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26 CFR Parts 1, 20, 25, and 51 and 802 - taxation. Thus. in family or similar interest payment in the case of gift and

2, situations, below-market loans bave dcmlndl;u’:; is computed m‘ndlhlly and
[LR-108-84) been used which purported to have the  ganerally is treated a3 transferred 0
Below-Market . effect of avoiding taxation under the December 31. Tha imputed interest

Loans grantor trust rules and deflecting income  payment in the case of term loans othar

AQENCT: internal Revenus Service, to others. Corporations have made thun gift loans is computad on the date
Treasury. below-market loans to shareboiders. tbe Joan is made und Is subjeci to the

ACTION: Notice of proposed rulemaking.

SUMMARY; This document containa
proposed regulations relating to the
Federal tax trestment of both the lender
and the borrower in certain belowe.»
market interest rate loan transactions,
Changes ta the spplicable tax law were
made by the Tax Reform Actof 1084
These regulations would affect = |
taxpiyers who enter into certain below-
market loans and provide them with
E.lidance needed to comply with the .. .
w.
DAYER Wrilten comments and requens
for a public bearing must be deliversd or
mailed by Ocicber 21, 1985. The
regulaiions are generally proposed to be
effective aRer Juna 6, 1964, for belows
market term loans made after june §,
1584, and below-market demand loans . .
outstanding aftar June 8 1684, Section
1.2872-1{c) provides special effective.....
dute rules for cartain loan transactions.
ADDRESE: Send commants and reqnests.,
for » public hearing to: Commissionar of
Internal Revenue, Attention: CCLRT »
{LR-185-84). Washington, D.C. 20224. ;-
. POR PURTHER INFORMATION CONTACT:
Sharon L. Hsll of the Legielation and :
Regulations Division, Office of Chief .~
Counsel, Interral Revanus Service, 1111
Constitotion Avenue, NW., Washingion.
. D.C. 20224, Attention: CC:LR:T, 202-5088-
3828 (not a tall-bree call) .
SUPPLLMERTAAY INFORMATIONE

Background el T
This documenl coniains proposed
smendments 1o the Income Tax -
Regulations {26 CFR Part 1), the Estaly
Tax Regulations {28 CFR Part 20), the

Gift Tex Regulations (28 CFR Part 28} .-

and the Excise Tax Regulations |29 CFR
Part $3) under section 7372 of he
Internal Revenus Code of 1854, Thip
document alse amends the Table of
OMB Control Numbers {28 CFR Part
802). Thess amendments are proposed
provide ations under new section
7872 which was added to the Code by
section 172 of the Tax Reform Act of
1534 {00 Stal f09). L R

In Genarsl

Prior to the enactment of section 7872,
soma taxpayers used interest-freq loans
or losns with an interest 1ata balow the
currcn! markal 7ate (in sach casse;,
“below-market lownw”) which purported.
to circumvenl well-establishad rules of

with the effect of svoiding taxation of -
income at the corporete level which is
the economic equivalent of recelving s
deduction for dividends paid to those
shareholders. Employers have made - .
belew-market loans to employees with
the effect of providing compensetion -
which has not been subject to .
employment taxes, Interent-free loans -

have also been used lo converl non- |

deductible expenses into the equivalent
of deductible expensen.

Section 7872 addresses these snd ™ -
similar practices, generally, by treating
certain below-market loans described in
one of the categories spetifind in section
7872{c} as ecovomically equivalentte
loan bearing interest at the applicable
Federal rate coupled with s payment by
the lender to the borrower sufficient to
fund the paymant of Interest by the
borrk?n\;u;j T!;un. the :;:m trested as
ma fil a loan lo war
excharge for a nots nttlhuh'ln; the h} -
Flymenl of interest at the applicable

ederel rate, and (U] & transfer of ands' |
ta the borrower in an amount generslly
equal to the amount of interest irmputed
under section 7872 In the case of
gift loans, bowsver, the asountof.
money treated as translerred by the 7
lIender to the borrowsr, which s pubjecs
to gift tax, and the amount of tha -«
imputed interest paymentbythe =
borrower to the lender are vhsgual *
because they are computed differontly
wndar the statute. . v T
Characler and Timing of Transfery-. .-,

Tha character of the Imputed transfer
by the lender to the borrowes -
detarmined In accordance with the .
substance of the transaction. For*
example, thy transfar bs treated as § gift
if the transsction is in substance &
within the meaning of the gift tax -
provisions of the Code., and It [s trested
as cpmpensation if the purposs of the.~ :
transaction ¢ the paywmmnt of - - »
compensation This {npuivd transferis
computed annually ‘{n the case of
demand loans is treated as made; -~
generally, on Decsmber 31, In the case
of tarm loana, howaves, the impuied: 7-:
transfer is Ireated as mads at the time
the loan s made. - o

The timing and smeount of ths imputed
interest psymants by the borrowsr to
the lendas depend on the charscter ol
the smount tranafarred by the lender to
ths borrower and on whether the loan ks -
o term or 8 demand loan The imputed

original issue discount rules of section
1272

Definltion of Loan.

Because the purpose of section 7872 ia
to eliminate the use of below-market.
loans as a vehicle for tax avoidancs, the
term "loan” i1 interpreted broadly in the
regulations. Accordingly, any extension
of credit or any transsction under which
tbe owner of money permits another
peraon to usa the money for & period of
time after which the money is o be
tranaferred back to the owner or spplied
according to an agreement with the
ownaer, ruch s s refundable deposit, is a
loan for purposes of section 7802
However, only those below-market
loans that are gift loans, compensation-
related loans, corporstion-sharcholder
lcans, tax avoidance loans or Joans to
be specified a3 significant-effect loans
{sew below), are subjectto the-

provisions of section 7372 Przond

§ 1.7872-4{g) provides a & rule for
o below-markset loan which is made
batween two persons and {s sitributatle
to the relytionahip of & third person to
sithar the lender or the borrowsr [for
example, a loan by an employer o the
child of an amployes). In this cass, the -
loan is restructured ws two successive ™
“indiréci” loans for purpases of section
7872 In sddition, the regulations provide
that if » lendes and ¢ borrower wse
another entity as an intermediary or
middleman, such as in & “back-to-back™
lonn transsction, for the of
avoiding the application of section 7872
the inlermediary will be ignored and the
two loans will be restructured aw oo
Joan made directly between the lender
and the bomower.

Sectlon 7872(c}{2 )(B)(if) states thai
loans betwrss an independent
contractor aad & pesson for whom the
independent contractor provides
services are subject 10 section 7872. In
»ddition, the proposed regulations
defing a Joan to intlude sny tansaction
whip::w;nldd be lrnhld Y NW-
deporit under current Inw, Acco ¥,
if a taxpayer makes a refundable :
deposit 1o an independent contractor In
connection with the performance of "
servican, the deposit will ba subject to-
ths imputation rules of ssction 7873
(unleas tha de minimis rules are
applicable). The Service is sware that
cash amounts are frequently depositad
with independant coniractars in the
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ordinery course of business and -
characlerized by the parties as
prepayments rather than refundable
deposits. Cansequently, Uf this
charecterization is sppropriste, those
amounts would ot be subject 10 section
7872 The proper distinction between
refundable deposity and prepayments ls
s factual determinstion. and, to assint
the Service in developing guidelines for
drawing this distinction, interzsted
parties are invited to comment on this
iaue.

Partoarships and Pactoen

The Service is swace that some
taxpayers have entered inlo below-
market loans wilk partnerships end that
othet taxpayecra have achieved the
economic and tax resylt sfforded &
below-marl:et loan transaction by
utilizing partnerships snd the tax laws
under iugd'.up'_er K. The proposed
regulations provide that certain below-
murkel lpans made by « partpership lo s
puitnet that arz made in coniderntion
for services preforfoed by the partner
other than in his capacity as s member
of e parl.nershir will be treated ag, . .
compensation-related loans for purposes
of section 7852 .

The final regulaticns under sechion -
7272 will furthar adudrese the
relasionship of section 7872 to
partnership trensactions, such as cerfain
purporied diatibutions which, under the
facis and citcumstances, may properly

_ .be characterized as loens. The Service is
cinsidering several proposals regarding
e apjiization of section 7822 1o
uansscliong between pariners and
psrireiships ard requests interested
tavpayers to submit wrillen comments
cn (kix print.
Significant Effect Loen o
In addition to the fons enumersted
catesories of helow-c.rket bans: *«
scrtion 587 2(=11)(E) prosides regulatory
anthurily Ior spelying sechian 7672 te
any other be'cw-makel joan if “the
interest arrangements of such loan have
s sigrufivant effect on sny Federal tax
fabiity of the lender or the borrower.™:
The Cunference Report sccompanying
the Tex Reform Acl of 1954 states, .
smeng other Things, that any losri that
reyults in the convenion of & :
aondeductible expensa [nto the
vquivalent of » deductible expense has
on efTect on the tax Hability of the
borrawer ot lender. The Conference
Keport further provides that whether an
effectis significant Is determined in light
of all the facts and circumstances
including: L T

(1) Whether the itzms of income and
Jdeduction gencrated by the loan offsat
each others

] The zroount of such ltéme;

(3} The cost ta the taxpayer of
complying with the provision: and -

{4} Any non-tex reosons for deciding
to structure the ransaction as a below-
market Joan rather than a loan with
interest at a rate equal to or greater than
the applicable Feders! rate and m
payment by the Jender to the borrowar,

The Service is aware of numerous
situstions in which below-market loans
have the potential to convart
nondeductible personel expenses lato
the equivalent of deductible expenses.
This potential is particulurly sapparent
where interest earoed on the borrowed
smount may be vied to compensate (of

rovide sdditiuvnal compeRsation to) the
trower [or services or property . -
provided to the lender. Examples of
these situn tions includer e

{1} Loans to & membarship ,
organization in liew of part or alt of &
membership fes; T

{2} Loans lo [nsHlutions provi *
meals, lodging, andfor medical secvices
(e-g. conlinuing care facilities) in lieu of
fees lor such services; S s

[3) Loans to colleges and secondary
schools ip Licuof partorallof the | . -
tuition, room, ard board that would
ctherwize be chunged;and - - - ° @

{¢) Loape lpan tmpb{n o T
independent contracios by so smploywr
in Ysu of psymen) for s service provided .
to such smployer by the enpkryee (e,
bousing. life insurance coversge, beal
L
Many of thess trsosactions have 8’ 4
significant potentis! for distortion of tax
liability, eapecially if the amounte ... .
loaned aca telatively large. The Service
has decided. however, ool g propose:
regulations treating Ganssctions es- -
having s aigaificant ¢ffect until further
commenl ia receivad on how the facts
and circamatances lest showld be " -
applied. including the propez role of Ui
fectors ciled by the Confarence Rej
The Service intends to hold 3 hea
sfter publication ¢f these proposed. T
regulations, if a public hesring is - g
requesied by any person who submils
written comments. The Service urges
taxpayars 10 submit writtan commenis<
wnd to spesk on this point st that
hcaring. No transaction will be treated:
under the reguiations as » significant
eMect loan esclier than the date that,
future regulations under sectiom . : &
7872{c)(1){E) ara published (n proposed.
form. ST S
Exchusion From Section 7872

Proposed §§ 1.7872-7 and 1.7872-8 -
provide for tha exclusion of cer'sin

below-markst loans from the rules of
section 7872. Cenenally, if the smount of

A B T

loans betweea 4 lender and & borrower
does ot exceed $10.000, section 7822
does not apply. Furthermors, in the case
of gift loans of less than 100,000,
directly between nstural parsons, the
imputed interest payment by the
borrawer to the leader sach ysar '
erally (o limited lo the amount of the

rowel's net investment income faw -
defined section 7872(d){1HE]]} for the .
taxable yome.

In addition, sectiot 7872(gXINS)
provides regulstory suthority Jor
exempting From the application of
section 7872 any class of ransactions {f
the spplication of section 7872 would

pot have a significant aNect on any.

Fedaral tax Liability of tha lender or the
borrowsr. Accordingly, proposed
§ 1.7872-5 provides that certain below-
market loans which ars notd structured
as soch for tax avoidunce purposse are
exempted from the provisions of section
7872 I, however, such 2 loan Is
structured 28 one of the exempted loans
Jor tex avoidance purposes, tha Sarvice
may recharacterize the trtansaction
sccording to ity economic substance and
apply section 7072 in accardance with
its terms. Interested taxpayers are
iovited ic comment on whather other. .
transactions should be exem from.
section 7872, and oo the proper tax .
trextment nnder section 7872 of private
placements of convertibls debt. :
Section 7872{f)(8) provides thal
aection 7872 doas not epply to any lean
to which section 483 or 1224 applies. The
regulationa clarify thsi gensrally section
7872 does not apply to any loan to which
section 483 or 1274 could apply evem
though the rules of those sactions do not
apply becavas of exceptions or sala
barbor provisions in one of those..
ssctions. Tha regulations further clarify
that debt instruments !uy!d for -
property and paysbls oo demand. deli
instruments described in section
1273(b}{3) and debd instruments
descri in section 1273(h] are not
sublect to sactions 483 end 1274 and are
subject to section 7872 if thowe .
Instruments are described in secton
7872(c)(1) (A}, (B). or (C)-

Certain Joans subject to section 7872
are also deacribed in section 482 of the
Code ([concerning the allocaton of
income m)d %:ducm among nht:-
faxpayers). Thesa ations provi
for one limited exception to section 7872
in the case of  loan which is slsa -
described in § 1.482-2{n)(3}, concerning, -
indebledness arisingin the ordinary
course of business out of sales, lnasen.
or ke rend!Yon of services by or
between members of & poup
outstending for six months or lew (the
“spen sccounts xxcepton”). This limited
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exception will axpire oo June 3Q, 1968, Request for Commants on Cartais’ dzmand ioens. In addition, the
by which time the Servics plans tohave  Tratsections ) reguations provide special rales for
completed its revisw of the commarcial The Service is awere that pumerous . Ctrtald variable interest sate loans.
beed for an exoeption from seclion 7872 prapsactions which occur in the ordnary  Unescartainable Term
ia the casé of cartaip "open account course of business in many industrive . .
transsctions betwean parties described  myy be characterized under saction The proposed regulations do net
in section 787L Tha Servica invites 7872(c){1)(B} as compensation-related’ address thy peatmant of term ez i
written comments o thi lssue. - loans. (One example Ip s transnction in 2 case whare the period lor which the

Whers ap employer mukes a below- which a cash margin deposit s made: loan is outstanding ls uzascertainable.
mmarket itres loan to an employes in pursuant to requirements of an exchange FOr exampla. & loan which must be
cerfsin dreumstances, the loan iy 10 & futures commlssion merchantorlo = FePaid whan tha borrower marries ls o
treated for purposes of section 7872as @ the exchange as & condition for trading - 1#m 10an outstanding for an

demand joan under section 7872(1)(5). in
the case whers the exployer disposes of
his.interest in the Joan by sale to a third
party. questions have arisen regarding
the proper tax treatment of the
empioyer. employee and third-party
purchaser. The Service Is considering
alternative ways to resolve the iasues

raised in these circumatances, consistent .

with the following principles

(1) The employee should remain
subject 1o section 7872(s {1}, o long as
that section would be applicable if the
employer had not sold his intersst in the
Joan: and

(2) The disposition of the loan should .

not present opportunities for tax’

avoidance that would not arise had the

employer not disposed of its interest in
the joan. ) s
When promulgsted, thesé rules may also
spply Lo certsin joans. such as employes’
relocstion loans. which are gensrally
exemplad from e pistule undey -

¢t 1.7872-8 Thbe Internal Revenue Service
invites comments concerning this lssus.

Foreign Currency Loans-

The propasad regulations staie that
for purposes of applying e below- .
market loan rules lo foans denominated
in a foreign currency, s markeli zaipof . .
interest agpropriste for that currency .
shall be used ie liey of the applicabls
Federal rate. However, the proposad
regulstions expressly leave open tha -~
question of bow the impoted transler

from the borrower to the lender is lo b

treated lor tax purposes. The Servics Ia
sware (hat high nominal rates of interest

in curTencies sapected 10 dépreciate -
with respect to the dollar may ovarsiate
the true cost of borrowing 1o 2 LR =

taxpayer if ofTsetting foreigm currency
geins are ool Laken [oto sccoumt. -
Conversely. low rates of interesl in
currencies expecied 10 spprecista with
respect to the dollar may undarstals Urus

borrowing costs. The Service (s studying.. appropriste Federal ststutory reteae ™~

this issus Fwrtder, in the contextof -
transactivay governed by sactics 702
as well as thoss governed by seclions”
1271 through 1278, and plana 10 address’
this ssue ip futwre regulations under
these sectinas.

