurred
and dedicated to production of a unit of
property. Dedicated means the first date
on which the raw materials, supplies, or
similar items are specifically asscciated
with the production of any unit of
property, including by record,
assignment to the specific job site, or
physicel incorporation. In conlrast, in
the case of a component or subassembly
that is reasonably expected to be
become a pari of (e.g., he incorporated
into} any unit of property, costs
incurred (including dedicated raw
materials) for the component or
subassembly are taken into account as
accumulated production expenditures
during the production of any portion of
the component or subassembly and
priot to its connection with {(e.g.,
incorporation into) any specific unit of
property. For purposes of the preceding
sentence, components and
subassemblies must be aggregated at
each measurement date in a reasonable
manner that is consistent with the
purpaoses of section 263A(f).

{c) Property produced under a
contract—{1) Custorner. If a unit of
property produced under & contract is
designalted property under §1.263A—
a(d}(2](i) with respect to the customer,
the customaer's accunulated production
cxpenditures include any payments
under the contract that represent part of
the purchase price of the unit of
designated property or. to the extent
costs are incurred earlier than payments
are made (determined on a cumulative
basis for each unit of designated-
propertyl. any part of such price for
which the requirements of section 461
have been satisfied. The customer has
made a payment under this section tf
the transaction would be considered a
payment by a taxpayer using the cash
receipts and disbursements method of
accounting. The customer’s
accumulated production expenditures
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also inciude any other costs incurred by
he ot stemer, such as intarest. o any
ather direct or indirect costs that are
‘required to be capitalized under section

" . 263Afa) and the regulations thereunder

with respect to the production of the
unit of designated property.

{2) Contractor. If 8 unit of property
produced under a contract is designated
property under § 1,263A-8(d)(2){ii} with
respect to the contractor, the contractor
must treat the cumulative amount of
peyments made by the customer under
the contract atlributable to the unit of
property as a roduction in the
contractor's accumulated production
expenditures. The customer has made a
payment under this section if the
transaction would be constdered a
payment by a texpayer using the cash
receipts and disbursements method of
accounting.

{d) Property used te produce
designoted property—{1) In general.
Accumulated production expenditures
include the adjusted bases {or portion
thereof) of any equipment, facilities, or
cther similar assets, used in a
reasonebly proximate manner for the
production of a unit of designated
property during any measurement
period in which the asset is so used.
Examples of assets used in a reasonably
proximate manner include machinery
and equipment used directly or
indirectily in the production process,
such as assembly-line structures, craaes,
bulldozers, and buildings. A taxpayer
apportions the adjusted basis of an asset
used in the production of more than one
unit of designated property in a
measurement period among such units
of designated property using reasorable
criteria corresponding to the use of the
asset, such as machine houts, mileage,
or units of production, If an asset used
in a reasopably proximate manner for
the production of a unit of designated
property is temporarily idle (within the
meaning of § 1.263A-1(e)(3}(ili)(E)} fer
an entire measurement period, the
adjusted basis of the asset is excluded
from the accurnulated production
expeaditures for the unit during that
measureraent period. Notwithstanding
th:s paragraph {d)(1), the portion of the
cepreciation allowance for equipment,
facilitics, ot any other asset that is
capitalized with respect to a unit of
designated property in accordance with
§1.262A-1{e}3}(ii){]) is included in
accummulated production expendilures
without regard to the extenl of use
under this paragraph [d){1) {i.e., without
regard to wiether the asset is used in a
reasonably proximate manner for the
production of the unit of designated

propeny). -

(2) Example. The following example
tlhustrates how tne hasis ol an assel s
allocated on the basis of time:

Exomple. la 1985, X uses a bulldozer
exclusively lo cluar the land on several
adjacent real estnta development projecis, A,
B.and C. A, B, and C are treated as aeparate
units of property under the principles of
§1.263A-10. X decides 1o allocate the hasis
of the bulldozer among the throe projects on
the basis of time. At tha end of the first

- quarter of 1995, the production period has

commerced [or all three projects. The
bulldozer wes operated for 30 hours on
projact A, 83 hours oo project B, and 10
hours on project C, for a towal of 120 hours
for the entire period. For purpases of
determining accumulated production
expenditures as of the end ol 1ha first quarter,
s of the adjusted basis of the bulldozer is
allocated to project A, % to project B, and Yz
to project C. Nonworking hours, regularly
scheduled nonworking deys, or other periods
in which the bulldozer is temporarily idle
{within the meapirng of § 1.263A~
1(e}2)(:1i){E)) during the measuremert period
are not laken into account io sllocating the
basis of the bulldozer. - .

(3) Excluded equipment and facilities.
The adjusted bases of equipment,
facilities, or other essets that are not
used in a reasonably proximate manner
to produce a unit of property are not
included in the computation of
accumulated production expenditures.
For example, tha adjusted bases of
equipment end facilities, including
buildings and other structures, used in
service departments performing
administrative, purchasing, personnel,
legal, accounting, or similar functions,
are excluded from the computation of

. accumulated production expenditures

under this paragraph (¢)(3).

{e] Improvements—{1) General rule. If
an improvement constitutes the
preduction of designated property
under £1.263A-8(d}{3), accumulated
production expenditures with respect to
the improvement consist of—

(i) All direct and indirect casts
required to be capitalized with respect
to Lthe improvement,

{ii} In the case of an improvement Lo
a unit of real property

{A) An allocable portion of the cost of
land, and

(B) For any measuremeni period, the
adjusted basis of apy existing structure,
common freature, or other property that
is not placed in service or must be
temporarily withdrawn from service to
complete the improvement {associated
propenty) during any part of the
measurement period if the associated
property directly benefits the property
being impraved, the associated properly
directly benefits from the improvement,
or the improvement was incurred by
reason of the associated property. See.,

however, the de minimis nule under
paragraph fell2) af this sectinn tha
applies i the case of associaled
property.

{tii) In the casa of en improvement 1o
e unit of tangibje personal property, Lhe
adjusted basis of the esset being
improved if the ssset either is not
placed in service or must be temporarily
withdrawn from service to complete the
im provement.

{2} De minimis rule. For purposes of
paragraph (e){1){ii) of this section, the
tota) costs of all associated propeny for
an improvement unit {associsted
property costs are excluded from the
accumulated production expenditures
for the improvement unii during its
production period if, on the date the
production period of the unit begins, the
laxpayer ressonably expects that at no
time during the production period of the
unit will the accumulated production
expenditures for the unit, determined
without regard to the associated
property costs, exceed 5 percent oi the
associated property costs.

{f) Mid-production purchases. If a
taxpayer purchases a unit of property
for further producticn, the taxpayer's
accumuleted production expenditures
inctude the full purchase price of the
property plus, in accordance wilh the
principles of paragraph (e) of this
section, additional direct and indirect
costs incurred by the taxpayer.

{g) Related person costs. The aclivities
of a related person are taken inlo
account in applying the classiiication
thresholds under § 1.263A—8b;j(1){ii)(B}
and [C}, and in delermining the
production period of a unit of”
designated propenty under § 1.263A-12.
However, only those cosls incurred by
the taxpayer are taken inlo account in
the taxpayer's accumulaled production
expenditures under this section because

* the related person includes its swn

capilalized costs in the related person's
accumulated production expenditures
with respect 10 any unit of designaled
property upon which the parties engage
in mutual production activities. For
purposes of the preceding sentene, the
accurnulated production expenditures
of any propenty transierred tc a taxpayer

- in a nontaxabie trensaction are treaied

as accwnulated produciion
expenditures incurred by Lhe taxpaver,

(h} Installztron. U the taxpayer installs
property that is purchased by the
taxpayer, accumulated production
expenditures include the cost of the
property that is instalied in addition 1o
the direct and indirect costs of
installation.
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5 1233A-12 Produciion pertod.

13; [ general Cappatizannn of
(nterest s required under §1 263A-43 for
computation penods (within the
meaning of § 1.263A-9()(1)) that
include the production period of a unit
of designated property. In conlrast,
section 263A(a) requires the
capitalization of all other direct or
indirect costs, such as insurance, taxes,
and storage, that directly benefit or are
incurred by reason of the production of
property without regard to whether they
are incurred during a period in which

roduction activity occurs.

(b) Related person activities.
Activities performed and costs incurred
by a person related to the taxpayer that
directly benefit or are incurred by
reason of the taxpayer’s production of
designated propeny are taken into
account in determining the taxpayet’s
production period (regardless of
whether the related person is
performing only a service or is
producing a subassembly or component
that the related person is required to
treat as an item of designated property).
These activities and the related person's
cosls are also taken into account in
determining whether tangible personal
property produced by the taxpayer is 1-
year or 2-year property under § 1.263A—
8{b)(1){ii) (B) and (C).

{c] Beginning of preduction period—
(1) In general. A separate production
period is detesmined for each unit of
property defined in § 1.263A-10. The
production period begins en the date
that production of the unit of property
begins,

2) Real property. The production
period of a unit of real property begins
on the Brst date that any physical
production activity (as defined in
paragraph (e) of this section} is :
performed with respect to a unit of real
property. See § 1,.263A-10(b)(1). The
production period of a unit of real
property produced under a contract
begins for the contractor on Lhe date the
contractor begins physical production
activity on the property. The production
period of a unit of real property

preduced under a contract begins for the -

customer on the date either the -
customer or the contractor begins
physical production activity on Lhe
property.

(3) Targible personal property. The
production peried of a unit of tangible
personal property begins on the first
date by which the taxpayer’s
accumulated production expenditures,
including planning and design
expenditures, are at least 5 percent of
the taxpayer’s total estimated
accumulated production expenditures
for the property unit. Thus, the

brgunming of the production perod s
determined without regard to » hether
physical production activity has
commenced. The production penod of a
unit of tangible personal property
produced under a contract begins for the
coatractor when Lhe contractor's
accumulated production expenditures,
without any reduction for payments
from the cuslomer, are at least 5 percent
of the coniractor’s total estimated
accumulated preduction expenditures.
The production period for a unit of
tangible personal property produced
under a contract begins for the customer
when the customer’s accumulated
production expenditures are at least 3
percent of the customer's total estimated
accumulated production expenditures.