.. - relating lo revalving credi( Joans} '

D%

* compounding pe

futures contrects. See § 1.7872-6 fore”
special temporary rule pending
comments.) In order 1o delarmine
whether these transactions are subject

1o seclion 722 and whether the intersst -

arrargements of ruch transaction have o
significant effect on the Federal tax -
Yinbility of the lender or borrower, tha
Service requests that taxpayers sbmit

. wrillen commeats providing ¢ full
. axplanation of 1he transachona,

The Servics is also aware that dther”
parsons subject 10 section 7872 may
enter into numerous shart-tarm demand *

_. loans for business-relsted or other

purpores. {One examgple is shon-tyrm
loans resulting from the extensloa'ef
credit through the use of » crediteard.
See § 1.7872-10{a (8] for » special mié-

e )

unascerininable period of tima. In orday

. tomaka the calculetion required by

section 7872(b), it is necessary o know
the period of ime that the Jerm Joan is
outslanding. The Service imvites
comments on this jasus.

Otber Issuex: Consistency; Estats and
Gil Tax Rulax; Priveta Foundsticas

« Section YaT2(g1XB) provides

regulalory autharity for assuring thar the
positions of the lender and borrower are
cona{stent ns to the application or
aonspplication of section 7372
Accordingly, proposed § L7872-11(f}
E:ovidn that the lender and tha

rrower epch must attach a statement
10 Weir intome tax returns for

~

amy

“+ taxable year in which they vithes bave

imputed Income or claim 3 dedoction for

Because of the yolume snd the sborfs’ 7> 18 amount imputed under section 7372 .

term natwe of
situstions, the Service isalso™™ -
considering whether special rules of

be applicable. and any exceptions that

may be necessary i such rulng amd -,

+* sdopied. R
- Applicabls Faderal Rawr T
Under the proposed regulsticd, e “*F

applicable Federsl rale in effect at nny

time depends upon the Federal ptatutory:

rates astablished for aemisnnusl periods’
sid the allernate Federal ratas’
established by the Commissionerod

~monthly basis [pee § 1.1274-37) The *

Federal stotutory rates and the slteroste’
Federal rates are published by the ~

" Commissicoer along with equivelent =

rotes which are based on differast’

an iods. The chaice of the -
campounding peri : ‘% provisions of pection 7572 will oot apply

altersete Federal rate for any Josn °
depends upon the payment intervals or

foan agreement. The regulations
special rules Lo parmit e of tha |
altermate Federal rate intha casaof

provids

riods required usde the *

the loans in thesy. |, ~ 3+ In addition. proposed § 2078731

implements secticn 7872(g){2) by )
probibiting the discounting, st otbet than

-, tonveaienca can be formulated In some ' the applicable Federal rate, for estate

crcumstances to reducs the costof, ' - *"tax sas. of any term loan mads by
compliance without creating . ' | 2 decedent with donative intent after’
. -, opporiunities for manipulation or tix - June 8, 1984, Proposed § 28.7%72-1
avoidance. The Service Invites ~ implemesnts section 7872{s) by providing
comments and suggestions with respect  1hat the amount transferred by the -
to mch posaible of courvenience!”, . lender to the borrowerand  © -
. - the tircumastances ip which they would™ ~ characterized as 4 gift & subject to the

gift tax provisions. Finally, § 53.4041(d)-
% is amended to pravide that the amount

* of interest on loans between o

disquelified parson and » privete

* foundation is computed without mptd

to ssction 7872 for purposes of :
spplication of the excise tax imposed by
that sectiol.

Elfective Daine

In geaeral, tha provisions of sectioa
78727 apply after June 8, 1934, to larm
loans made afer Juns & 1984, and to
demand loans cutstending sfter june &
1984, If, howaver, & demand loan that
was culstanding after june & 1964, s
retired before Septembaer 17, 1084, the

te thr demand loan for the period ending-
on the date on which the loan is retired.
For this purposs, the demand loan is
retired by repayment, cancellation,
forgivens s modification of the intervel
srrangement. or somae other similee
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action [see Internal Revenue Servic
News Release, [R-34-85, published
August 28. 1984).

Comments and Requasts for a Public
Hoaring R '

Before adopting these proposed. ..

regulations, consideration will be given- -

10 any written comments that are
submitted {preferably eight copies) to -
the Commissioner of Internal Revenus:
All comments will be svailable foe:
public inspection snd copying. A publie-
hearing will be held upon writtans
request 1o the Commisaioner by any
person who has submilted written
commeats. [f a public hearing is to be
held. nutice of the time and place will be
published in the Federal Register,
The collection of information
requirements contained in this notice of
proposed rulemaking have been
submitted to the Office of Management
snd Budget {OMBE) for review under
section 3504 (h) of the Paperwork
Reduction Act. Comments on these
requirements should be sent o the
Office of Information snd Regulatory
Aflairs of OMB, Attention: Desk officer
for Internal Revenus Service, New -
Exetutive Office Building. Washington.
D.C. 26503, The Internal Revenus -
Service requests that persons submitting
comments on theae requirements o - -
OMB sls0 s2nd copies of those -
comments lo the Service.
Special Analysis
The Commissioner of Internal -
Revenue has determined thsl this
proposed rule is not a major rule an -
defined in Executive Orday 12291,
_Accodringly. a Regulatory Impact © -
Analysis i» not required. Although this
document is 8 notice of proposed .
rulemaking that solicite public comment,
the Internal Revenue Service has
concluded thal the proposed reguiations
are interpretative snd that the notice
and public procedure requirements of 5
11.5.C. 553 do not apply. Accordingly.
these proposed regulations do not
contitule r;_?uhliom subject to the
Regulatory Flexibility Act (S U.S.C
chapter 8).

Drafting Information

Tha principal author of thess
proposed regulations is Howard A.
Balikov of the Legisiation and
Regulstions Division of the Office of
Chief Counsal, Intemal Revenus
Servica. Howsver, prrsonndl from other
offices of the inlemal Revenua Service
and Treasury Depariment participsted
in developing the regulations on matiers
of both substance snd style.

L 8

List of Subjects
MCFR 1.7872-1 0 1.7872-14

Income tax, Gift tax, Below-market
loans.

28 CFR Part 20
 Estuts taxes.
28CFRPar 25
GIft Taxws.
25 CFR Part &

Excise taxes, Foundations,
Investments, Trusts and trustees.

28 CFR Part 002

Reporting and recordkeaping -
requiremants. e -

Proposed Amendmants ta the
Reguiations. T . .

The proposed amendments to 28 CFR
Part 1. 28 CFR Purt 20, 28 CFR Part 25, 28
CFR Part 53. and 20 CFR Pari 80Z are &»
follows: - - T

Income Tax R-;uhllmA
PART 1—{AMENDED)

Paregraph 1. The suthority for Part 1
is amended by adding the followings
citetion: R i

Avtharify: 28 U.8.C. 7808 * ° §§ 17073y
tbrough 1.7872-14 slso jssusd under 28 DB.C.
1.7872-14 are added (o the appropriata
place. Thess new secétions read us -
Iollows: . N )

§1.7572-1 Introduction. =

{s) Statement of purposs. Saction 7873
generally treats cenifin loans (o which, -
the Interest rate chargedIo lesa than the
spplicable Federal rate as economically
equivalent to laans bearing interest at.
the applicable Federal rate, coupled;
with s paymaent by the Jender to the
borrower sufficient to fund all or part of
the payment of interest by the borrowss.
Such losns are referred to as “below-
market loans.” See § 1.7872-3 for
detailed definitions of below-market
loans and the determination of the. ..
spplicable Fadersl rate. Accordingly,
section 7872 recharaciarizes a below.
market loan as Iwo transaclionm-

{1) An arm's-lengih transaction -
whick tha lender makes s loan to the
borrower in exchange for a note. ...
requiring the payment of intersat at the-
applitabls Federsl rate; and .

(2) A uanafer of funds by tha lendar to
the borrowe? (“imputed tranafar”}

The timing and the charscterization of
the smount of the imputed transfar by
the lender 1o the borrowsr are
determined in sccordance with the

substance of the trarssction. The timing
apd the amount of the Imputed intavest
payment (the excess of the amoynt of
ipterest required to be paid wsing the
applicable Federal rate, over the amount

{ interest required to be sccording -
?n the lm':qmemen:] b,p&l.dm .

. to tbe lender depend on the character of -

tbe imputed transfer by the lender to the
borrower and whether the loan is a term-
loan or a demand loan, If the imputed
tranafer by tha linder is characierized -
as a gift, the provisions of chapter 12 of
the Internal Revenue Code, relating to

gift tax, also apply. All imputed

transfars under yection 7872 (0.2,

- interest, memaﬂom i) are

characts in accordance with the
substance of the transaction, and,
except as otherwise provided in the
regulstions under section 7872, uw
treated as 80 characierized for sll
purposes of the Cods. For example, for

urposes of section 170, an interest-free
oen lo a charity referred lo in ssction
170 for which interest is imputed under
section 7872, ia treated as an intsrest
bearing loan coupled with perfodic gifts
to the charity in the amount of he
imputed transfer, for purposas of section
170 In addition, all applicable - ..
information and reporting requiremants
{#.g., reporting on Form W-2 and Farm
1009] must be satiafled. o

b} 5ffective dote—{1) In generul. The
provisions of section 7872 genenally
apply, for periods afies juna &, 1984, to
demand Josns cutstanding after that
date and to loans other than demand
loans made aftar that date. .
(2) Dencnd Joons repaid before

X Seﬁ:m 17, 1984, If a demand loan

ch wae cutstinding on June 8, 1984,
(s repwid bafors Septembar 17,1084, - -
section 7872 does not apply o the loan.
For sas of this paragraph {B](2)
only, a loan Is treated as repaid i it in
rt'Elid. cancelled, forgiven, modifled, or
oiharwise reticed. For exampls, i tha
loan agreemunt for an intarest-frea
demand loan, which {s outstanding on
June 8 1584, Js modified ca September
10, 1984, to reguire the barrower to pay &
B percant simple rate of interest, than for
puposes of this paragraph (b)(2) the
original loan {p treated as rapeid on
Septembar 10, 1084, and section 7872
appliss to the modified loan beginning
cn that dales - . .

(3} in Joon agresment. Fow
ses of section 7872, any Joan which

Is renegotisted. extended, or revised
altsr June 6, 1984, is trented as o Joan
made aftet Juns 8 1684 Accordingly, for
purposes of the offactive date provisions
of this paragraph (b} in the case of such
& loan, the provisions of section 7872
apply as if the loan were & new loan
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made oo the day the lenderand - §1.772-11 bowwver, wrs eopt from the
borrower entet into & binding agreement hin ; provisiona of sectivn 7872 See § 1.7572-
to change the provisions of the loan. {fH9) § for ypecifiy mxemptions from the rules.

{4) Othar Federal tax consequencas. (BK1HA) (1) Loans o which section 483
Section 7872 does not aller the law }1)®) opplies. Gemn.ll; uc:ﬂo:;l?z d:um‘ .
applicabla to below-market loans for §Lnn-12 - apply 10 any loan which Is Jvealn ot
periods prior to the sf¥ective dete of {eXIHA) consideration for the sale or l::bn* of
section 7872, Accordingly, below-market. : - roperty (within the meaning of sactios
interest rate loans which.are not subject.  §27%72-18 . ‘11)272(‘:](1]) or paid on account of the a?h
1o section 7872 by reason of the effective  [#X2) . . or exchange n?l' Tty [within the
date provisions of this paragraph (b). §1722-M ) me of mmp:aa{c)(m svan I the
including Joans whick are repaid under rules of b tions d
tha ruls descsibed in parsgraph (b)(2) of (s}1)B} rn?on of :;::;I.i:o:: :t :ll;:lh:ﬁ i
this section. may still bave Federal tax See § 20.7872-1 foz regulations under provisiona. Any transaction, howsver;
consequences. Sew, ¢.g., Dickman v. section TE72(3)(2} : - which otherwiss Is described in section
Commissioner, 485 US. —- {1584}, 104: Sea § 25.7872-1 for gik tax regulations. . 7872{c)(3) [AL [B) or [C) and is—
S.CL 1088, Set § 32.4541{d}-2 for Luterest-frve Joans (A) A debi instroment that is iasued tn

{c] Xey to Code provisions. The - between privets foundetions and disqualibed [) d Th. -
following key is intended to facllitate  perscms. L e s nge for propetty and hatle -
research with respect 10 specific Cods §1.7072-2 Definition of loan. - pry .m‘,. :
provisions. The key identifies the - - - p ) Lo inteprated  setom oo descsibed (n
regulations section in which the b (a) In gen 1) Loan” intepre section 1 K9), or

madly. For purposes of section 7872, (C) A debi instrumant described In

rincipal discussion of a particular Code oy

:mﬂ.l:w sppears As a rznull of the - - ~ the term “Joan” includes generally any section 1275(b), unless the transaction is

{nterrelationship smong Code - sxtension of credit [inclu for - described in ) 1L.7872-8(b)1}.

provisions, other regulation sections” .- u:mph. a purchase money morgege)  |s not subject to sections 448 and 1274

may alo discuas the particular Code < ° myrmnuctianr;lndn whick the -*" and is subject to section 7672

provision. Section 1.7872-2 deals withe r“"; money _Pf' "'mth;ul::”n (ill) Relation ta section 482 i &

the definition of the term Joan" for- - . GU3° h;c:&nq or a ll’:to e below-market loan subject to section.

purposes of section 7672 The following ;_ g;'md h 'mm""-‘" lied * 7872 woald also be subject to saction .. ...

table identifies the provisions of section  UA> $TSC 10 138 SHEEE 0L APE Oy saa $83 1 the Commissionat choss 1o Bppiy.+

7872 that ars deall with in §4 17872-3 . SS°°rding 10 &b wxpreas o¢ IBPUSS ™ section 422 to the lown tranaacton, then

through 1.7872-14 and lista eacly sy - _,5;:;.. a int Mm, oy e $ection 7872 will be applied st M the .

provision of Code secion 7672 below e 0 0 ‘;:P:;ﬁ_ buse intent of dewe Commisonar chooses to apply section

regulstion section ip which It 1s coversd?® ¥ © - :‘ sa infent 06 A" 482 thes the loan transaction iy subject
IR s VatUle An integrated seriop off - ¢ o a0 e2 in addition to sect

.. transsctions which is the squivalentofes2 0y ™ - o

§3.787 loan Is trested ap & loan: A payment fovr L r T wa ; -

. (Txe} - property. gooda, or servitar undes a [ {‘;'“"P’:f’d'chmfm’d"‘t '

[3X 2 = ... .., contract, howsvar, s not & loan merely time, In general each extension or credit
feX1) becsuas on of tbs paycr's remediap for O ransfar of money by slenderton .
{2)  breach of the conuact Is recovary of tha-~ borrower s trestad as' a separsts loany
YA} . peymenL Sisilardy,abonafide - ;  Accordingly. if the loan agreement

§1.7872-0 : B prepayment made i ¢ marnay - 7 s vides ihat thé lender will transfer the -
[ . " . consistent with pormal commerdiak ;. .y 080 prot 19 the borrowerin - -
e ' prectices for services, property, or the-,  Lrateimenta, each insiallment payment.

_ ~ . Is treated ss & separsis loan. Similarly.
. - . use of property, geocerally, s not & loan:-» s 8.3 1y

§1.2072-3 _ ‘s . Bee section 481 and the reguletione i, s inthe cass'ofaloan ip whichthe. -

[ A) (] T Ihtnu:dll' Tor thl‘trnt;;rncal of carinin :;.otrudhm::ﬁ:; I:am:'dr'f:v to the
TETI-8 . propaid expansee ¢ or the speciak - -down

£2 _ “ﬂ:; of sections 461 (b} and ) : ~. restriction. ench dsaw-down of Joan
E;;m . . .y However, s taxpaysr's churecterization proceeds is Urested 23 & separats Joan.