(d) End of production peried—(1) In
general. The production period for a
unit of property produced for sell use
ends on the date that the unit is placed
in service and all production activities
reasonably expected to be undertaken
by, or for, the taxpayer or a related
person are camplcted. The production
period for a unit of property produced
for sale ends on the date that the unit
is ready to be held for sale and all
production activilies reasonably
expected 1o be undertaken by, or for, the
taxpayer or a related person are
completed. See, bowever, § 1.263A- -
10(b)(5){iv} providing an exception for
common features in the case ofa . . .
benefitted property that is sold. In the
case of a unit of property produced
under a contract, the production period
for the customer ends when the
property is placed in service by the
customer and all production activities
reasonably expected ta be undertaken
are complete (i.e.. generally, no earlier
than when Lhe customer takes delivery).
In the case of propenty that is
customarily aged (such as tobacce,
wine, or whiskey) before it is sold, the
production period includes the aging
period,

(2} Special rules. The production
period does not end for a unit of
property pnor to the completion of
physical production activities by the
taxpayer even though the property is
held for sale or lease, since al!
production activities reasonably
expecled to be undertaken by the
taxpayer with respect to such property
have not in fact been completed. See,
however. § 1.263A~10(b)(5) regarding
separation of certaln common features.

3) Sequential production or defivery.
The production period ends wilh
respect to each unit of propeny (as
defined in § 1.263A-10} and its
sssociated accumulated production
expenditures as the unit of property is
completed within the meaning of

paregrapk (4)(1) of Yus sectian, withouwt
revusd 1o the production acuviies or
costs of any other umts of property.
Thus, lor example,in lhe case aof
separate apartments in a multi-unit
building, each of which is 2 separate
unit of property within the meaning of
§1.263A-10, the production period
ends for each separate apariment when
it is ready to be held for sale or placed
in service within the meaning of
paragraph {(d)(1) of this section. In the
case of a single unil of property that
merely undergoes separale and distinct
stages of production, the praduction
period ends at the same time (i.e., when
all separate stages of production are
compleled with respect to the entire
amount of accumulated production
expenditures for the property}.

{4) Examples. The provisions of
paragraph (d) of this section are
illustrated by the {ollowing example:

Exomple 1. E is engaged in the criginal
constructian of a high-rize office building
wilh two wings. At the epd of 1995, Wing #1,
but not Wing #2, is placed in service.
Moreover. at the end of 1995, elt production
activities reasonably expected to be

"undertaken on Wing *1 are compleled. In

accordance with §1.263A-10(b){1), Wing #1
and Wing #2 are separale units of designated
property. E may stop capitalizing interest on

\¥ing 41 but not on Wing #2. .

Example 2. F is in the business of
constructing finished houses. F generajly
paints and finishes the interior of the house,~ *

-although: this does not occur until & potentiaf *

buyer is located. Because F ressonably
expects to undertake production activity
{painting and finishing), the preduction
period of each house does not end urtil these
aclivities are completed,

{e) Physical production activities—(1}
Ir general. The term physical
production activities includes any
physical activity that constitutes
production within the meaning of
§1.263A-8(d){1). The production periocd
begins and interest must be capitalized
with respect ta real property if any
physical preduction activities are
undertaken, whether alone or in
preparation for the construction of
buildings or other structures, or with .

respect to the improvement of existing ™ . -

structures. For exampile, the clearing of
raw land constitutes the production of
designated property, even if only
cleared prior o resale,

{2) Hustrations. THe following is a
partial list of activities any one of which .
constitutes a physical production
activily wilh respect to the production
of real property: :

(i} Clearing, grading, or excavating of
raw land: .

{ii) Demolishing a building or guiting
a standing building;



LEUELGE a%l i s L Y

arasmre—— -

{in) Engaging in the construction of
nfrastruclure, such as roads, sewe-s,
sidewslks, cables. and winng;

{iv} Undertaking smetumF,
mechanical, or electrical activitics with
respect to a building er other structure;

ar
- (v) Engaging in landscaping activilies.

(1) Activities not considered physical
production. The activities described in
paragraphs (0{1) and {f){2] of this
section are not considered physical
produclion activities: _ .

(1) Planning and design. Scil testing,
preparing architectural blueprints or
models, or obtaining building permits.

(2) Incidental repairs. Physical
activities of an incidental nature that
may be trealed as repairs under §1.162- .

4.