_ ' of « transaction as & prapsymeni orass  {b) Examples of transactions trected

§10072 _ losn Iy not oonclusive, Transactions will 07 Joans—{1) Refundable Depositz—{i)
(s) ) bu charscterized for tan purposes - . = In'znuul. If ap amount is Teated for
{d)2} sccording 1o their econnmlc substances  Federal tax puposes as a deposit rather-
inf1) . .. rather than the lerma used 1o describs  1ban &3 & prepaymant o an advance
Eg{:’» o, them. Thus, for exsmple, recaiptbys . paymenit the amount is eated ne & loan

L partt.er from u partoership of mevey ia or purposas of section 7872 “

J1732-8 o treated o8 8 loan U 1t [s vo charactarized (U) Portially re obh.#ouh I an
(XD under § 1.731-1(c)2} . y-ee amount is reated for Federsl tax
{dx1) . ..aq (3lLimitations on opplicadility of e purposes as & deporit ratherthan as & ..

. §1.5872-0 " section 7872—{1) In general. Section 7§72 prepsyment of an advancs payment and
S . _ applies only ta ceriain below-roarked the amoun! is refundable only for s
m‘” . loans {as defined In section 7872{s)(1]}, - ceriain period of tima or is only purtially - .
10) . Section 1.7672-4 lists the eategorien ol.  refundabla, than the deposit is Gented
§1.70°0-19 “  below-markat loans to which section . 15 8 loan only to the extent thet it Is

()6 7872 genarally applies. Certain below-  refundable and oaly for the peried of
(N8} : - market loans within these categaories. time that it is refundabls.
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{iii) Exception, Paragraph (b)(1)(i) of
this section does not apply if the deposit
is custodia) in nature or is beld in trust
for the benefit of the tranaferor. The
deposit {s treated ny custodial in nature
if the transferee is pot enlitled to the
beneficial enjoyment of the amount
deponited including interest thereon:
(except as security for an chligation.of
the transfercr). Thua, if an amount.is
placed in escrow to secure a contractual
obligation of the trensferor, and tha
escrow sgreement provides that all
interest earned s paid to the tansferor
and that the transferee haa no rights to
or interest in the escrowed amount
unless and until the transferor defaults
on the pbligation, then. in the absence of
any facts which indicate that the
transaction wes entered into for tax
avoidance purposes. the depositis nots
laan. :

(2) Permititing ogent or inlermediary
to retain funds. An sgreement under
which an agent or inlermedury ls
permitted to retain possession of maney
{or a period of tima before transferring
the money to his or her principal is
treated as & Joan for purposes of section:
7872, For example, a taxpayer who
enters into an agreement with a broker
under which the brokar may retain
posiession of the proceeds from the sale
of tha laxpayer’s property (2.2,
securities issued by the taxpayer) for a
petiod of time and uses of invests those
funds [other than for the taxpsysr’s
sccount) is treated as making & loan to
the broker for the period of time that the
broker retuing possession of the
proceeds.

{3) Advances. An advance of money
to en employee. snlesman, or other
similar person to defray asticipated
expenditures is not treated as a loen for
purposes of pection 7672 if the amount of
money advanced is reasonsbly
calculated not to exceed the anticipsted
expenditures and if the sdvance of -
money is made¢ on a day withina |
resscnable period of tims of the day that
the anticipated expenditure will be
incurred. An advance ot draw of money
egainst a partner's distributive akars of
income which [ treated in ths manner
described in § 1.731-1(a){1){li) s not @
loan for purposes of section 7872

§1.7872-3 Definition of below-market
loana.

(s) In genercl. Section 7872 does not
impute intarest oo Joans which reguire
the payment of interent al the applicable
Federal rate. This section defines the
applicable Federal rate and provides
rules for determining wheihat an
interest-bearing loan provides sufficient
sta1ed interest to avoid classification as

a below-market loan. The termn “below-
market loan"” means any loan .-

{1) In the case of a demand loan,
ipterest is payable at u rats less than the
applicable Federal rate: or

(2) In the case of a term Joan, the
amount loaned exceeds the presant-
value of sall peyments due under the--

loan, determined-us of the day the loan. -

{s roade, using's discaunt rafe‘équal to
the applicable Federal rate in effect on
the day the lcan s mads.

Sections 1.7872-13 and 1.7872-14 contain
the computations necessary for
detenmining the amount of imputed
interest on a below-market loan wh

is aubject to section 7872 :

(b) Applicoble Fedaral rete—{1) In
general, The applicable Federal rate is
an annual stated rate of interest based
on semiannual compounding. In -
addition. the Commissioner may
prescribe equivslent rates based om
compounding pericds other than
semiannval compounding [for example,
annual compounding, quarterly -

compounding, and monthly '
compounding], 1o facilitate spplication

" of thia section 1o loans othar than those

involving semisnnual paymanis oe ;<
compounding. Thus, lou:.rnﬁdm. for
annual psyments of annuak:- --F
compounding of {ntarest over this entire
life of the loan will use the applicable
Federal rates based on

compounding; loans providing foe:
quarterly payments or qw‘ﬁz i
compaunding avar the entire lifs of the
lown will use the applicable Paderal
rates based on quarterly compounding:

and loans provi for monthly.
paymegis oF moo campoun over
" the entire lifs of the ¥om will use

applicabls Fedazal rates bassd on -
monthly compounding. The shorter-of
the compounding period ot the paymsnt
interval determines which rate in=-
appropriats. Loans providing for.
payments or compounding of Interest at
olber intarvals [e.g., daily, weekly, bi-
monthly} may use the applicable Federal
rates published by the Commissioner
based oo the shortest compounding -
period that is longss than the shorier of
the compounding period or the payment
interval provided for over tbe entire life
of the loan. Thus, loans providing for-
daily or waekly payments of
compounding of interast may usa the
applicable Federal rate based on
monthly compounding loans providing-
for bi-monihly psymenta of - :
compounding of intarest will use the
applicabls Federal rates based ca-:
quarterly compounding: ele.
Alternativaly, taxpayars may compute .
and use Interest rates other has those

interest payment or compoun
periods if such rates are eqﬂ\ﬂln:nt o
the applicabla Federal rates. Any
reference to the applicable Pederal nte
in the regulations under section 7872
E&!ﬁdu the equlv:lII:;t rates based on
eretit compoun ar payment
perioda. . :

{2) Determination of opplicable
Federal rate-—{i) In general. Tha
applicable Federal rate for Joans
described in paragraphs {b){3), (4). and
{5) of this section La defined by referenca
to Federal statutary rates and alternsta
Federal rates. :

(U) Definition of Federal statutory
rote. The Federal statuiory rates ars the
short-, mid-, and long-term rates in
efTect under saction 1274(d) and thefr
equivalent rates based on different
compounding sssumptions. These ratee
are cg:ub!hhed by the Commissionsr for
:;mu;;nfimml pcrl:ld ]lnm

uns 30 and July 1 .
December 31, Y -

[4i§) Definition of alterncte Federal
tuis. The alternate Federal rates are the
short., mld-, and long-term rates
eatablished by the Commissioner on a
monthly barls, and their squivalent
rates based on different compounding
assumptions. Thesa rates are published

“by the Commissionar on a menthly

basis. - ‘

(iv) Definition of semiannual petied.
For purposes of section 7572 and the
regulations thareundez, tbe first
semiannual period means the period in
any calendar year beginnlns on January
1 and ending o June 30, and the second
semiannual pariod means the period in
any calenday year beginning on July 1
and ending on Decembar S1.

{9) Demand Joans—{i) In general In
the case of & demand loan, the
nppl!:.,a{\;le Federal u:::o fmi s umum;:;.ly
pericd {Januaryl ugh Juna 30 or
1 through December n}?hl.- the lower of

(A] The Federal statutory short-tarm
rate in affect for the semiannual period:
or

{B) Tha special rats for dermand loana
described In paragraph (b)(3)(1) of this
section.

{Ui) Special rate for demand Joans. The
lpechf;cti for demand loans b—
{A) For the samisnnual pariod In

which the loan is made, the altarnate
Federa) short-tarm rate which 1s in effect
on the day the loan s made and

(B) For sach subsequant semiannual
pericd in which the loan is outstanding,
thy alternate Federal short-tarm muts
which iy in ¢¥ect for the first month of
that semisnnual pariod (f.e., Junuvary oo

published by the Commissionar for other  July)
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For a special safe harbor ruls for certaln
variable interest rate demand Joans, see
saragraph {¢)(2) of this section.

{4) Term joans. In the case of a term
loan, including w gift tarm loan or « term
loan thati is treated as a demand loan an
provided in § 1.7872-10(s ]{3]. the
applicable Federal rate is the lower of

(i) The Federal statutory rate for loans
of tha! term in effect on the day the loan
is made; or

{ij} The ajternate Federal rate for
loans of that term ip efect on the day
the losn ls mads.

{5} Loana conditioned on future
tervices. In the case of a term loasn that
is trested a3 o demand Joan as provided
Lo § 1.7872-10{n)(5), on the dats the
conditicn to preform substantial
services is removed aor [apses, the -
demand loan i treated as lerminated
and a new term loan is created. The
spplicable Federal rate for the new term
loan is the lower of the following:

(i) The spplicable Federal rats in
effect on the day the original loan was
made; or )

(ii} The applicable Federa! rate in
effect on the day the condition Japses or
is removed, . :

[8) Periods befors Januvary 1, 1645 For

term loans made snd demand Joans -
outstanding afier June 8, 1584, and
before Janusry 1, 1588, the applicable
Federal rate under section 78730)[2) s
as follows:

{i] 10.28 percent, compounded
annually;

{i) 10.00 percent, compounded.
semiannually; :

{iii) 9.88 percent, compounded
quarierly; and

{iv&:.ao percent, compounded
monthly. .
(¢) Loons Aaving sufficient stated - *
interest—{1) In generol. Section 7672.

does not spply to any loan which bas -~ -

sulficient sisted interest. A loan has- -
sufficient stated interest Uf If provides
for interest on the pulstanding ioan
balance st a rate no lower than the *
applicable Federal rate based on & :
compounding period appropriata for that
loan. See paragraph (b){1) of this section:
for a description of spproprista -
campaunding periods. Ses § 1.7872-11(a)
for rules relating to waiver of interest.
(2) Safe harbor for demond loans.
the interest rate on 8 demand loan is
changed, either under the terms of the
original loan agreement. or
subsequently, the loan will be teated a»
a new loan for purposes of determining:
tbe applicable Federal rate Jor that loan.
Thus, the loan will bavs sulTiclent statad
interest for the remaindar of the
semiannuai period following such
change of interes! rate if the new
interest rate is not less than the lower of

the Federal statutory abort-tarm rats in
effect {or the semiannval period or the
alternate Federal shori-term rata in
ofTect on the day the new interest rate
takee effect.

(3) Examples. The provisions of this

agraph {c] may be (ustrated by the
ollowing examples..

Example {1} On Decamber 1, 1084, A
makes a $100.000 &-year gift term loan to B,
requiring 10 intarest payments of 35,000 sach,
payable oo May 81 and November 30 of vach
year the loan ia cutstanding. Sibcs tha Joan
requires semisnnual interes! payments, the
appropriste compounding wpsumption is
semiannual compeunding For tarm Joans
made during 1584, the applicably Federal rats
based oz semiannual compounding is 10

ot The Joan b oot & below. masket loan
use it provides fot intarest at & rate of 30
percent, payable semi , .

Excmple {2} Appuma the samny facts an bny -
Example {1} sxcapt that the loan requirea §
annual interes! paymezia of 110,000 eack,

syable on November 30 of esch yoar the
Lm is outstanding. Since the loan requires .
annual interest paymants, the sppropriais,
compounding assumption is annnal
compounding. The loan is s below-markm
Joan becausa, alibough interest is atated st o
rote of 10 percent s rate that milects
semisnrwal compounding is not approprisie
for 4 loan with annual psymente. - -,

Example (3). Assums the samas facts as
Example (2] except thai the joan requires § .
annval payrments of $10.250 sach, paysble co
November 30 of esch year that the Joan is
outstanding. Sinca the loan requires anoual
interest payments, the sppropriate )

compounding ssumption s annual’ - -
" compounding. For ferm Joans made :

1984, the spplicable Federal mte based om .
snnusl compounding is 1025 percent The
loan is not 8 balow-market loan because it
provides for interest at & rate of 30.25 parcent.
compeunded snnuslly.

Exampla (4). Assume the same facta safan-

Example (1], axcapt that the loan requires 120°

monthly iisres) paymien's of S514.87 sach,
paysble on tha last calendni day of suth
month that the loan is outstanding Since the
loan requires monthly loteres payroenia, te
approprisie compounding spsumption is @ -
monthly compounding. The joan i not &
below.marke! joan hecauss it reguires .
monthly payments of iniarest based on v rets
of .80 psrcent, the applicabls Fadaral rate of
interest based oo monthly compounding.

Example {5} {1] A makea a demandd loas
ber son. B, on April 1. 1584 The loan requires
quarierly interest paymanta dus af the end of*
sach calendar guartar at a rate of 10 parcent.
Assums thel on April 1, 1088, the Federal- .
statutory shom-lerm rais is effect s 18 -
percenl compounded quartarly, and that the
slternate Federal sbort-izrm rats In sffect for
tha month of April L 30 percent, compounded
quarterly. The [osn Is tot 8 below-markat
Joan for Lha pariod April 1. 1963, through Juns
. 1988, '

(U] Asdume that on July 1, 1988, the Federnl
statulory short-tarm rate Ln sffect in 12
percenk compounded quarterly, and the - -
alternata Federal short-term rate in effact for
the month of July is 10.20 percemt

tompousded quartarly. Tha loap o kager
bas rufficlent stated intarest. B A raisms the
interest rate to at least 10.20 parcent, the loan
will have sufficient stated Inlerast and will
nol be & balow-market loan for the period of
July 1 through Decamber ¥1, 1008,

(lif) Asyums that on faly 1. 1088, A
Incrrases the intersst rata on the loan w 1020 -
percant, & rats squal 1o the aliarnate Fedarul

-short-term rete In affect for July. Purther

assume that the alternats Federal short-lerm
rate pubsequently decreases so thal such mte
ip efect for the month of Augusi decreases to
10 percant. On August 1, 1988, A lowers the
{zterest rais om this Joan to 10 and does not
change that rate for the remainder of the

. wemiannual period. The loan has sufficient

stsied intarest and will not be & below-
warket loan for the samiannual period
brginning on luly 1, 1983, even If the sliernate
Federal rate is greates than 10 percent for any
or all of the four remaining monthy in the
vemiannual perind ending on December 31,
1085,

(d) Short periods. Tha rules for
determining whether a loan bas
sufficient stated interest also apply to
shart periods {e.g., @ period that is
shorter thap the interval between
interest payments or intersst
compoundm!.under the loap which may
occur at the beginning or end of the
loan). For special computational rules
and examples relating to » sbost periods,
sen § 1787212,

- (e} Vanoble ratss of interesi-4{1) In
general I a loan requires payments of
interzst calculated st a rate of interest
baned in whols or in part an an
objsctive index or combinetion of

" indices of market inferest rates (e.f. &

prime rats, the applicable Federal sate,
the average yleld on government
securities as reflected in the weekly
Treasury bill rats, the Treasury constant
maturity series, or LIBOR (London
interbank offered rate]), the Joan will be
trested ap having sufficlent stated
interest if— . '

[§) I the case of & lerm Joan, the rats
fixed by the index or indices is ne lower
tban the applicable Federal rate, as

. delarmined under paragraph (b){4} o:h

this section {ns modified by paragra
{¢}(2) of this section}, on the date the
loan in made; or .

{if) In the case of a demand loan, the
{nterest rate fixad by the index or
indices is no lowasr than the spplicable
Federal rate, a5 determined under
parngraph {b}{3] of this section, for sach
semiannua) pariod hal the Joanis .
ouisianding. See paragraph [o){2X]) of
this secticn for rules relating to varieble
interest rats demand Joans the interest
rates of which are Yed 10 the applicadle
Federa) rate. :

(2) Special nulps—{i) Demand loans
ted to the applicable Federal rots. A
varisble rate demand loan will be
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treated a9 having sufficient stated
interest if, by the terms of the loan
agreement, the interest rate cannot be
lesn than the lower of the Federal
statutory ahart-term rate or the alternaie
Federal short-term rate in affect at the
beginning [or, if the agreement so
provides, st the end) of the payment or
campounding period {whichever is
shorter). - -

{it} Applicable Federal rote for
variable interest rote term Joons. For
purpeses of determining the sppbceble
Federal rate, {f a term loan requires
payirents or cumpounding of interes
bared cn a variable rate [within the
mearing of paregraph fe}{1) of this
section), the term of the loan shall be
tresind a8 being equal 1o the longest
period of time that exists between the
dutes that, under the loan agreement,
the interest rate charged on the loan is
required to be recompuied [whether or
not the recomputation reaults in a rate
differept from the immediately
preceding rate). Thus, for example, In
the case of & 10 year term loan that
charges [nterest al a verizble rate equal
10 s rate 2 points above the prime rate,
and hat recuires that the interest rate
be sdjusted every 18 months fo reflect
any changes in the prime rote. the
spplicsble Federal rate {s determined by
trepting the loan as baving a term of 18
months rather thun a term of 10 yeara.
Accordingly, the applicsble Fedaral
short-term rate rather than the .-
applicabls Federal long-term rate shall
srply. -

(3: The provision of paragraph (e){1)
of this section may be illustuted by tha
following examples: o7

Exomple (1) On April 1, 1965, A loans
$£200.000 10 B, repayable on deruand. The note
cally for interesi 1o be paid semisnnually on
September 30 and Mirch 31 of sech yearaia
rate aqual to the alternate Federa! short-term
rate (based on semisnnual compounding) for
the montd in which the payment is made. The
loan bas sufTicient stuled inferest

Exampie (2} Axsunse the sams facts as ke
Example {1} anzept thel ba note calls for
interest at a raie equil t0 the lewer of the
alierrutc Federal shori-lerm rele or e -
statutury Federal shari-ierm rate (io sach
case, based on semiisanvel compounding) for
the month in which the payment is mads. Tha
loan baw suiTitent stated interest.

Excmple {3). Araume the sems facts a8 in
Exompie (1] except th-at (otsres! i computed
end compounded af ihe end of esch month at
s rat4 equal to the lowes of the altarnate
Fedcral short-term rale of the Iumiar!‘"d
Federul short-larm raie [in sach cana,
on memthly unding) in efTect for that
month. Accrusd (nisrest Is payable
semiannually oo Septembar 20 and March 3
of esch yuar, Tha Joan bas sufliclent steted
intevast .

Exampla (#). Azsume the same facts e in
Exgmple {1} excapt that (nterest is paysble at

the prime rets of 2 major len metitatfon
ol the time each payment 1 made. The prime
rate is not sp index which by its terms cannol
be less than the Jower of the statytory
Feders] shoet-term rate of the shematy
Federal shori-tenn taia Thersiore, the loan
will be tested for sufficient stated interesi 0
each seminnnuasl period under thy rulas of
po:sgraph (b){3) of this section, -

[f) Contingent interest. (Reserved]

§ 1.71372-4  Types of below-market lcans.
(0} In genercl Sectioun 7672 applies
only to certain categories of below-
market loans, These categories are gift
loans, compensation-related loans,

" corporation-sharebolder Ioans, tax

avoidance loans, and certain other loans

-classified In the regalations ander

section 7872 as significant tax effect
loans (/e losns whose interest - -
srrangemants have a significant effect
on any Federal tax isbility of the lender
of the borrower.) | - .

(b) Gift loans—{1) in gcnerul Tha
tarm “gift ican”™ means aay below-
market loan in which the foregoing of
interesi is in the naturw of & gift within
the mesning of Chapter 12 of the ¢
Internal Revenus Code (whether or not
{he lender is & natural person) ;-

{2} Croas refarence. 1178728 for
special rules Bmiting the applicsim of
wection 7872 to gift loans. &elr.nmph
{g) of this section for rules with respect |
to below-market loans which are
indirectly gift loans, T

(¢} Compensation-reloted loans—={1) ..
In ;enum compensation-related loan
is @ below-market loap that (s mada in
connection with the performance of
services, directly or indirectly; -~
between— ' : "

(1) An employsr and an employew,

{ii) An independent contracior and a
person for whom such independeat:
cantractor provides sarvices or

(ili} A partoecship and & partner if the
loan {s made in consideration for
services performed by the partner acting
othet than {n hin capacity as 8 member
of the partnership: Co-
The imputed transfer (amount of money
treaied as transferred] by the lender to
the borrower is compensaton. For
purposes of this section, tha tarm “In
connection with the performance of
services™ has the sams meaning as the
term has for purposes of section 83 A
loan frodi'a qualified pension, profit-
sharing, or elock bonus planto e
participant of the plan is not, directly or
Indirectly. » compensatica-refated loan,

(2} Loen in part in udaanf Jore
sarvices. Excepl as provided i *°
parsgaph (d)2) of this section (relating
to a loan from s corperation ta an .
amployee who Is also & sharebclder of
the corporation). a loan which is madse
in part in exchange for services and in

part far other reasona is treated an s
compensation-related loan for purposas |
of section 7872{cX3) only if more thap 23
percent of the amount loaned is
attributable to the performance of
services. H 25 percent ar less of the
amount loaned is attributabla to the
performance of aervices, the loan i not-
subject to aection 7872 by reascn of
being & compensstion-relsted Joan. The
Joan may, however, be subject to section
7872 by reason of being a below-market-
loan charscterized other than as &
compensation-related loan {e.g..
corporation-sbareholder loan of tax
avoidance loan}. If—

(i) Aloan is charscierized as o
“compensation-related” joan under this
paragraph {c), .

(ii} Less than 100 percent of the
amount loaned is attributable te the
performance of services, and

{ili) The portion of the amount loansd
that i» ot attributable to the
performance of services is not subject to
section 7872, then the amounts of
tmputed tranafer (a» defined in § 1.7872~
1(a)(2)} and imputed zansfer {as defincd
in § 1.7872~1(a}} are determined only.
with respect to that past of the loan
which is attributable 10 services, All of
the facts and circumstapces surounding
the loan ement and the relationship
between the lender and the borrowsr
are taken into account in delermining
the portion of the loan made in
exchange for sarvicas.

(3) Third-party lender os ogent. A
below-market loan by an unrelated
third-party lendar fo an smployee is
tresied as attributabie 10 the )
parformanca of services if, taking into
account all the facte and circumasances,
the transaction ls in substance » Joan by
the empleyer mada with the sid of &
third-purly lender acting as ap agent of

thas employnr. Among the facts and
circumstances whick indicate whether
such a foan has been made is whether
the employer bears the risk of default at
-and immediately after the time the joan
is mada. The principles of this
paragraph (c}{(3) also apply with respect
10 a below-market loan gy an unrelated
third-party leader to an independent
coniractor.

(4) Special ru/e far continuing core
Jocilities. Any loan o a continuing care
facility will not be treated, 1a whols or
in part. a8 a compensation-relsted loan.

(5] Cross-references. For & special rule
i the case of & below-market that
could be characterized as both &
compensatica-related loan and o
corporation-sharsholder loan, sew
paragroph [d)(2) of this section. Ses
paragraph [g) of this section for rules
with respeci 1o below-market loans
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vhich are indirectly compensation.
clated loans.

{(d) Corporation-shereholder loons—
1) In generol. A below-market loan ia a
.orporation-shareholder loap if the loan
s roade directly or indirectly between a
;orporstion and any shareholder of the
:orporston. The amount of money
reated as transferred by the Jender to
he borrower is a distribution of money
characierized sccording to section 301 |
o in the cese of an S corporation,
iection 1368) if the corporation is the
ender, or a contribuytion to capital if the
thareholder is the lender.

(2) Speciol rule. A below-market
o3n—

(i) From a publicly held corporation to
iz employes of the corporation who is
ilsa @ shareholder owning directly or
ndirectly more than 0.5 percent of the
'otal voting power of al! clazses of stock
sntitled tp vote or more Lthan 0.5 percent
sf the tota) value of shares of all other - .
lesses of stock or 0.5 percent of the
:olal value of shares of all classes of
Hock [including voting stock) of the
wrporation; or

{ii) From a corporstion that is nate
sublicly held corporstion to an
smployee of the corporation who is also
t shareholder owning directly or
ndirectly more than 5 percent of the
iota) voting power of all classes of stock
sntitled to vole or more than 5 percent .
of the totel number of shares of all other:
lagses of stock or 5 percent of the total ?
value of ahares of all classes of stock .
fincluding voting stock) of the
zorporstion; will be presumed to be &
corporation-shareholder loan, in tha
sbsence of clear and convincing .
evidence that the loan is made solely in -
tonnection with the performance of
rervices, For purposes of determining -~
Lhe percentage of direct and indirect *-
stock awnership, the constructive,”
ownership rules of section 287[c] lpgly.

(3) Cross-reference. See parsgraph (g)
of this section for rules with respecito .
below-market loans which are indirectly
corporation-shereholder loans.

{e) Tax avoidance loans. A tax
svaidance loan is sny below-market
losn one of the principal purposes for
the inlereat arrangements of which is the
svaidance of Federal tax with respect to
either the bocrower or the lender, or
bath, For purposes of this rule. tax
svoidance is 8 principal purpose of the
interest arrangements if a principal
facior in the decision 10 structure the
transaction as s below-market Joan
(rather than, for example. 22 a market
inleteat rale loan and & payment by Lhe
lender 1o the borrower) is {o reduce the
Federa) 1ax lisbility of the borrower or
the lender or both, The purposs for
entering into the transaction (for

¥t

example, to a maky 3 gift or to pay
compenaation) is irrelevant in
determining whether a principal purpose
of the interest arrangements of the loan
is the avoidance of Federal tax.

If} Certain below-marke! loans with
aignificant effect on tax Nabiljty
{ “significant-effect” loans}—{Reserved},

{g) Indirect loans-—{1) I general U a
below-market [oan ir made between two
persons and, based on sll the facts and
circumstances, the effect of the loan is
to make s gift or « capital contribution
or a distribution of money {under
vection 301 or in the case of an §
torporation, section 1388}, or to pay
compensation to s third person -
{“indirect participant™), or is otherwise
sitributable 10 the relstionship of the -
lender or borrowet to the lodirect '
participapt, the loan is restructured as
two or more successive below-market
loans ["deemed loans”) for purposens of -
section 7672 as follows: o

{{] A deemed below-market loan made
by the named lender to the indirect
participant; and

(i) A deemed below-market loan
made by the indirect participant to the-
borrower. Section 7872 fa applied
separately to each deemed loan, and.
each deemed loan is treated no having
the same provisions as the orijfiial loan
between the lender and the borfowse?. - **
Thua, for exam i,‘l! # Iather makes an”
interesi-free logh to his danghter's”
corporaiion, the loan is restructured ss 8,
below-market Joun fom fatherto - =**¢
dsughter {deemed gifi loan]Jand o’
second below-markst loab from -
dsughter to corporation (deemed”
corporstion-shareholder loan). Similarly,
if » corporation makes an interesi-free !
loun to another commonly controlled”
corporation, the Joan is reslruchired as'
helow-market Joan from the léhding
corporation 1o the common parsnt )
corporation and s second below-market
Toan from the parent corporstion to the
borrowing corporation. L

{2) Specral rule for intermediories. e
lender and s borrower use ancther " ¢
person. such a3 an individual, s trust's
partnership, or & corporation. as ani
intermediary of middlemaz in a loan ©
transaction and a purpose for such use
Is to avoid the application of section  *
7872(c)(1) (A). [B). or (C), the -
intermediary will be {gnored and the'
loan will be treated as made directly
between the lender and the borower.™
Thus. for example, if a father and » 300
arrangd heir below-market loam - -
irensaction by having the father make a
below-market Joan to the father's

arinership, [ollowed by 2 second

low-market loan (with substantially
identical terms and conditions as the -
first loan) made by the partnership to

-9 Y

=

the son, the two below-market loans will
be restructured as ons below-markat
loan from the {ather to the son.

FLTT2=5 Exempied loage.
Ex(.] In 3enemld—{1) General rufe.

cept as provided in paragraph fa
of this pection, notwithatan Pl ](31.
other provision of section 7872 and the
regulations thereunder, section 7878 -
does nat apply to the loans lintad tn
peragraph (b] of this section because the
{nterest arrangements do not have &
significant effect on the Federal tax

- liability of the borrower or the lender,

(2] Mo exemption for tax avoidance
loans. i & 16xpeyer structures a
transaction to be & loan described in
p'buasn ph [1;] of this u:fﬁon and one of

® principal purposes of so structuring
the ttansaction is the sveidancs of
Federal tax, then the transaction will be
recharacierized as & tax avoidance loan
as defined in section 7872(c)(1)(D).

(b] List of exemptions. Excapt as
provided in paragraph (n) of this section,
the following ransactions are exempt

" from sacton 787X

(1) Loans which ary made available
by the lender 1o the general public on
ibe vame terms and conditions and -

. which are consistant with the lender's .

customary business practices; :
-{2)} Accounts or withdrawueble shares

with a bank (as defined in section 58),
or an institution to which section 39
applies, or a credit union, made in the
ordinary course of ite businase:: "

{3) Acquisttions of publicly traded
debt obligations for an amount squal to
the public trading price at the time of
acquisitions

{4} Losns made by 3 lifs tnsurance

: company {as defined in secticn K18(a)), -

in the ordinary course of its business. to
an inswed, under a Joan right contained
in & life insurance policy and in which
the cash surrender values are nsad an-
collateral for the loans

[} Loans subsidized by the Federal,

: State [Including the District of

Columbia}, or Municipal government {or
any agency ot imtrumenlalitiy thareof),
and which ars made available undet a
program of genaral spplication to the
publie

(8) Employes-relocation loans that
mes! the requirements of paragraph -
{c){1) of this section: - :

{7] Obligations the intarest on which
s excluded from gross income under

© seclion 10%;

(8) Obligetions of the United Sta
government d

{9) Loana to a charitable organifstion
{descnibed 1n section 170{c}}, bul only {{
31 0o me during the taxable year will
the aggregsie outstanding amount of
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loans by the lender to all such
organizations exceed $10.000;

{10] Loans made to or from » foreign
person that meet the requirements of
paragraph (c)(2) of this section;

{11} Loans made by s private
foundation or other organization
described in section 170(¢), the primary
purpose of which is to accomplish ons
or more of the purposes described in
section 170(cj{2)(B):

(12) Loans made prior to July 1. 1008,
ta the extent excepted from the
epplication of section 482 for the 6=
month [ot longer) period referred to in
§ 1.482-2{s){3):

(13) For perioda prior 1o July 1, 1508,
all money. securities. and property
received by a futures commission
merchant or by a clearing organization
{i) to margin. guarantee or secury
contracts for future deliverycnor -
subject 1o the rulea of a qualified board
or exchange (as defined in section -
1258({g)}{7)} or (if] to purchase, margin,
guarantee or secure options contracis
traded on or subject to the rules of a
qualified board or exchange, and all
money accruing 10 sccount boldars ad
the result of such futures and options
coniracis: : v

{14} Loans where tha taxpsysr can
show that the below market interset
arrangements have no aignificant sffect
on any Federal tax liability of the lender
or the borrower, as described in
parsgraph (c)(3) of this section: and

{15) Loans, described i revenus
rulings or revenue procedures issued
under section 7872(g)(1XC) i the
Cemmissioner finds that the faciors
justifying an exemption for such loans
are sufficiently similar 1o the factors’
justifying the exemptions contained In
Lhis section. .

(c) Speciol nules—{1) Employee-
relocation loans—{i} Mortgage Joans. In
the case of a compensation-related loan
1o an employee, where such loan is
secured by & morigage on the new
principal residence (wilbin the meaning
of section 217 and the regulations  ~
thereunder] of the employes, acquired in
connection with the transfer of that -
employee 10 & new principal place of
work {which meets the requirements in
section 217{c) and Lhe lations
thereunder), the loan will be exempt
from section 7872 if the following
conditions are sstisfied: .

(A) The loan is a demand lcan or ls m
term loan the benefits of the interest
nrran';menu of which are not
irans/erable by the smployee and are
conditioned on the future performance
of substantial services by the employee;

(B) The employee certifies to the
employer that the employee reasonably
expects 1o be entitled to and will {lemize

deductions for each yeur the losa is
outstanding; and :
(C) The loan agreement requires that

the Joan proceeds be used to
purchase the new principal residence of
tha employes,

(1) Bridge /oans. In the case of a
com Hoo-related loan toan
employee which Is not described in ™~
paragraph (c){1)(1] of thia section, and
which is used to purchese & sew
principal residenca (within the meaning
of section 217 and the regulations
thereunder) of the employee acquired In -
connection with the transfer of that
employes 10 & new principal place of
work (which meets the requirements in
section 217{c]) and the stions
thereunder}. the loan be exsmpt
from section 7872 if the.following -
conditions are satiafled:

{A) The conditions contained in
paragraphs [c)(1){i)(A} (B). and (C] of
this section:

(B) The loan agreement provides that
the loan is payable in full within 15 da
after the data of the sals of the . ...
employes’s immedjately formaer
princig_;l. residence; co ot

[C} sta principal amount
all cutstanding ]onm descaibed in this
paragraph [c)(1){il) 1o an employse {s RO
Feater the employer's reasonsbly
estimate of the amount of the equity ob
the employes and the employes’s spouse
in the smployee's immediataly former
principal residence, and - - -

{D) The employes's immediately
former principal residence s not - -+
converted to Eu-inau of investment use.