{g) Suspension of production period—
(1) In general. If production activities
related to the production of a unit of
designated property cease for at least
120 consecutive days (cessation period),
a taxpayer may suspend the
capitzlization of interest with respect to
the unit of designated property starting
with the first measurement period that
begins afler the first day in which
production ceases. The taxpayer must
resume the capitalization of interest
with respect to a unit beginning with
the measurement period during which
production activities resume. In
addition, production activities are not
considered to have ceased if they cease
because of circumstances inherent in
the production process, such as normal
adverse weather conditions, scheduled
plant shuidowns, or delays due to
design or construction flaws, the
obtaining of a permit or license, or the
settlement of groundfill te construct
property. Interest incurred on debt that
is traced debt with respect to a unit of
designated property during the
suspension period is subject to
capitalization with respect to the
praduction of other units of designated
property as interest on nontraced debt.
See §1.263A-9{c}{5](i) of this section.
For applications of the avoided cost
method after the end of the suspension
period, the accumulated production
expenditures for the unit include the
balance of accumulated preduction
expenditures as of the beginning of the
suspension period, plus any additional
caputalized costs incurred during the
suspension period, No further
suspension of interest capitalization
may occur unless the requirements for
a new suspension perod are satisfied.

{2) Special rule. 1 a cessalion period
spans more than one taxable year, the
taxpayer mey suspend the capitalization
of interest with respect 10 a unit
beginning with the first measurement

pericd of the taxable year in which the
t20-day perind is satisfied.

(2] Method of accounting. An giection
10 suspend inlerest capitalization under
paragraph (g}(1} of this section is &
method of accounting that must be
consistently epplied 10 all units that
satisfy Lhe requirements of paragraph
(g)(1) of this section. However, the
special rule in paragraph (g}(2) of this
section is applied on an annual basis to
all units of an electing taxpayer that
satisfy the requirements of paragraph
(g)(2} of this section.

{4) Example, The provisions of
paragraph (g){1) of this seclion are
illustrated by the following example.

Example. (i) D, a calendar-year taxpaver,
began produciion of 8 residenlis] housing
development on Januery 1, 1995. D, in
applying the svoided cost method, chose a
taxshle year compuiation period and
quarterly measurement dates, On April 10,
1995, all preduction ectivities ceased with
respect lo the unils in the development until
December 1, 1996. The cessation, which
occurred for a period of at least 120
consecutive days, was ot attributable to
circumslances inherent in the production
process. With respect to the units in the
development, D incurred preduction
expenditures of $2,000.000 fom Jenuary 1,
1995 through April 10, 1995. D incurred
interest of $100,000 on traced debt with
respect Lo the units for the period beginning
January 1, 1995, and ending June 30, 1245,

D did not incur any production expenditures
for the more than 20-month cessation
beginning April 10, 1995, and ending
December 1, 1996, but incurred $200,000 of
production expenditures from December 1,
1996, through December 31, 1996.

(i) I is required lo capitalize the $100.000
interest on traced debt incurred during the
two measurement periods beginning January
1, 1995, and ending June 30, 1995. Because
D salisfied the 120-day rule under this
parsgraph (g). D is not required to capitalize
interest with respect to the sccumulaled
production expenditures for the unils lor the
measuremenl period beginaing July 1, 1995,
and ending September 30, 1995, which is the
first messurement period that begins after the
date production activities cease. D is rquired
1o resume interest capitalizalion with respect
10 the 52,300,000 -

12,000 .000+100,000+200,000) of accumulated
production expenditures for the units lor the
measurement period beginning Octaber 1,
1996, and ending Decernber 31, 1996 (Lhe
measurement period during which
production activities resume}. Accordingly, D
may suspend the capitalization of interest
with respect to the units from July 1, 1895,
through Seplember 30, 1996.

§1.263A-13 Oil and gas activities.

{a} In general. This section provides
rules that are to be applied in tandem
with §51.263A-8 through 1.263A-12,
1.263A~14, and 1.263A-131in
capilalizing interest with respect to the
developmen! (within the meaning of

section 263A(g)) of a1l ar gas propeny
For this purpose, oil 9F gas propery
consists of each separaie operating
mineral tnterest 1 o1l of gas as defined
in section 614(a}, or, if a taxpayer makes
an glection under section 514(b), Lhe
aggregate of two ar more separate
cperating mineral interests in oil or gas
as described in section 614(b) (secuon
614 property). Thus, an oil or gns
property is designeted property unless
the de minimis rule applies. A taxpayer
must apply the rules in paragraph {c} of
this sectian if the taxpayer cannot
establish, at the beginning of the
production period of the first well
dnlled on the property, a definite plan
that identifies the number and location
of other wells planned with respect to
the property. If a taxpayer can establish
such a plan at the beginning of the
production period of the first well
drilled on the property, the taxpayer
may either apply the rules of paragraph
(c) ol this section or treat each of the
planned wells as a sepatate unit and
partition the leasebold acquisition costs
and costs of features based on the
number of planned well units.

(b) Generaily applicoble rules—(1}
Beginning of production period—I{i)
Onshore activities. In the case of
onshore oii or gas development
activities, the production period for 2
unit begins on the first date physical site
preparation activities (such as building
an access road, leveling a site for a
drilling rig. or excavating a mud pit) are
undertaken with respect to the unit.

(i1} Offsheore octivities. In the case of
offshore development activities. the
production period for a unit begins on
the first date physical site preparalion
activities, other than activities
undertaken with respect 10 expendable
wells, are undertaken with respect to
the unit. Far purposes of the preceding
sentence, the first physical site
preparation activity undertaken with
respect to a seclion 614 propenty is
generally the first activity undertaken
with respect to the anchoring of a
platform {e.g., drilling 1c drive the
piles). For purposes of this section, an
expendable well is a well drilled salely
to determine the location and
delineation of offshore hydrocarbon
deposits.