(2) Below-market Joons involvi
Joreign faenom-—(i) Section 7872
not spply 10 & below-market Joan (cther
than s compensation-related loan or 8+
corporation-shartholder loan whers the
borrower is 8 shareholder that b nota C
corporation as defined in section
T3 [a}{2)) if the lender is & foreign
person and the borrower s a UL !
person, unless the interest income
imputed to the foreign lender (without

ard to this paragraph} would be
sffectively connected with the conduce
of a U.S trade or businesy within the
meaning of section 804{c) snd the -
regulations thereunder and not sxempl
from U.S. income taxaton under ant-»
applicable incoma tax treaty. e

(i) Section 7872 shall not » ppz.!o a
below-market Joan where both
lsnder and the borrower are foreign
persons unless the interest income’
imputed 1o the lender (without regard 10
this parsgraph) would be cﬂccﬁﬂl;. )
connected with the conduct of s U.8. -
trade or business within the meaning of
section 804{c] and the regulations
thererunder and not exempt from U.S.

Incoms taxation under an applcable
income tax treaty.

(i} For purposes of this section, the
term “foreign person™ means amy persan
that Is not a U.S, perscm.

(3) Loans without significant kex
effect Whether lon?:!ll be .
considered to be a loan the Interest

" amangements of which hsve e

significant effect on any Federal tax..
Usbility of the lander or the borrower
will be detarmined according to all of
the facts and circumstances. Among the
factors to be considerad are=

(1) Whether items of incoma aad
deduction generated by the loan offset
each othar; .

(ii) The amount of such items;

{1ii) Tha cost to the taxpaysr of
compl?rh:; with the provisions of section
7872 if such section wers applied, and

{iv} Any oon-tax reasons for deciding
to structure ibe transaction as a below-
market loan rather than & loan with-
interest at a rate equal to or greatay than
the spplicable Federal rats and a
payment by the Jendez to the borruwsr.

§ 1.7872-8 Timing and amount of tranafers
hwmmmmmm

{a) In general Section 7672{a} and the
pravisions of this section govern tha
ti.rn.inf and the amount of the imputed
transier by the lendar to the borrower
and the imputed interest payment by tha
bonowutalhchndulnthlmoJa
below-market demand loan. Section
7672{a] and this section also govern the

ing and the wmount-of the imputed

ot by the lendur io the borrower
and tha imputed interest payment by the
borrower to the lender from income tax
purposes in the case of term gift loans.
{Ses section 7872(b), 7872(d)(2}, and
§ 1.7872-7 for rules the
and the amount of the imputed tranafer
br the lender to the borrowesr in the case
of term gift loans for gilt tax purposss.)
Section 7872(d)(1] and § 1.7872-48 limit
the amount of the imputed interest
syment with respect to certain gift

oans. Ses § 1.7872-10(n) for rules for
diatingulshing demand loans from term
loans. Ses 1.7872-11{1] for special rules
governing loaris repayable in foreign |
currency, which apply notwithstanding
any contrary rules set forth in this-
saction.

(b} Timme of transfer—{1) In gengral..
Except as otherwise provided In
paragraphs (b) (3), {4}, and (5] of this
section, the foregona interest (as defined
in section 7872{e)(2) and paragraph (c] of
this section) sitributable to periods
duﬂn’ any calendar year Is Ureated as
transierred by the lender to the
borrower {and retranaferred by the
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rrower lo Lhe lender) on December 32
that calendar year and shall be

aled for tax purposes in a manner
nsistent with the taxpsyet's method of
counting.

2} Exomple. Paragraph [b){1) of this
:tion may be ilusirated by the

lowing exampie. - )
Cxomple. On Janvary 1. 1988, Emeken s
0.000 interest-free demsnd lean o Foan
pioyee of E The loan remsins outsisnding
the entire 1965 caler:dsr year. E hasa

sble year ending Seplember 30. Fizs s
endar year laxpayes. For 1988, the imputed
npensalion payment and the imputed

ereat payment (a3 computed under

-sgraph (c} of this section] are treated as
de on December 01.

3) Gift loans between natural

sons. In the case of gift lcans directly
iween natural persons within the
aning of § 1.7872-8(a](2). any imputed
nafer and any imputed interest

yment to which this section applies
ring the burrower's taxable year iy
ated, for both the lender and the
mower, as occurTing on the last day of
‘borrower's tuxable year.

4) Degth, liguidation or termination * .
borrower. If the borrower dies (in the
ie of a borrower who is a Datura] |
son] or is liguidsted or otherwise:
minated (in the case of & borrower

ier than u netural person). any  °
puied transfer snd any imputed .
erest payment arising during the
Tower’s final taxable year ars

ated, for both the lender and the
wower as occurting on the last day of
-borrower's final taxable year.

S) Repayment of loon. If & beiow-

rket loan is repaid, any imputed

nsfer and any imputed interest

yment arising during the borrower's
able year which includss the date of
syment is treated. for both the Jender.
} the borrower, a3 occurring on the
¢ the loan is repaid

c] Amount of transfer.In the case of &
ow-market loan to which section 7872
slies mnd which is » demand loan
:luding a term loan that is treated as
emand loan as provided in section
7872-10{a})(5)) or a gift tarm loan. the
:gone interest (as compuied under
provisions of § 1.7872-13} with

pect io the loan is treated ns
nsfzrred by the lendar to the

tTower and retrsnaferred a3 inlarest
the borrower 1o the lender.

nerally. for any calendar year the

m “foregone inlerest” mesas the
iess of—

1) The amount of interest that would
e been payable in that year If

trest had accrued at the applicable
leral rate (as determined in §1.7872-
| over :

-

[2) Any interest payable on the loan
properly allocable to that year.

The amount of foregone interest (s
computed for each day'during Lhe period
for which section 7872[a} spplies to the
lcan end is treated as tranaferred and
retransferred on the data specified in
parugraph (b} of this section.

§1.7372-7 Timing and amount of transiers
In connaction wilh below-rnarkel term
loans.

{a) /r. General. This section governs
the Federal income tax consequances of
below-market term loans. other than gift
term loans or term loans treated as
demand loans under the provisions of
§ 1.7872-10{a){5). to which section 7872
applies. 1t aluo governs the Federal gift
tix consequences of below-market giflt

- term loans. See § 1.7872-11(f) for special .
rules which govern Joans repayable (n
foreign currency and which apply
notwithstanding sny contrary rules set
foith in this section.

[1) Timing and wnount of tranafer
from lender to borrower. In the cass of
term loans to whith this section applies.
the amount of the imputed transfer by

" the lender 10 the borrower—

. (i) Is treated as transfarred st the tima,

. the loan is made and is trested for tax
purposes in & manner consistent with. ._
thedtaxp.yu‘l method of accountings, . -
an .

{ii} I» equal t;: the ex‘ceu of— =
{A] The amounl loaned {33 defined in

- pursgraph (a)(4) of this section); over ..

(B} The present value {aa delerminadecy
.in paragreph {a)(3) of this section and

. $1.7872-14) of a!l payments which are

required to be made under the terms of
the loan agreement, whethar express or.

" implied.

(2) Gift tarm loans. In the case of & gilt
term loan, the rules of paragraph {a}it) -

. -of this section spply for giftlax S

purposes only. For rules governing the. -
income tax constquences of gift terme
loana, see § 1.7872-8.: ; o
(3) Trestment of amount sequal to
iniputed tranefer as original issun-
disccunt—{1} In ﬁmnﬂ' Any below-
market Joan to which paragraph (a)(1) of
this section applies shall be trested as
baving original issue discount io an.
smount equaj to the amount of tha
imputed trunsfer determined under
paragraph (a){1) of this section. This”
imputed original ixsue discount is in
sddition to any other original fssue
discount on the Joan {detarminad .
wilhoul r;ga}{d to section 7?72&11’::‘:&.
paregraph). For purposes of spp
ucl.‘fn ?272 to & loan describad in this
peragraph, the isaus price shallbe
Ceated as squal to the stated principal...
reducad by the amount of the imputed

transfer and the yield to maturity is the
applicable Federal rate.

{ii) Examp/e. The provizions of this
paragraph {a)(3) may be ihutrated by
the folowing example.

Exomple. (i) On June 10, 198¢, L lands
345,000 to B, a corporation in which Lis »
shareholder, for five years in exchange fore
$50.000 note baaring interest at & belowy-
market rate. Ansume that the present value of
all psyments that B muat make 1o L 1s $42.000.
This joan is & corporation-sahareholder tarm
loan undar section 7872{cK1KC). Accordingly,
the amount of the Imputed tansfer by L to B
is determined undsr the provisions of section
7872(b).

(ii] On June 10. 1084, L is treated a8
lranasferring 52,000 (the excess of $45,000
[vmount loaned) over 342.000 {present value -

- of s}l paymuents)), in sccordance with section

7872{b}1}. Thin impuled transfar is trentad an
a cantribution to B's capital by L. An amount
tqual to the imputed transfer is trented az
criginal issve discount. This original issue
disccynt is in sddition to the 535,000 ($50,000,
the atated redermption price, less $45.000, the
“Issun price) of original issue discount
otherwiss determined undar section 1273 As
s result, the loan is treated a5 having a tota)
of $2.000 of original issue discomi

[4) Amcunt loaned. The term “amount
lcaned” means the amount received by
the borrower [determined without -
regard to section 7872}, See § 1.7272~

"2{2}{3) for tha treatment of the tanafer

., Of the loan proceeds to the borrower in
~ installments or subject to draw-down

restrictions, - . -

(3] Presant value. The present value of
all ppyments which are required to be
made under the provisions of the lcan
sgreement is computed o of the date
the loan is made {or. if later, a8 of the:
.day the loan first becomes subject to the

. provisions of section 7872). The discount

—tate for the present valus computation is
. the applicable Federel rate as defined in
. §1.7872-3(b] in elfect on tha dey on
. which the Joan is made. For rules
governing the computation of present
.. vahlue, see | 1.7872-14. Ses also Exomple
{3/ tn § 1.7872-8(b)(3).
. |8) Boajs. In the case of a term loan
the lendez’s basis in the note recaived in
sxchange for lending money is squal to
the present valus of all payments which
are required to be made under the terms
of the loan sagreement, whetber express
or implied. with adjustments as
provided for in section 1272(d)}{2}.
(b} Special rule for the de minimis
“provisions—{1) In generci I as & result
of the spplicetion of the de minimis
ravisions of section 7822{c) (2} or {3). &
oan becoma subject to section 7872 and
this section on a day after the day on
which the loan is made, the rmvi:iom
of this section generally apply to the
loan as if the loan were mada ot that

<o row i
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toter day. The spplicable Federal rate
applied to this loan {including for
purposes of computing ihe present value
of the loan). however. is the spplicable
Federal rate [as defined in § 1.7872-3{b})
in effect on the day on which the loan is
first made. The present value -
computation described in paragraph
(2){1){{)}(B) of this section is made as of -
ihe day on which section 7872 and thia
seciion first apply 1o the loan. For
purposes of making 1his computation,
the lerm of the loan is equal to the
period beginning an the day that section
7872 first applies 1o the loan and ending
on the day on which the ioan is to be
repaid sccording to the loan agreement.
Any psyments peyable according to the
loan agreement before the day on which
section 76872 and Lhis seciion lirsi apply
1o the loans are disregarded.

(2} Continuing np;ﬁcan'an of section
7872, Once section 7872 snd this section,
apply to 3 term loan. they continye to
apply to the loan regardless of whether
the e minimis provisions of section
. 7872(c} {2) or {3]) apply @i some |ater
dale. 1n the case of a gift lerm Joan, this
purugraph applies only for gift tax
purposes and does not spply for income
tux purposes.

§1.7872-8  Speciai rules 1or pift loane
directly between natural persons.

(a) Special rules for gift loans directly
berween noturol persons—{1) In general.
Section 7872 {c}{2) and {d) apply special
rules to gift Joans directly beiween -
natura) persons if the aggregate
outslending amouni of loans {us -
determined in pargraph (b)(2) of this-
section) between those notural persons
does not exceed specified limitations.

2] Loans directly between notural
persans—{i) For purposes of this section.
u loan is made directly between naturs)
persony oaly if both the lender and
borrower are natural persens. For this
purpose. a loan by a natural person
lender to the guardian (or cusiodian. in
the case of a gift made pursuant to the
Uniform Gift ta Minors Act) of a naturs}
person is treated as a losn directly
botween natural persons I, however, o
parent lends money to a trusi of which
the child ia the sole beneficiary. ihe loan
is not treated s directly between -
natural persons for purpeses of this
section.

(ii) A gift loxn which results from
restructuring an indirect loan as two or
more loans {as described in § 1.7872-
4(g)) and in which nstural persons sre
deemed 10 ba the lender and the
borrower ia treated as 3 losn directly
between natural persons. Thus. for
example. if ap employer makes & below-
market loan ta an employee’s child, the
loan is restructured ay one loan from the

employer to the employee, and » second
loan from the employet to his child. The
deemed gift loan between the employee
and the employee’s child is trented a2
directly between natural persons.

(b) De minimis exception—{1} In
generol Excepl an othetwise provided In
paragraph {b)(3) of this sectionorin |
§ 1.7872-7(a) {with respect 1o the gilt tax
consequences of a gift term loan te
which the provisions of section 7872
have aiready been applied), in the case
of any gilt loan directly between natural
persons, the provisions of section 7872
do not spply to any losn outatanding on
any day on which the aggregate
oulstanding amount of lcans between
the lender and borrowes does nol
exceed $10.000. The de minimiy rule-of
this paragraph [b)(1} aDplies with
respect to a gifl loan even though that
TIoan could elso be charscierized as a
tax avoidance loan within the meaning
of section 7872[c)(1){D) and § 1.7872-
4=} :
[2) Aggregate ovistonding amount of
Joons. The aggregate oulsianding
amount of Joans belween natural . .
persons is the sum of the principal
amounis of cutstanding loana directly -
between the individuvels, regardless af
the characier of the loany, regardless of
the interest rate charged on the loans.
and regardless of the date on which the
loans were made. For this purposs, the
principal amount of # Joan which fs also
subiect 1o section 1272 {without applying
the limitation of section 1273(a}(3}] i the
“adjusted issue price™ as thel ferm is.
defined in section 1272{n}{4). See
§ 1.7872-7(a){3)ii) for the determination
of the issus prica of s loan which is slso
subject to section 1271

[3) Loons atiributable o ocguisition
or carrying of income-producing ossets.
The de minimis exception described in
paragraph [b){1) of this section does nol
apply 10 any gift loan directly
atiributable 1o the purchuse or carTying
of income-producing sssets. A gift loan
is directly attributable to tha purchase
or carrying of income-producing assets,
for example. if the loan proceeds are
directly tracesble to the purchase of the
income-producing sssets, the assels are
used as collateral for the Ioan. or there
ie direct evidence that the losn was
mage o aveid :Ey:o-iuun of the nesets.

{4) Income-producing casets. For
purposes of this paragreph (b}, the lerm
“incoms-producing sssal” means (i) an
assst of a type that generates ordinary
income, of. (i§) a market discount bond
{ssued before July 19, 1984. Accordingly,
»n income producing aaset includes, but
is not limited to, a business, a certificate
of deposit. a savings account, stock
(whether of not dividends are paid).
bonds and rental property.

{5) Examp/es. The provisions of this
paragraph (b] may be illustrated by the
follawing exsmples.

Exomple f1). {i} As of January 1, 1908, the
otal sggregate cutstanding amount of Joans
by Parsnt P, 10 child. C. L» $8.000. Nons of .
these loans is a below-market loan. On .
February 1. 1985 P makes 4 53,000 bulgws -
market demand loag to C. On March 1, 1085
P makes 2 52000 below-markel demand loan
o C On November 1, 1083, C repays 51.500-of
principai of the market-rats loans 4o P, ail of- -
the ciher loans remain oytslanding a3 of
December 31. 1985, The balow-markei ioans
are gift loans and are the only new loans
between P and C Jor calender year 1988.