2) End of production period. The
production period ends for a productive
well unit an the date the well is placed
in service and all production activilies
reasonably expected to be undertaken
by, or for, \he taxpayer or a relaled
person are completed. See § 1.263A-
12{d}. )

{3) Accumulated praduction
expendituras—{i} Costs included.
Accumulaled produclion expenditums
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for 3 well unitinchude the follownny
Luses jin the catent they ame gt
intangible drilling and development
costs atlowable as a deduction under
section 263(c), 263(i1. or 291{(L}(2)): the
costs of acquiring the section 614
leasehold and the costs of taxes and
sirnilar items that are required to be
capitalized under section 263A(a) with
respect to the section 614 leasehold; the
cost of real property associated with
developing the section 614 preperty
(c.g.. casing): the basis of real property
that constitules & common feature
within the meaning of §1.263A—
10(b)(3); and the adjusted basis of
property used to produce property {such
as a mobile rig, drilling ship, or an
wifskore drilling platform).

(33} fmprovemnent unit. To the extent
section 614 costs are allccated to a well
unit, the undepleted portion of those
section 614 costs must also be included
- in the accumulaterd production .
expenditures for any improvement unit
{(within the meaning of § 1.263A~
8{d)(3)) with respect to that well unit.

{c) Special rufes when definite plan
not established—{1) In general. The
special rules of this paragraph (¢} must
be applied by a taxpayer that cannot
eslablish, at the beginning of the
production period of the frst well
drilied on the property, a definite plan
that identifies the number and locaticen
of the wells planned with respect to the
property. A taxpayer than can establish
such a plan is permitted, but not
required, to apply the rules ef this
paragraph (¢}, provided the mles ol this
paragraph {c] are consistently applied
for all the taxpayer’s oil or gas
properties for which a definite plan can
be estgblished.

{2) il and gas units—{i} First
zroductive well unit. Until the first
productive well is placed in service and
all production activities reasonably
expected to be underteken by, or for, the
taxpayer or a related person are
completed. a first productive well unit
includes the section 614 propesrty and
ail real property associated with the
development of the section 614
property. Thus. for example, a first
productive well unit includes the
scetion 614 property and real propenty
associated with any nonproductive well
drilicd on the section 614 property on
or bi:fore the date the Erst productive
well is placed in service and all
preduction activities reasonably
expected to be undenzken by, or for, the
tuxpayer or a related person are
completed. For purposes of this section,
« productive well is a well thal
produzes in cammercial quantities, See
varugraph {c}{5) of this section, which
provides a special rule wherehy the

rosts ol a section 614 property and
~nmrman feature =09t fop g wewdion £74
property generally are included onlyan
the accumulated production
expenditures for the [irst productive
well unit.

{ii) Subsequent units. Generally. real
property associaled with each
productive o nonproductive well with
respect 10 which production activilies
begin after the date the first produciive
well is placed in service and all
production sctivities reasanably
expected to be undertaken by, or for, the
taxpayer or a related person are
completed, constitutes a unit of real
property. Additionally, a preductive or
nonproductive well that is included in
a first productive well unit and for
which development continues alter the
date the first productive well is placed
in service and ell production activities
reasonanbly expected 10 be undertaken
by, or {or, the taxpayer or a related
person are compieted, generally is
treated as a separate unit of property
after that date. See, however, paragraph
{c)(5) of this section, which provides
rules for the treatment of cosis included
in the accumnulated preduction
expenditures of a first productive well
unit.

(3) Beginning of production period—
(i) First productive well unit, The
beginning of the production period of
the first productive well unit is
determined as provided in paragraph (b}
of this section.

(i1) Subsequent wells. In applying
paragrapb {b} of this sectioa to
subsequent well units (as described in
paragrapk (c}(2)(ii) of this section], any
activities pccurring prior to the date the
production period ends for the first
productive well unit are not taken inlo
account.in determining the beginning of
the production period for the
subsequen! well units.

(4) End of production peried. The end
of Lhe production penod for both the
first productive well unit and .
subsequent productive well units is
determined as provided in parograph
(b}f2} of this section. See § 1.263A~
12(d). Nenproductive wells included in
the frst productive well unit need not
be piugged and abandoned for the
production period to end for a first
productive well unil.

(5] Accunulated production
expenditures—{i] First productive well
unit. The accumulated production
expenditures for a first productive well
urut jnclude 8!l costs incurred with
respect to the section 614 property and
associated real property st any lime
through the end of the praduction
period for the first productive well unit.
Thus. the costs of acquiring the section

14 propenty the costs of taxes and
witalar dems Lthat are mauired to be
capitalized under secuon zb3Ala) wath
respect to the section 614 property, and
the costs of common leatures, that are
incurred at any time through the end of
the production period of the first
productive well unit {section 614 costs)
are included in the accumulated
production expenditures {ur the first
productive well unit.