{ii) For the periods January 1, 1083, through
Febraury 28, 1968, snd Novembar 1. 1985,
through December 31, 1988, section 7872 does
not spply to the loans betwesn Pand £ -
because the cutstanding loan balance
hetwesn P and C does not exceed $10.000
during these periods For the period beginnirg
on March 1. 1983, and snding on October 31,
1583, hnwevar. the » ate vutsinnding
amount of loans directly betwesn P andC
exceeds 510.000. Accordingly, tha provizions
of section 7872{a) apply 10 the $2.000 gift loan
snd 52.000 gift Ioan during that period.

Ixample {2). (i} Assuma the sama factr as
in Example (1] except that the $2.000 gift loan
made on March 1, 1988, is & term loan for a
period of Bve years. The Federal gift tax and
income tax cobsequences of the 53,000 gift

- demand loan mada on February 1. 1988, are
the same as in Example (1)

{i3) With respect to the £2.000 gift term Joan.
section 7872(b (1) applies beginning on March
1, 1983, for purposes of compuling the amennt
on Lhe impuied gifl by P 10 C. For the period
beginning on March 1, 1085, and ending an
Ociober 31, 1988, section 7872{a) appliss to
the 52000 gift serm loan for purposes of
deiermining the amount and tbe timing of the
imputed intarest paymant by C to P. For the
two-month period beginning on November 1.
1685, section 7872{s) does oot apply to the
$2.000 Joan for Federa] income tax purposes
because the ovtsianding loan balance
between P and C dows hot sxcesd $10.000
during this pariod,

Exgmple {34 {i] Assume the same facts ay
in Example {1) encept that the $3.000 gift loan
made on February 1, 1985, js & term loan for a
period of five years. The Federal gift tas and
incoma tax consequences of the 52.000
demand gift loan medy on March 1. 1088, are
identical 10 those in Exampls 1)

{i§) On February L 1984, section 7672 does
not apply to the $3.000 Joan becsusn the
oulstanding loan balance between Pand C
doan not excaed $10.000 On March 1, 1905,
however, the aggregals outsianding ymount-
of loans betwaen P and £ sxcands $20.000
For Faders) gift tan sction

7872(b)[1) npplias to the $3,000 loan beginning -

on March 1, 1908, Under § 1.772-7(b). the
visions of section 7872 apply to te Joan
sd bean made on Manch 1. 1905. Ses
§ 1.7672-Ma){3} for special rules for
computing the present valus of payments dus
on the loan. For the sight-month period
beginning on March 1, 1985, section 7e72{a}
spplins 1o the $3.000 loan fer purp of
determining the impuisd interast paymant by

-—— e A
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C te P. For the two-month period begianing
on November 1, 1888, section 7672{u) does ot
aprly 10 the $3,000 loan foz Faderal income
tax purposes because of the application of
the de minimis provisicas.

Excmple {4). On lupe 10, 1984, parent. L,
makes an 38,00 inlerest-free gift term loan to
L's child B. This is the caly loan cutstanding
between L and B during 1984. On Juna 11,
1684, B inveats the 38,000 in corporate stock
The $10.000 de minimis provision does not
apply to the loan, because tha loan procesds
are direcUy attributabie to the purchase of
corporate stock an incoms-producing assst.

(c} Limitation on eniount of imputed
intarest payment—(1) /n general In the
case of & loun between s botrower and
a lender both of whom are natural
persons (Wwithin the meaning of
paragraph (a){2) of this section}. for ell
days during the borrower’s taxable year
on which the sggregate ovistanding
~ amouni of loans {within the meaning of
Bnrapaph {£)(2) of this seclion )

etween the borrower and the lender. is -

' $100,000 ar less, the amount of the
imputed inlerest payment by the
borrower to the lender with respect to
any gilt loan is limited to the borrowser’s
net investment income {as delermined
under paregraph (c}{7) of this section)
for the taxable year. This paragraph {c)
does not sffect the gifi tax consaquences
of any loan under secticn 7872.

{2} Tax avoidonce lcan. Paragraph
{r){1) of this section does not apply 1o
any loan which is a tax avoidance loan
within the meaning of § 1.7872-4(e}.

(3) Mo limitation if investment incoms
is monipuloted. Pnrafnlrh {c){1) of this:
seclion does not apply if a borrowaer can
eonirol the liming of the receipt of
investment income and actually does
manipulate the timing 10 sccelerste or
defer the receipt of investment income.
For example, if the borrower can. and
sctuslly does. control the timing of
dividends paid by a closely held
corporation. the limitation on the
amount of the imduted interest payment
does not apply.

(4) Net investment income of $1.000 or
less disregarded. I paragraph (c}(1) of
this sccticn applies and if the borrower’s
net invesiment incoma [a determined
under paragraph (¢](?) of this section)
for a taxable year is $1,000 or less, the
boirower’s net investment incorme for
that year is deemed 10 be 2er0 for
purpnaes of this paragraph (c).

(5} No prorotion of nel investmant
income. The entire amouni of tha
Lorrower's net investmanl income lor s
1axable year (as determined under
paragraph [c})(7] of this section) is taken
intc account in determining the
maximum imputed interest payment for
those days during the year on which the
net investment income limitation
applies. Accordingly, the amouni of net

investment income is not aliocated
among the days of the borrowar’s :
taxable year Further, for u taxable year
of a borrower which er.ds after June &,
1584, and includes any day or days
before June 7, 1984, the entdre amount of
net invesiment income for the taxable
year fs taken into account in
determining the maximum impytad
interest paymeni for (e days during
that year on which the limitation
applies.

(8] Allocation omong gift loans. In the
case of a borrower who has more than
one %ift loan outstanding during s
taxable year, the borrower's aet
investment income for that year is
allocated among the gifi loans in |
proporation to the respective amounts
which would be treated as imputed -~
intervst payments by the barrower to
the lender or lenders with respect to
those losns without regard to this
paragraph (c). (See Example (2) of
paragraph {c}{B] of thia section.} No
smount of the net inveriment income is
allocable to any gift loan between the
lender and the borrower for periods
durirg which the aggregale outsiandin
amount of loans (within the meaning o
paragraph (b2) of 1his section) batween~
the borrower and that lender exceeds
$100.000.

(7) Amounts included in net A
investment income. Far purposes of ..
sention 7872 et investmerit income for”
a taxable year equals the sum of—

(i) Net investment income lor that
year as determined undér section
183(d}{3). excluding any itemn of income- -
or: » deferred payment obligetion which
is treated under section 7872(d){1 {E)(iii)
and paragraph (c){?](ii) of this rection as
interest received in » prior taxable year .
ending afier Jove 8, 1904 and 002

(ii) The amount thel is treated under
section 7872(d)11)LE} lii} ae interest- :»
received for that year on a deferred
paymeni obligatien.. - :

(8) De’erred poyment obligation. The
term “deflered payment obiigation”™
mesns o market discount bond iseued ,
before July 13. 1984, or an cbiigation ,
that. if held to maturity, would producs
s prediclable and reguiar flow of
ordinary income which. undsr -
applicable 1ax rules. is not recopnizad
until 8 subsequent period. Accordingly, -
delerred payment obligations includa,.
bui are not limited 10, those obligations,
listed in section 7872(d)1}(ENivE:

(9! Exomples. The provisions of this
paragraph (] may be illusirsted by the.
following examples. -

Exomple 1. On Jenuary 1. 1888 purent P
makes a 835G 0n0 below-market gifi loanto ..
s child. who uses the calendar year as the
taxatla year. On March 1. 1088, P makaa an
sdditional $75.000 markst-rate loan-o & On

Octlober 1, 1985, € repays $30.000 of the
markei rate loan. Aspumne thet C's nat
[nvestioent income {as detarmined under
parugraph (c}{7) of this section) for 1988 1s
£2 400. The limitstion ander section 7872{d)(1)
on the amount of imputed intarest payment
applins to the $50,000 loans for the two-month ...
pericd beginning on January 1, 1988, and the
three-month period beginning on October 1.
1985, Accondingly, the imputed interest
payment on the $50.00C loan for 1988 may not
excred $2.400. )

Exompie {2} During 1968, catural person
borrowar B has three gift loans outstunding,

. «ach from & different lender. Esch loan s

eiigible for the entire year for the apecial
limitation on the smount of imputed interest
payments under section 7672(d){1} but none
of the loans is eligible for the de minimis
exception of pargraph (b} of this saction. B's
b4l investnient income for 1985 is 52,000, The
aggregale imputed interest payments on these
forne {deterramined without regurd 10 section
78721d}{1)) wetld be £3.000. The amount of
imputad interesi awtibutable 10 esch loan
after application of saction 7872{d)(1)} is
compuled us fullows:

pure—]
Lo r
peymey I;-n wharw of Al
Loan tindeg WIS e parpra
o of W acpwc.en of
—cvon whon 7ATHOUIN
TET2HN
| :
T ] - 35000 B2.000 (58000 53.000/98.000)
| aoo0 L7 980005 34,500/30.00C)
3 oo 2000) 1,335 {56,000 x $2.000/ 59,000
Tom | o.oni 4,000
Censequently. the imputed interest

payment to lander 1 cannot excesd $2.000:
the imputed interest payrent 10 jencer 2
cannot exceed $2.087: and. the imputed
interest payment to landar 3 cannot excesd
130, -

§LI87T2- D mlnlmll-llclpﬂﬂl for
compansation-taiaied of COrPOrAtion- .
sharshoider oams. -

{a) In gener/. In the case of any
dernand losn described in ssction

- 7872{c)(1) (B) or (C}. Lhe pirovisions of

seclion 7872 do aot apply 1o any day on
which the aggregate outstanding amount
of loans between the lender and the
borrower does nol exceed 510,000. In the
case of any term loan described in
section 7872(c)(1) (B) or (C) [telating to
the de minimis rules). the provisions of
section 7872 apply to the loan as of the
first day on which the sggregate
outstanding amount of loans between
the lender and the bortowar exceeds
$10.000. Once section 7872 applies to a
term loan. section 7872 continues ta
apply 1o the loan regardless of whether
the $10.000 limitation applies at some
later date. )

(b} .Agzreguote outstanding omount of
loans. The aggregate outstanding
smount of 16ans betwsaen the lender and
the borrower is the sum of the principal
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smounts of outstanding Joans directly
between the parties, regardlens of the
charecter of the joans, regardlesy of the
interest rate charged on the loans, and
regardiess of the date on which the
lcans were made. For this purpose, the
principal amount of 8 Joan which is also
subject ta section 1272 (without spplying
the limitation of section 1273(a){3)]) is e
* adjusted fasue price™ as thal term i
defined in section 1272{s}(4). See

§ 1.7872-7(a)[3)(5) for the determination
of the issye price of 4 loan which is also
subject to pection 7572,

{¢} Tax avordance foan. This section
does not apply to any loen which is a
tax svoidsnce loan within the meaning
of § 1.7872-4{e).

{d) Example. The provisioss of this
seclion may be ilfustraied by the
{ollowing example:

Example. [} On January 1, 1985 L nade &
$4.000 four-year term loan 1o B, a corporation
in which L is » sharebolder. On Ociober 14,
1588, L made a $7.000 fve-year tarm Joan to
B. Both loans are interesi-free and are
payable on the Jast day of the loen term.

" There are oo othar outsianding loan betwesn
1 and B, Neither Joan is & tax svoidance loan.
{ii] For the period beginning on Jaruary 1.

1964 and ending on Octobe: 34 1608 the
provisions of section 7872 do not spily to the
54,000 oan because the outilanding loan
balance betwyen L and B doey nol exceed
$30.000. Dy October 18, 1988 however, the
sggregate amount of loans betweenLand B
exceeds $30,000. Accordingly. the provisions
of section 7872[b) apply 10 botk loans. See

§ 1.7872-4(d} for the proper Federal ux
treatment of the impuled Tarafmr by Lo B.
For purposes of computing tha present valus
of ail payments 1o be made under the loan
agreements the spplicable Federsl rate fow
the $4.000 [oan is the spplicable Federal male
in ¢ffect on Janunry 1, 1988, for fosns with &
term of 4 years (even though less thas threw
years ramain before 1he loan ends). Under

§ 1.7872-7[b). the present valug of the
payment to be made under the 34.000 loan
sgreement iy determined a2 of Ociober 18,
1558 {the date on which section 7872 firmt
applics 1o the $4.000 loan] for & joan with &
lerm which beging on Ociobar 15, 1506 and
ends on [spyary 1. 1900

§ 1.7372-10  Other dafinttiong.

{a) “Term* and “demond” Ioans
distinguishad, For purposes of saction
FB7 2

(1) Demond Ioan. Any loan which is
payable in full #1 sny ime on the
dernand of the lender (or withinm
ressonable time afler the lenders
demand). is & “demand loan.”

(2} Term loan. Aloan is treated e &
“tesm loap™ if the loan 1greement
epecifies an sscertainsble period of lime
during which the loan is to be
outstanding. For purposes of this rule. a
petiod of lime ia treated 8 bei
ascertainable if the period may
determined actusrislly. Thus. 8 loan

agreement which provides that D loans
E $18.,000 for F'a life, will be ested ns 2
term loan because the life expectancy of
E may be determined sctuarilly.

{3) Accelerctron and extension
clouses. Acceleration clauses and
similar provisions that would nake 8
loan due before the time otherwise
specified including provisions permitting
prepaywent of a loan or accelerating the
maturity date on dlsposition of
collaternl {"due on sele” clavses) are
disregarded {or purposes of section 7872
Thus, 8 loen for a term of 15 yerrs iz n
term [oan for 15 years even if it is
subject to accelerytion upon some
action of the borrower. i the loan
sgreement specifies an sacertainable
period of time during which the loan in
to be oulsianding bul containg sn
extension clause or similar provision
tkat would make the Joan due after the
time otherwise specified. the loan s a
term loan during the sscertainsble

riod and 8 second demand or term
oen theseafter: the clepsificalion of the
second loan e term or demand depends
vpon (he terms of the extension clause.

{4) Loons for o peripd of tice not
cscertoinoble. [Reserved) .

{5) Certoin loons conditioned on
Forture pervices. For all purposes of
section 7572 othet than detemmining the
spplicable Frdera) rete {sen. § 1.7872-
a(bj) if the benefits of the interest
arrangements of & term Joan are not
tanifersble by the individual borrower
and are conditoned on the future
perfotmance of substantal services by
the individua! botrower [within the
mesning of section 83), the loan is
treaied ¢4 & demand Joan Al facts and
circumstances musi be examined to
determine whether the future services o
be performed are substantisl.

(&) Revolving credit loans. For
purposes of section 7872 an extension of
credit by reeson of the use of » credit
card that is svailable to » borad
segment of the general public 1s treated
st 8 demand lean and the provisions of
section 7877 may -p&ly if the loan is
described in one of the categories sel
forth in § 1.7872—4. The period during
which the lcan is cutstanding begins on
the first day op which » finance charge
would be avseased if psyment of the
outstading balance is notl made. For
niles governing \he computstion of
foregons interest for demand Joans with
variable balances, ses § 1.782-13{c}

{b] [Reserved for further definitions as
needed] .

$1.7872-11 Special nies.
{a) Waiver. cancellotion or
Jorgiveness of interest payments.  a

loan is made requiring the paymeni of
sipied interest and Lthe sccnued but

unpaid interest is subsequently waived.

cadcelled, or forgiven by the lender,
roch waiver, cancellation, of forgiveness
is Ceated as f the {ntarest bad in fact
been paid 1o the lender 2nd then
retrarnferred by the lender to the
borrower but only (o=

{1) The loan tnitaflly would heve been .
nubject to section 7872 bad il bewn made
without interest .

{2] The waivar, cancellstion of
forgiveness doen pol include in
subsiantial part the losn principal; and

(3) A principal purpose of the waiver,
cancellation, or forgiveness is to confer
a benefit on the borrower. such asto -
pty compensaton or make a gift, o
cspital contribution. a distributiop of
money uner section 301, or a similar
peyment to the borrower.