(ii) Subsequent well unil. The
accumulated production expenditures
for a subsequent well do not include
any cests included in the accumulatect
production expenditures for a first
productive well unit. In the event that
sectiva 614 costs or common feature
costs with respect to a section G14
propenty are incurred subsequent to the
end of the production period ol the first
productive well unit, those common
[cature costs and undepleted section
614 costs are allocated among the
accumulated production expenditures
of wells being drilied as of the date such
costs are incurred.

(6) Allocation of interest capitalized
with respect to first productive well unit,
Inlerest attributable to any productive ar
nonproductive well included in the first
productive well uait (witkin the
meaning of paragraph (c}(2}(ii) of this
section) is allocated among end
capitalized to the basis of the property
associsted with the first productive well
unit. Sce § 1.263A-8(a){Z).

(7] Example. The provisions of this
paragraph (c) are illustrated by the
following example.

Example. (i) Corporation Z, en oil
company, acquired a section G14 property in
az oashore tract, Tract B, for developmeat (o
1995, Corporation 2 beyan sile preporation
aclivitivs on Tract 3 and alsa commenced
drilling Well 1 on Tract B, Corporndon Z was
unable to establish, as provided in pamagraph
{a) of this section, s definile plan identifying
the numbor snd location of other weils
planned on Tract B 1n 1996, Corporation Z
beuan drilling Wail 2. Gn May 1, 1997, Well
2.3 productive well, was placed in service
and atl production activilies reasanably
expocted to be undertaken with respect o
Well 2 were comptleted. By that dute, also,
Well 1 was abandoned.

{i1) Well 2 is a frst productive well (within
the meaning of paragraph [eH2)(1)) ol this
section). Well 1 is 2 nonproductive well
drilled prior to a first productive well. Under
parasgraph () of this seclioa. Corpuration 2
must treat both Well 1 and Well 2 as pant of
the first productive well unil on the section
14 property. In accordance with paragraphs
(c)(2] and (c)(4} of this section, the
production peciod of the first produchive “well
untl begins on tho date physical site
preparation ectivities are undertaken with
respect to Well 1in 1935 and ends on May
1, 1997, the date thal Well 2 is placed in
service and all production sctivities

.
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rensanably expected ta be underraken are
comp.eted, in seccordencs vtk perag N
{c){5] of this secuon. the eccumulated
produciion expenditures for the first
produclive well unit include. among other
capitelized costs, the entire section 614
property cosis capilalized with respect to
. Tract B and sll common lenture costs
- incwrred with respect to the section 614
property through Mey t, 1997,
{iii] Any well that Corparation Z begins
*afler May 1, 1997, is a separaie unit of
property. See paragraph [c}2)ii) of this
section. Under paragraph (c)(2){ii) of this
section, the production period for any such
well unit begins on the first day afier May 1,
1997, on which Corporation Z undertakes
physical site preparation activities with
respect Lo the well unit, Moreaver,
Corporalion Z does not include any of the
suction G14 property costs in the
accumulated production expenditures for
any well unit begun afler May 1, 1997.

§1.263A-14 Rules for related persons.
Taxpayers must account for average
excess expenditures allocated to related
persons under applicable administrative

pronouncements interpreting section
263A(f). See §601.601{d)(2){i1){) of this
chapter.

§1.2634-15 Effective dates, transitional
rules, and antl-abuse rule.

(a) Effective dates—{1) Sections
1.263A-8 through 1.263A-15 generally
apply to interest incurred in taxable
vears beginning on or after January 1,
1895. In the case of property that is
inventory in the hands of the taxpayer,
however, these sections are effective for
taxable years beginning on or after
January 1, 1995. Changes in methods of
accounting necessary as a result of the
rules in §§ 1.263A-8 through 1.263A-15
must be made under the terms and
conditions prescribed by the
Commissioner. Under these terms and
conditions, the principles of §1.263A-
7T(e] generally must be applied in
revaluing inventory property.

{2) For taxable years beginning belore
January 1, 1995, taxpayers must take
reasonable positions on their federal
income tax returns when applying
section 263A(f). Far purposes of this
paragraph (a)(2}), a reasonable position is
a position consistent with the temporary
regulations. revenue rulings, revenue
pracedures, notices, and
announcements concerning section
263A applicable in taxable years
beginning before January 1. 1995. See
§ 603.601(d}{2){ii}(b) of this chapter. For
tus purpose, Notice 88-99, 1938-2 C.B.
422, applies Lo taxable years beginning
after August 17, 1988, in the case of
invenlory. and to interest incurred in
taxeble years beginning after August 17,
1988, in all other cases. Finally, under
administrative procedures issued by the

Commussioner, taxpayers may elect
carly applcaticn of §5 1.2624 -8
through 1.263A-15 to texable years
beginning on or after January 1, 1994, in
the case of inventory property, and 10
interest incurred in laxsble years
beginning on or after January 1, 1994, in
the case of property thet is not inventory
in the hands of the taxpayer.

{(b) Transitionai rule for accumulated
production expenditures—(1] In
general. Except as provided in
parapraph (b}{2} of this section, costs
incurred before the effective date of
seclion 263A are included in
accumulated production expenditures
{within the meaning of § 1.263A-11)
with respect to noninventory properny
only to the extent those costs were
required to be capitalized under section
263 when incurred and would have
becn taken into account in determining
the amount of interest required tobe
capitalized under former section 189
{relating to the capitalization of real
property interest and taxes) or pursuant
to an election that was in effect under
section 266 (relating to the election to .
capitalize certain carrying charges).

2) Property used to produce
designated property. The basis of .
property acquired prior to 1987 and
used to produce designated
neninventory propenty after December
31, 1986, is included in accumulated
production expenditures in accordance
with § 1.263A=-11(d) without regard to
whether the basis would have been
taken into account under former section
189 or section 266.

{c} Anti-abuse rule. The interest
capitalization rules contained in
§§1.263A—8 through 1.263A-15 must be
applied by the taxpayer in a manner that
is consistent with and reasonably carries
out the purposes af section 263A(0. For
example, in applyving § 1.263A—10,
regarding the definition of a unit of
praperty, laxpayers may not divide a
single unit of property to avoid property
classifying the property as designated
property. Similarly, taxpayers may not
use loans in lieu of advance payments,
tax-exempt parties, loan restructurings
at measurement dates, or obligations
bearing an unreasonably low rate of
interest {even if such rate equalis or
exceeds the applicable Federal rate
under section 1274(d)) to avoid the
purposes of section 263A(f). For
purposes of this paragraph [c). the
presence of back-to-back loans with
different rates ol interest, and other uses
of related parties 1o facilitale an
avoidance of interest capitalization,
evidences abuse. In such cases, the
District Director may, based upon all the
facts and circumslances, delermine the
ammount of interest that must be

capitalized 0 @ manne: that 1s
cuntistent wih et teasonalby Cairos
sut the purpoeses of section 262 AN
Par. 6. Section 1.266-1(a) is
redesignated as § 1.266-1{a){1} and
£1.266-1(a {2} is added to read as

[ollows:

i

§1.266-1 ‘Taxes and cafry!ng charges
chargeable 10 capital account and ireated
as capliat ltems.

[aJ &+ W 0w

[-” *

(2) See §§1.263A—8 through 1.263A-

15 far rules regarding the requirement to

capitalize interest, that epply prior to
the application of this section. After
applying §§ 1.263A-8 through 1.263A-
15, a laxpayer may elecl to capilalize
interest under section 266 with respect
to designaled property within the
meaning of §1.261A-8{L), provided a
computation under any provision of Lhe
Internal Revenue Code is not thereby
malterially distorted, including
computations relating to the source of
deductions.

Par. 7. Section 1.1502-13 is amended
by adding a sentence to the end of
paragraph (c)(1){i), and by addinga
sentence o the end of paragraph {c)(2),
to read as follows:

§1.1502-13 Inlercompany transactions. -

- - - - "

{C) = & A

{1)* = " {i}* * * See, however,
paragraph [c)(2) of this section for
determining the amount of deferred gain
or loss on a deferred intercormpany
transaction that invelves inlerest
capitalized under section 283A(f).

= . * - -

(2)* * * Additionally, see section
263A(0) and the regulations thereunder
10 determine the amount of deferred
gain or loss on a deferred intercompany
transaction that involves interest
capitalized under section 263A(f).

PART 602—0OMB CONTRAOL NUMBERS
UNDER THE PAPERWORK
REDUCTION ACT

Par. 8. The authority citation fur par
602 conlinues to read as fallows:

Autherity: 26 U.5.C. 7805.
Par. 9. Section 602.101(c} is amended

by adding entries in numerical ordoer ta
Lhe table 1o read as follows:

§ 1,802,101  OMRB Control numbers.
(C)- " =
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Dated: December 13, 199+
Murgaret Milner Richardson,
Corunissioner of Internal Aevenue.
Approved:
Lestie Samuels,
Assistant Secretary of the Tregsury.
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Bureau of Alcohol, Tobacco, and
Firearms

27 CFR Parts

[T.0. ATF-360; Re: Natice Nos, 782, 780,
91FO09P] .

AIN: 1512-AB822
Alteration of Class and Type: Vodka

AGENCY: Bureau of Alcahol, Tubacen,

and Firearms {ATF), Departinent of the

Treasury.
ACTION: Final rule, Treasury decision.

-

SUMMARY: ATF is amending the distilled
spirits regulations, 27 CFR 5.23{a}(3). to
autherize the use of a trace amount
{defined as up to 300 milligrams pet
liter or 300 ppm) of citric acid in the
production of vodka, without changing
its designation as vodka. This level is
intended te ensure that distillers may
continue to use citric acid as a
smaothing agent to correct objectionable
tastes which might result from such
things as the water used in reducing the
proof, the charcoal used in distillation,
or the glass in which packaged. This
{evel is also intended to protect the
integrily of the standard of identity for
voilka, a product, which by delinition,
mav not have any distinctive character,
aroima, taste, or color, Pursuant to this
document, T.D. ATF-306 [55 FR 49994,
Duecember 4, 1930] is rescinded.

paTEs: This docwnent is efloctive on
January 30, 1893,

FCn FURTHER INFORMATION CONTACT!
David W. Brokaw, Wine and Beer
Hranch, {(202) 927-8230.