The retransferred amount is
characierized Jor Federal tax purposes
in nccordance with the substance of the
transaction. Ihe requisite purpose
described in peragraph [s)(iif) of this
section fs presumed in the cane of losus
between family wembens. corperations
and shareholders, employers and
employees, or an independent-
conirsctor and a person for whom such
independent contractor provides .
services unlesy the taxpayer can show
by clear and convincing evidence thet
ba interest obligation was waived,
cancelled, or forgiven for a legitimate
business purpose of tha lender who in
acting in the capacity as ¢ creditor
seeking to maximize satisfactionof a
claim. auch as in the case of 2
barrowaer’s insolvency.

[b) Disposition of interest or
obligotian in loon. [Reserved)

{e) Husband and wifs trested as 1
person. Section 7872{f}{7) provides that &
husband and wife shall be treated as 1
person. Accordingly, all joans 1o or om
the husband will be combined with sll
lcans to or from the wife for purposes of
1pplying section 7872 AN loans between
# husband and » wife are disregarded
for purposes of section 7872,

(d] Withholding. In the casn of any
joan {term or demand} subject 1o saction
787Z no amouni is required ia be
withheld under chapiar 24, relsting 10
the collsction of income tax a1 the
squrce on wages and back-up
withholding. with reapedd to any amount
treated ap tanslerred of retransferred
under section 7672 {a) ot (b)-
Wiihholding bs required where
spproprinte, howevar, for ses of
chapiar 21, relating to the ged.rll
Insurance Costributions Act. and
chapter 22, relating to the Railroad
Revirement Tax A1 on sny amount of
money treated as tansfetred and
retransferred between the lender and
borrower because of the application of
seclion 7872,
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[e) Treatmant of renegotiotions.
[Reserved)

(N Loans denomincted In foreign
currencies—{1) Applicable rate. If a
loan is denominated in a currency other
than the U.S. dollar. then for purposes of
section 7872 and the regulations -
thereunder, a rate that constituies a
markel interest rate in the currency in
which the loan is denominated shall ba
substituted for the applicable Federal
rate.

(2] Treatment of imputed trensfer as
Interest—{i) In general. 1f a loan is
denominated in a currency other than
the U.S. dollar then, natwithstandirg
section 7872(a)(1)(B), § 1.7872-8, an
§ 1.7872-7; the smount of imputed
in‘erest treated as retransferred by the
borrower to the lender shall only be
reated a8 interest to the exient
consistent with other principles of tax
law regarding foreign currency lending
trensactions snd to the exlent provided
in this paragraph (f}(2).

(ii) Loans denomincted in
oppreciating currencies. [Reserved]

{iii} Loans denomineled in
deprecioting currencies. [Reserved)

{3) Example. The provisions of this
paragraph {f)(1) may be illustrated by
the following example.  ~

Example. A lends here dsughter B the sum
of 100.000 foreign currency units, repaysbls in
5 yesrs with inlerest paysble semisnnually at
s rate of 12 percent, Aasume that the markmt
raie of interest for loans denominsted in Lthat
foreign currency a! the time of the transacticn
is 30 percent. compounded semiannuaily. and
that the current exchange tsle in § [oreign
currenry unils to the dollar. A has made &
below-mazket gift loan 1o B. The smount of
A's gift ta B in the excess of 100.000 foreign
currency units (or $20,000) over the present
value of ail payments 10 be made under the
loan. usirg » discount rate of 30 percent.
which iz $4.83) foreign units {or 310.968).
Thus, the amount of A's gift is 39.004.

[g} Reporting requirements—{1)
Londer. A lender must attach a
statement 1o the lender’s income tax
return for any taxable year in which the
lender either has interest imputed under
section 787% or claims a deduction for an
samount deemed lo be transierred to 8
borrawer under section 7872, The
slaiemen] must—

{i) Explain thai it relates 10 an amound
includitle in income or deductible by
reason of seclion 7872

{ii] Provide the name, address. and
taxpayer [dentification number of each
borrowasr,

{iii} Specify the amount of imputed
interest income and the amount and
character of any ilem deductible by
teason of aection 7872 sltribulable 10
each borrower,

{iv) Specify the mathematical
assumptions used {e g.. 300 day calendar

- yesr, the exact method or the

spproximate method for computing
interest for a short petiod [see, § 1.7872-
13)) for computing the amounts imputed
under section 7872, and

{v) Include any other informstion
required by the refurn or the inatructions
thereto.

(2) Borrower. A borrower must sttach
& slatement to the borrower's income
tax return for any taxsble year in which
the bortower either hes income from an
imputed transfer under section 7872 or
claime a1 deduction for an amount of
interest expense imputed under section
7872 The stalement must—

(i) Explain that it relates 1o an amount
Includible in income or deductible
reason of section 7872, :

{ii) Provide (the neme, address, and
taxpaysr identifice Uon number of each
lender,

(iii) Specify the amount of imputed
inieres! expense and the amount and
character of any income imputed under
section 7872 attributable to each lender,

{iv) Specify the mathematical
spswnptions used (£.8., 350 day celendar
yeat, the exact method or the
appioximate method for computing |
interest for a shorl period {see, § 1.76072~
13)), for computing the amounts imputed
under section 7872, and

{v] include uny other information
required by the return or the inatructions
thereto.

{3]) Speciol rule for gift Joans. In the
case of a gift loan directly betwesn
nslural persons, the lender must
recognize the entire amount of interest
income imputed under section 7872
[determined without regard 10 section
2872{d)(1)) unless the borrewer notifies
the lender, in a tigned statement, of the
amount of the borrower’s nel invesiment
income propetly allocable to the loan
according to the provisions of section
7872{d}1) and § 1.7872-8lcH8} ¥

(4) Information ond reporung. All
smounly imputed under section 7872
{e.g.. interesl, compensation. gift) are
characlerized in sccordance with the
substance of the tranaaction and. except
as otherwise provided in the regulations
under section 7672 ars trenied 83 80
characteriaed for a8 purposes of the
Code. Accordingly, 1l spplicable
information and reporiling requirements
{e.g-. reporling on Form W-2 and Form
1099) muat be satisfied.

§1.7872-12  Computational rules to
determing suthcient staisd Interest tor
short paride.

(a) Scope. This section provides:
computational rules anly Tor the purpose
of delermining whether the inferest
payable on a loan duringa vhort period
{a sulficient 1o prevent characterization

of the loan &1 a below-market loan
under § 3.7822-3. For rules for the
calculation of the amount of {nterest to
be imputad on a below-market Joan,
Including rules for short periods, see
§ 1.7872-13 and § 1.7872-14.

{b) Shont period defined—{1) In
general. A short period (an referred to in

-§ 1.7872-3(d)}) for a loan is uny pariod

shorter then the reguler compounding
period or regular peyment Interval
required under the loan agreemant.
Generadly. 8 short period will arise at
the beginning or the end of a loan {or at
the time e losn first become subject to
section 7872 because of the application
of the de min/mix provisiona}. For
example. 8 loan made oo January 17,
1988, and celling for seminnnual
payments of interest on fune 30 and
December 31 of each year will have a
sbort period beginning on January 17,
1888, and ending oo June 30, 1988,

(2) Special ahort periods in the cose of
demand loans. In the case of & demand
loan. in addition to wny shorl periods
described in parsgraph (b){1) of this
section, additional short periods may
#ls0 wrise because of the need 10 adjust
the applicable Federal rate on January 3
and July 1 of each year. These short
periods arise in cares when the dates
Janvary 1 or July 1 fal! within the
compounding periods or psyment
intervals required under the loan

agreement For example, » below market
demand loan made on April 1, 1985, that
i» cutstanding throughout 1685 and that
calls for semiannual interest payments
on September 30 and March 31 of each
year will hava 3 short periods in 18835,
The Lrst shost period begins on April 1,
1985, and ends on June 30, 1885. The
second shorl period beging oa July 1,
1863, and ends on Seplember 30, 1885,
The third short pericd begins on October
1. 1983, and ends on December 31, 1983,

{c) interest payable for o short
period—{1) Exact method, The smallest
amount of interest that must be paid for
a short period in order to prevant the
loan from being & below-market loan 1o
determined by the exact method. The
exsct method sssumes daily
compounding interest.

(2) Approximale method. The
spproximats method is slso provided for
the convenience of taxpayers who do
not wish 1o use the exact method. The
spproximate method esaumes simple
inierest within any compounding period
and will always produce an amount of
interest for the short period that Is
slightly higher than tha! produced under
the exact method Under this methed, o
aulTicient amount of interest for any
short peried is determined by
multiplying the amount that would
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censiitute sufficient atated interest for &
full period by a fraction the numeraior
of which is equal to the Jength of the
short period snd the denominstor of
which is the length of a full period.

{3) Counting conventicn. In computing
the length of a short period. any
reasonable convention may beused.
Common tonventons are “30 days per
month/380 days per year”, “sctval days
per month/actual deys per year”, and
“actual days per month/360 days per
year”. The examples in the regulations
under section 7872 all use the “30 dzys
per month/360 days per yem”
convention.

{(d) Exomples. This section may be
illustrated by the following exsmples.

Excmpls {1} On February 1. 1988, A makes
a $100.000 loan to B for a term of 4 months
The Joan is repaid on May 31, 1884 Asrume
that the applicstla Federal rats on Fabruary
1, 1986, for n loap of this term 18 30 percont
compounded sermiannuvally. Using the axnet
method, the amount of interest that must be
paid on May 31, 1984 if the loan is not 1o be @
below-markel lonn is 5330816 calculated as
follows:
$100.000 X [{1 +.30/2)4 *—1] = £3.308.16

Exompls {2). Assume the same facia ss in
Example (1). Using the spproximsts method,
s sulficiemt amount of inierest in statwd on the
loan if $3.333.23 of interest i» paysble oo May
1, 1988, caleuiated as follows:
$100.000 x [{.10/2] X (4/6}] = $3.333.33

§1.7872-13 Computation of forsgone
interest,

{a) Demeond joons outstonding for an
entire colendor year—{1) Ip genercl. In
the case of a below-markei demand loan
of a fixed principal amount thal remaing
outstanding for an entire calendar yesr,
the amount of foregone interest (as
referred to in § 1.7872-8{c}) shall be the
excess of

{i] The result produced when the
“blended snnuval rate”™ {s miltiplied by
the principal amount of the loan, over

{ii) The sum of all amoucts paysble s»
interest on the loan properly eDocable to
the calendar year (including al] amounts
of original issue discount allocated to
that year under section 172).

The "blended snnual rate™ will be
published ananslly by the
Commissioner and ls determined
generslly by blending the applicable
Federa] rates for demand loans
outstanding for the enilre yenr.

{2) Exomp/e. Paragraph (a)(1) may be
illustzated by the following example.

Example. On January 1. 1988, A mules s
$100.000 dernand loan 1o B with siated
interest eqos! 1o # percant. Interest o paysbie
saerpisnnually oo Juns 3% end Decamber 3.
The loan remaine cutatanding for tha mtire
year. On both lune 30, and Decamber 1.
1985, B mahes s $4.500 paymenl of interest to
A. Assuma that the blanded annual mts for

1085 17 10.43 percenl The amoun! af foregone
interest is $1.450 computed wa follown:
$10.450 ~ §100,000 % 10.4% parcand

450 = 510,430 - 38,000

{b) Demand loans catstonding for less
than an entire colendor year—~{1) In
genernd. In the case of sny below-market
demand loan outstanding for less than
the calendar year, the amount of
foregone nterest shall be the excess

(i) The amount of interest (1"} which
wenild bave been paysbie on the loan
for the year if interest accrued on the
loan at the applicable Federal rate and
were paysble on the date 1pecified in
section 7872{s}{2) and § 1.7872-6{b}. over

{1i} The sum of all amounts peyable as
interest on the loan properly allocable to
the calendar year {inchuding all'smounts
of original issua discount allocated to
that year undet section 1272).

In general, “I” is determined by
prswning daily compounding of interest
However, Individusl taxpayers who are
parties to below-market loans in the
2ggregate of $250,000 or less may choosa
(vee § 1.7872-11(g)) to compute and
report {oregone interest undey the
approximate method set forth in
paragraph (bX2) of thiv section. if the
taxpayer chooses the epproximale
metbod but fails 1o properly compute the
amount of foregone interest under that
method, the correct amount of foregons
interest will be recomputed vnder-the
spproximate methods. - -~ *®

{2) Approximote method: Under the
approximate meihod.I” is calculated
as followsr - ~ I

{i) Loan outstandirg during one
semiannool period only. If a loan is
outstanding only during ofe semiznnual
period of s calerrdar year, 10 determine
T, multiply the princips! amount of the
loaz by one-half the applicable Faderal
rate based on semiannual compounding
in effect for that loan, then multiply the
result by s fraction representing the
portion of the semiannual period during
which the loan was cutstanding.

(il) Exempls. Paragraph (b)(2)(5} of this
section may be ilustrated by the
following axample.

Exomple. A $200,000 interest-fres demand
loan is outstanding on Janusry 1, 1908 «nd (s
repaid oo March 31, 1968 Assuma thet tha
spplicable Federal rate (bused on semianoual
compoundirg] for demand loans meds
January 1988, is 10 parcent The amount of
interest that would Aave been paysbls on the
loan for the year if the loan provided for
interewt at the applicable Federul reter
determined undar tha spproximate metbod ia
15,000, computed as follows:
£5.000 = $200.000x [.18/1] x (3/9)

Becauss ne [oterest @ paysble oo the loan,
this amount is also the ameuni of loregone
intarest.

{iif) Loans ovtstanding during bath
remionnual periods. If a loan is *
ovtstanding for at least part of esch
semiannual period (but less than the full
calendar year]. then, under the
approximate metbod, "I must be
calculated in two steps. First, calculate
an amount of interest for the firmt

* semiannual period by treating the loan

a3 if it were repaid on June 3, naing the
spproach described in parsgraph
(b)(3)(i) of this section. Second. add this
smount of interest {o the principal of the
loan, snd then calculate an amount of
interest for the second semiannual

" period s if the loan of this higher

amount were made on July 1. again
using the approach described in
paragraph [b)(3){i] of this section. The
sum of ibese two interest smounts is the
value for "T" calculated under the
approximate method.

(3) Examples. Parsgraph [b}{2) of this
section may be illostrated by the
following examples,

Example {1) On March 1, 1908, A makes s
$100.000 interest-tree demand loan to B. The
losn remaing outstanding on Decamber 31,
1588 Asyums that the applicably Federal rote
for 8 demand loan made in March 1588,
based o0 aemiannual compounding, for the
first semiannual perind in 1588 is §.80 percent
and that the applicable Federal rate, based
o0 semiannoal compounding, for a demand
ban cutstanding in July 1589 is 10.50 parceni.
The umeunt of foregona interest under the
exaet method ia 38000 .78 caiculated as
tollows:

£100.000 % [{$ + 0068/ 2)* 41 +.1080/2)
—1]= 3200178

Example {2). (I} Assume the same {acis as
In Example (1) The amount of foregone
intarest undaz the spproximats method is
$8.715.82 calculated as fellows:

[i{] For the short period March 1 to June 30
1508, the amount of foregooe intervst is
$3.298.87, calculzied s follows -
$3.208.67 = $300.000 x { D086/ 2) x (48]

{1ii} For the second semiannual pericd in
1588, thy amouni of foregone intarest is
computed by first sdding the interest for the
firal seminnrual period ($3.296.67) 1o the
original lrrincipal amounl 1o oblsin & new
principal armount of 3103,298.87. Foregona
interest for the second semisnnual pariod is
then $5.423.08, computed as follows:
$3.420.08 = $100,296.87 x (.1050/2)

[tv) Using the spproximute method. tha
smount of foregone imterest for 1008 is
$8.719.75 {$3,200.67 4 35.423.08),

{c) Demand loans with fluctooting
loan bolances. I s demand loan
pot bave s conrtan) cutstanding
principal amount during s period, the
smount of foregons interest shall ba,
computed nl:-cord.i.n(gbto the principles set
forth i paragraph [b) of this section.
with each increase in Lhe outstanding
loan balance being trested as a new
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ian end each decrease being treated as
rst a repayment of acerued but unpaid
iterest {if any), and then a repayment
[ principal.

(d) Exomp/es. Thia pravision of
arsgraph {c} of this section mey be
lustrated by the following examples.

Excmple (1) {i) On Octobaer 1, 1984, C
skes @ $50.000 intereat-frae demand Joon to

.On October 1. 1988, C makes an additional -

terest-lree demand loan of $25.000 10 D.
ssume thet 1ection 7872 applies 10 both
yans, thal the blended annual rate for 1985 is
2435 percent, and that the spplicable Federal
it¢ based on semiannuul compounding for
emand loans mede in Qctober 1963, 1y 10.50
ercent. The amount of loregone imerent for
96% iy calculsled as follows:

[ii) 550.03) is outstanding for the entire
eat. The faregone interest on 1his amount {a
£5.900 ¥ .1045] = $5.275.00

[ii5] $25.000 is cutstanding for the last three
sonths of 1985, Under the cxact method. tha
maunt of fotegone interest on this portion of
1¢ loan ia 5647 .96 computed a# follows:
25.000 x [{1+.1050/2)% °— 1] = $847.58
Inder the approximate meihod. the smount
f foregone inlerest i $656.25, computed a3
aMows:

25,000 » {1050/2) % {3/6] = $656.25

{iv) The 1otal amount of foregone interest is
£.R72 B& [$5.225.00 + $547.88] under the exact
sethod. and $5.881.25 [§5.223.00 + %636.23)
nder the approximate methad.

Exomple (2). i) On September 1, 1088, E
nehes & §100.000 intereyt-free demand loan
o F. The loan agreement requires F to repay
12,000 of the principal amount of the Inan at
he end of each month that the loan is
wirtanding. Assume that section 7872
ipoiies 1o the loan snd hat the epplicable
*oderai raie based on semiannual
.ompound.ng for demand loana made in
Sepis.mbet 1988, is 10.50 percenl. The amount
o foregune inlerest far 1985 is calculated ou
allws:

[n] 570 000 is ovistanding for fow months,
Zader the evact method. the amoun of
aregone inlerest an this portion of the lcan is
24,9035, compuled 31 follows:

70,000 ¥ {[14.1050/2) " 9— 1] = 82.420.08
Jrilcr the approsimate metl.od. the amount
of fgz:gane wnterest on this portion of the lown
s §2.450 00. compuied &3 [ollows:

570 000 ~ {.1050/2) » (4/8] = $2,150.00

{iii} $10.000 is outstanding for 3 months.
Under the exact method, the amount of
faregune inisrest on this portion of the loan i
1259 14. computed as follows:

§20.000 > {{1+.1050/2)" 4=~ 1] = 529.14

Under 1he sppreximate method, the smount
of loregone interest on Lhin portion of the ioan
i $262.50. compuied as follows:

510,000 ~ [.5050/2) % (3/6) = $262.50

{iv] An sdditional $10.000 is ovistanding 2
months. Under the sxacl method. the smount
of loregane anterest on this portion of the loan
1 $172.02. compuied as followe:

510,000 - {1 + .3080/Z)" *= 1] = $172.02

Under the epproximate method. the emount
of foregone interent on this portion of the loan
is $17% 0D. romputed av follows: -

$10.000 x (1050/2 x [2/8)= N 75.00

{v) A firal $10.000 ls outstanding for 3
month. Under the exsci method the azount
of foregone interest on this portion of the loan
is $85.65, computed as follows:
10000 x [(1 +.1080/2) 4~ 1] = 585.88
Under the approximate meibod, the amount
of foregone interesl on this portion of the joan
Iy $87 50, coroputed as follows:
$10.000% {.1050/2} x (1/8) = $87.50

(vi] The total amount of foregoné interesi is
£2.545.08 undet the exact method. and
$2.975.00 under the approximate method.

[e} Gift term Joana and certain Joans
corditioned on future service—{1) In
general. In the care of any gift term loan
or any lerm loan thet is treated s n
demsnd loan as provided in § 1.7872-
10{a}(5). the amount of foregone intereqt
for income tax purposes shall ba -
computed ap if the loan were & demand
loan, except that: -

(i} In applying paragraph {a)(3)(i] of
this szction. use the spplicable Federal
rate based on annusal compounding in-
eflect on the day the lcan {» made
instead of the blended snnual rele, and

{ii) In applying paragraph (b} of this...
section, use the applicabls Federal rate
based on semisnpual compounding in -
effect on the day the load is made
instesd of the spplicable Federal rate for
demand Joana in efect during the pariod -
for which foregone inlerest ix being.. -
computed. - -

(2] Example. The provisions of this
parsgraph {e) may be illustrated by the--,
foliowing examples: s

Example {1). On [enuary 1, 1988, pareni &
makes a $200,000 gift term Jpan 1o child &
The loan agreement provides that ihe term of
the loan is four years and that 3 percent :
simple inferest in paysble ennuslly. Both P
and C are culendar year taxpayen, and both
are ntill Jiving on Deczmber 31, 1888, Assume
that the Federsl mid-term rate based ob
annual compounding i efTect on January 1.

‘ 1908, is 11.83 percent. The Iosn I3 & below- * ~

marhet Joan. The amount of feregone intetest
for each year is §11,800.00, computed as
follows: e
[$200.0001 % 1153 = £ 880.03 oo
423 580.00 — $10.000.00 = 313.860.00 T
For gift tax purposes, an Impuled gifi is
treated as made on Januaty 1, 1908, wnd I8
equal 1o the excess of the amount loaned
{$200.000) over the present value of all
payments dus under the loan. discounted at
11.33 percent compounded annually
(8153,530.02]). or 341.839 82 For rules for
determining the computstion of present
value, soe § 1.7872-34.

Example {2). Arsume the vame facts 02 in
Example (1) except that C repays the joan on
September 30. 1987, along with an interest
payment of 57,300 For inLomae t2a purposes,
the smputed payments are treated ot
tranaferred on December 31. 1088 snd
Sepiember 30. 1047. The amount of the
impuled payments for 1986 sre tha same as in
Example {1). For 1967, under the exscl

meikiod the amount of foregone intarest ia
1.994.73, computad as fellows:
$37.494.72 = 1200,000 x [ [1 4+ .1183) M/ 19— 1]
F17.404.73 - 87,500~ $0.004.73 .

For gift tax purposes. the imputed gift Is
treated as made January 1, 1008, and is the
same oy o Exarcple (1)

(N Allocotion of stoted interest.
interest that Is payable on & demand
loan is properly allocable to a period
which includes mere than one calendar
year, the amount of inferest ta be
sllocated to ench calendar year in
determined by using any reasonable
method of ellocation

{g) Counting conventions—{1) Whole
periods. All whole periods, whether
expressed annually, semfannually, . _
quarietly, or monthly. shall be treated as
baving equal length For example, & leap
year shall be treated o3 having the same
bumber of days as & non-leap year; all
montha sball be teated as having the
same tumber of deys.

{2) Short periods. in computing the
length of & short period, any reasonable
convention may be used. Sea § 1.7872-
12{c){2) for a list of conventions
‘commonly used.

§1.7872-14 Detecmination of present
vadisp.

{8) In genercl. This section provides
rules for computing the present value of
a payment [as relerred to [n § 1.7872~
?{3){1)} to be made in the future. In
general, for purposes of section 7872, the
present value of & loap payment to be

. made in the future ia the smount of that
" payment discounted st the applicable

Fedetal rate from the dete in the future
that the payment in due to the date on
which the computstion is made. For this
purpose, the computation date is the
date the loan first becomes subject to
seclion 7872 To determine the present
value of 8 payment, use the spplicable
Federal rate in effect on the day the loen
is made the reflects the compounding
assumption (/& annual, semiannual,
quarierly. or monihly) that is
sppropriste for the loan. See § 1.7872-
ab).

{b) £1amples. The provisions of thia
section may be illustrsted by the following
examplea:

Exomple {1). (i) On July 1, 1084, corporation..
A makes o $200.000 interest-froe thres-year
term loan to shareholder B. The applicable
Feders] rate ia 10-percent, compounded
semiannually,

(4} The present valus of this psyment e
$149.243.08. determined as lollows:

$200,000
f1+(30/2))*

fi}) Tha eacess of the smount loaned over
the present valua of oll payments on the loan
{$200.000 - $149.242.08]), or $50.758.92 is

$1492403.00 =
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treated as 8 distibution of property
{choracterized sccording to section Xn) paid
to B on July 1, 1984. Tha same smount,
$50,756.92, is treated aa original issue
discount under sections 1272 and 163(e].

Exampla {3). {1} On July 1, 198, Employer E
makes g $3.000 interesi-free ¢ year
compensation-related term Joan loemployes
W On December 1, 1984. E makes an $2.000
interest-free compensation-refated demand
loan o W. The demand loan remains
ouistanding throughout December 1554. The
twa |3ans are the only loans oubstanding -
beiween E and W during 1884, and neither.in
charatterized under section ?872(cj(1)(D] a3 »
tea nvpidence loan, The applicable Federal
rate for ull loans for periods before January 1,
1985. i 10 percent, compounded
semiannually.

(i} For the period beginning on July 1. 1984
and ending on November 30, 1984, the - -
provisions of section 7872 do not apply 1o the
£3.000 Joan because of the application of the
de m:nimis rules of section 7872(c){3).

(ii:) On December 1, 1854, howaver. the
aggregate smount of loans outstanding
between E and W exceeds $10.000. An g
result. section 7872 applies io both [oans for
December 1964. Both the imputed transfer
and the imputed interest payment with
fespect to Lhe $9.000 demand losn are
delermined under section 7872{a). The
amount of the imputed transfar by E to W
wilh respect 10 the 51,000 term loan is
determined under section 7872{b)[1). An
amount equsl to the amount of the imputed
wransfer with respect to the 53.000 1erm loan
is treated »3 original issus discount

{iv) With respect to the $3.000 ferm loan
the amouni of the imputed transfer is equal 1o
the excess of the smount losned. over the
present value of all payments which are
required to be made under the 53.000 two-
vear term loan agreement, determined as of
December 1. 1984 {the day section 7872 firet
applies 10 the $3.000 Joan}. The present value
of £3.000 pavable on June 30. 1987,
dotermined as of Decembar 1, 1984, is
£7.331.54. computed as lolows:

£3.000
(1+.30/2)" V"

5233154 =

The imputed tranafer on the $3.000 loss is
S66F 46 153.000.00 - £2 331 8).

{vi The foregone interast on the $9.000
demand lcan is determined a1 of December
31. 1504. with reapect to the one month during
1984 10 which section 7872 applies to the
loan. The amount of foregone interest for 1064
undet 1he exact methad ie $72.44 computed
s follows:
$73.48 = 39.000  {(1+.30/2Z)" =1}

Evomple (3} (1) Assums the sama facts up
in Example (2] except that the provisions of
the $3.000 three-year term loan require Wi
make snnual paymenpts of inlerest at 0 3
percent pimple rata and eacep! that E makes
W the $9.000 Joan on November 27, 1985,

lii} Under the sgreement W pays 5150 {3
percent of $3.000) on June 30. 1863 June 30.
1906, and June 20, 1967. Since the firat of
these payments is payable prior to November
27. 1985, only the second and third 5150
paymeris sre taken into account. Win .
trested a8 paying $150 on June 30. 1988 and

$3.130 [$3.000 principal and 850 interest) on
June 20, 1987, .

(iii] The presest raloe p9 of November 27
1984 of the $150 payable on June 30, 1988 is
$122.38, computed ax follows:

F130.00

FAWe =
(1+4.20/2)r 3/ e

{iv) The prasent value as of Noverbar 27,
1984 of the £3.150 payable on June 30. 1587, ia
$2.44% 47, computed sx follows:

1M
2240847 o %

{14.0/2)7 m/ 18

The sum of these two present values of
$2.573.80 {$125.39 + $2.443.47). Therufore, the

. amount of the imputed trensfer with reapect

to the $3.000 loan is $428.24
(33.000.00 — $2.572.08).

[v) Tha foregone inferest on the $6.000
demand loan under the exact method is
$83.33 {36,000 % [(3+.10/2)* *=-1]).

Gilk Tax Regulations

PART 25~[{AMENDED)

Par, 3. The authority for Pari 25 (s
amended by sdding the following
citetion: .

Avthordty: 28 U5.C 7008, * * * | 2525134

and 23.7872-1 also bssued under 28 US.C
L

Par. 4. Section 25.2512~4 is amended
by adding & new sentence et the end to
read as follows:

§752312-4  Voluation of potes.

* * “See | 25.7872-1 for special rules
in the caae of gift loane {within the
mesning of § 1.7872-4({b)) made after
June 8, 1984,

Par. 5. New § 28.7872-1 is added in the
appropriste place to read as follows:

1 25.7372-1  Cortain below-market loane

For purposas of chaptar 12 of the
Internal Revenus Code, relating to gift
tax, if a taxpayer makes 2 gift loan
(within the meaning of § 1.7872-4{b)}
that is & term Joan [withip the mesning
of § 1.7872-10{a)(2]) and that is made
after June B 1584, the excess of the
amount loaned over the present valus of
all payments which are required to be
made under the terms of the losn
sgreement shall be treated a3 a gift from
the lendar to the borrower oo the date
the loan is made. If 8 taxpayer makes e
gift loan that is 8 demand loan (within
the meaning of § 1.7872-10(x)(1)) and
that iy outstanding during any calendar
pericd after Juna 8. 1984. and not repaid
before Sepiembar 17, 1984. the amount
of foregone interest (within the meaning
of section 7872(e)(2) attributable to that
talendar periog shall be treated an a gilt

from the lender to the borrower. The de
minimis exception described i saction
7872{c}(2) epplies to the gift tax
treatment of & gift loan. In the case of &
term gift loan, bowever, once section
7872 apphes to the loan, the de minimis
excaption will aot apply to ths loan at
somée later date regardless of whether
the aggregate outstanding amount of
loanw does not continue 10 exceed the
limitaon amount. For a detailed
analyais of section 7872, see the income
tax regulations under section 7872,

. §1.7872-1 through § 1.7872-14.

Estate Tax Regulstions
PART 20—{AMENDED]

Par. 8. The wuthority for Part 20 is
emended by sdding the following
citation:

Autbority: 28 US.C. 7808, * * * § 20.2001-
4 and 20.7872-1 also issued under 28 US.C.
787 "

Par. 7. Section 20.2031~4 {s amended
by sdding a new sentence at the end 1o
read as followm:

§20.2001-4 VYaluztion of notes.

¢ * *See § 20.7872-1 for special rules
in the'case of gift loans {within the
meaning of § 1.7672—(b}} made sfter
June 8, 1984, )

Par. & New § 20.7872-1 s added in the
sppropriste place to read s follows:

§ 20.7072-1 Cortaln Below-market loans.

For purpoaes of chapter 11 of the
Internal Revenne Code, relating to
estqte tax, a @it term loan {within the
mesning of § 1.7872-4{b]] that is made
after June & 1984, shall ba valued at the
lesser of:

() The unpaid siated principal, plus
accrued interest or

(ii) The wom of the present value of all

- payments due under the note [including

sccrual interest), voing the applicable
Federal rate for louns of & term equal to
the remaining term of the loan in aflect
af the date of desth.

No discount is allowed based on
evidence that the loan is uncollectible
unless the facts concerning collectibility
of the loan have changed 2ignificantly
since the time the loan was mads. This
section applies with respect to any lerm
loan made with donative intent after
June 8. 1584, regardless of the interwst
rate under the loan agreement, and
regardless of whether that interest rate
exceeds the applicable Federal rate in
effect on the day an which the loan was
made.



L — . "y

Federal Register [ V

[

"

ol. 50, No. 161/ Tuu&ﬁsﬂ@t‘ 20, 1988 |

<3
e

-

e ]
e

-

oo and Similer Excieos Taxes -

$3—{AMENDED]

). The authoirity for Part 53 is
vd by adding the following
i

wity: BUSC7008° * *
1{d}-2 also issved undar 28 US.C.

10. Sectiop 53.4941(d}-2 is
*d by revising paragruph {c)(2] to
Jollows:

A{e)-2  Spectfic acts of selt-

L] - -

.- " 8

CnS.
sans without interest.

egraph [1) of this paragraph shall
dy to the lending of money or
xtension of credit by a

ified person 1o a private

tion if the loan or other extension
it is without interest (determined
t regerd to foregone interest

4 in section 7672] or other

02— AENDED]
sotrol Numbers Usdar the
rork Raduction Act

[1. The suthority for Part 802
e i resd as follows:

eity: 28 U.S.C. 7808,
4 [Amended]

12, Section 832.101(c] s amended
g in the appropriate locations,

211" * 1 e
» - -
L Egger. Jr.,

sioner of Internal Revenus.
. 8515728 Filed 2-15-83; 12:11 pm]
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