SURPLEMENTARY INFORMATION?
Background

The standard of identity far vodka
was promulgated in 1949 in TD 5707,
1949--2 C.B. 252. The hearing record
indicates that a standard of identity for
vodka was proposed because many
dilferent types and qualities of vadka
wete heing offered for sale in the United
States. With the proliferation of vodka
praducts, the Alcohol Tax Unit of the
Internal Revenue Service {IRS}, a
predecessor to ATF, was concerned that,
consistent with the mandate of section
105(e} of the Federal Alcohal
Administration Act (FAA Act], 27
1.5.C. 205{e), consumers were
adequately informed regarding the
identity and quality of such products.
The standard for vodka provided that it
was to be defined as neutral spirits
distilled from any matenizl at or above
190 proof, reduced to not more than 110
proof and not less than 60 proof and,
after such reduction in proof, so treated
as to be without distinctive character.
aroma. or taste. Although no explicit
definition of the term “distinctive™
could be found in the hesring record,
the testimony indicates that vodka is to
be as tasteless and odorless as possible

In 1956, Revenue Ruling 56-98, 1956-
1 C.B. 811, concluded that citric acid
and sugar were not considered 1o be
flavoring ingredients which would
materially affect the taste of vodka cr
change its basic character so long as the
sugar did not exceed two-tenths of 1 -
percent and citric acid was only added
in a “trace amount.” The ruling did not
quantify “"trace amount.”

Revenue Ruling 56~98 was issued
alter testing of a vodka sample prepared
by the IRS’ Alcohol and Tebaceo
Laboratory pursuart to a formula
submission which contzined two-tenths
of 1 percent of sugar and 13 ppm of
citric acid. The Alcohol and Tobacco
Laboratory stated that the addition of
such amounts of sugar and citric acid
waere advantageous from the consumer-
standpoint, in that such addition would
make & smoother and more neutral
product. The Alcohol and Tobacco
Laboratory further stated that the use of
two-tenths of 2 percent of sugar and 13
ppm of citric acid would in no way
render vadka flavored but, rather, would
correct objectionable tastes which might
be obtained from the water used in
reducing the preof, the charcoal used in
distillation. or the glass in which
pachaged. The Alcohol and Tobacco
Laboratory toncluded that the use of
sugar and citric acid in the ammouats
stated was in conformance with the
standard of identity for vodka in that
such amounts were not considered to be

Ravoring materiais and would not
mine nally alfier the wsie aDle prodocy,
or change its hasic character,

The Alcohol aud Tobacco Laboratory
therefore stated that the use of these
ingredicots in the amounts preseribed
wauld conform with a method of
production of vodka outlined in T.D.
5707, supra, which stated that vodka
¢ould be produced “{bly purifying or
refining the distillate by any other
method which the Deputy
Comrmmissioner finds will result ina -
product equally without distinciive
character, aroma, or taste, and which
has been approved by bim.” Simply
stated. the addition of up to two-tenths
of 1 percent of sugar and “trace
amounts” of citric acid was zllowed
because those ingredients actas a
smoothing egent which results in
rendering vodka without distinctive
character, aroma, taste, or color, “Trace -
amounts” was not quantified in view of -
the fact that the Alcohol and Tobacco
Laboratory recognized Lhat the
appropriate amount of citric acid would
vary on a case by case basis depending
on the extent of the treatment used to

. neuiralize the product

The issue of citric acid took oo 2 new’
dimension in 1980, when 28 U.5.C.
5010 was enacted. The section 5310 -
credit created an incentive [or indusiry .
1o add additional amaounts of Bavors to

" distilled spirits products for the purpose

of reducing the effective rate of tax. :
Under current law, distilled spirits .
products are taxed at the rate of $13.50

a proof gallen, with a credil under
section 5010 for the Nlavor content. The
credit for alcohol derived from [lavors is
equal to the distilled spirits tax, but
only 2 1/2 percent of the alechol content
af a distilled spirits product qualilies for
the credit, The net effect of this credit -~
is to reduce Lthe tax rate applicable to
such product.

Vodka producers apparcatly began to
use citric acid as a method to reccive the
credit. The ATF Laboratory has stated
that 1,000 ppm represents, as a practical
matter, the amount of citric acid on
which the maximum section 5010 credit

“may be claimed. Moreover, the use of

1.00C ppm of citric acid reduces the
effective rate of tax on a proof gallon of
neuiral spirits by 34¢. Such a reduction
can result in a tax beaefit of bundreds
of thousands, if ot millions of dollars
a ycar for the vodka indusiry.

Nolice No. 4039

With the increasing use of citric acid.
the ATF Labormtory tested various
vorlka samples produced in accordance
with Revenue Ruling 56~98 and found
that vodka which contained sugar and
citnic acid withun lovels authonzed by



