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26 CFR Part 1
[INTL-870-89%]
RIM 1545-A024

Earnings Stripping (Section 163(Dk
Cormrection

AGENCY: Internal Revenuye Secvice,
Treasury.

AcTior: Correction o notice of proposed
rulemaking.

SUMMARY: This document contains
corrections o the notice of proposed
rulemaking (INT1-870-89), which was
published in the Foderal Register on
June 18, 1991 (58 FR 27907). The
proposed nules cantain Income Tax
Regulations relating 1o scction 183{j) of
the Internal Revenue Code, regarding
“earnings stripping”,

FOR FURTHER INFORMATION CONTACT:
Jack Feldman (202) 566~8845 or Jeflrey
Vianik (202} $88-8442; concerning -

R

§ 1.163(;)-8, Elizabeth Karzon (202) 566
8442 (ot toil-free numbers).

SUPPLEMENTARY INFORMATICN:
Background

The nutice of proposed rulemaking
that is the subject of these corrections
contains propoted amendments to the
income Tax Reguiations (28 CFR pert 1)
under section 183(}) of the Iaternal
Revenue Code. :

Need for Correcticn

As published, the proposed
rulemaking contains errors which may
prove to be misieading and are in need
of clarification.

Carreclion of Publicalion

Accordingly, the publication of
proposed rulemaking (INTL-870-89),
which was the subject of FR Doc. 91—
14243, is corrected as follows:

§ 1.183 {Carrected)

1. On page 27919. column 2, § 1.163{j)}-
5(b)(?}, paragraph (iii) of Exomple 1. line
5. the language “exempt related person
interest, or $300. This” is comrected to
read “exempt related person interest
expense, or 5300, This™,

2. On page 27921. column 3, § 1.163(j}-
5{c}(3), parngraph (b}{3) of Exampie 1.
second Line from the bottom of that
paragraph. the language “carried
forward lo their next succesding” is
corrected read “carried forward to theic
succeeding”,

3. On page 27921, column 2. § 1.163(j}~
${¢){3). paragraph (c] of Example 2, first
line. the language "Under Step 4. A, B,
and C must allocate” is cortected 1o
read “Step £ determinotions. Under Step
4, A. B, and C must allocate™.

4. Om page 27922 cclumn 3. § 1.163{j}~
3{c}(3}. under Example 3, lines 3 and 4
{top of column}, the language “debt-
equity ratio sale harbor tést described in
§ 1.163(j}-1(k]. and that all interest
expense” is corrected to read "debt-
equily ratio safe harbor test, snd that ail
interest expense”,

5. On page 922, column Z (middie of
column). § 1.183{}}~5(c)(3), psragraph
[2)(2) of Example 3. line 2. the language
“separately determined taxable incomes
of A.” is corrected to read “separately
determined taxable income of A.™.

Dale D. Coods,

Federal Register Liarson Qfficer, Assistant
Chref Counsel (Corporote).

|FR Doc. #1-18839 Filed 8-13-91: 8:45 am)
BLLING COOL 420-41-M
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DEPARTMENT OF THE TREASURY
Internai Re-vemm Service

26 CFR Part' 1

{INTL-0B70-89]

RIN 1545-A024

Earnings Stripping (Section 163(}))

AGENCY: [niernal Revenue Service,
Treasury.

acTion: Notice of proposed rulemaking.

suMMaRY: This document contains
groposed Lacome Tax Regulations
relating fo section 163(j} of the Intemnal
Revenue Code, regarding “eamings
stripping.” This action is necessary
because of changes to the applicable 1ax
law made by the Omnibes Budget
Reconciliation Act of 1989, Public Law
101-239. 103 Stat. 2106.

DATES: Wrilten comments must be
received by August 19, 1991, Pequesis to
speuak at a public heanng (with outlines
of oral comments} scheduled for
September 5. 1991, must be received by
September 4, 1991. See notice of hearing
published elsewhere in this issue of the
Federal Register.

ADDRESSES: Send comments. requests o
appear al the public hearing. and
oullices of comments 10 be presenled,
to: Internal Revenue Service. P.O. Box
7604, Ben Fraaklin Station. atiention:
CC.CORP:T:R (INTL-0872-89). room
5228, Wz shington. DC 20044,

FOR FURTHER INFORMATION CONTACT:
Concerning the regulation generally,
phone Jack Feldman, a1 {202} 356-6GA5,
or Jeffrey Vinnik at (202) 5656442
concerning § 1.163(j}-6. phone Elizabeth
Karzon, at (202} 5660442 (a0t toli-free
calls), or wnite to the Office of Associate
Chief Counsel (International}. within the
Office of Chief Counsel. Interr:al
Revenue Service, P.O. Box 7604, Ben
Franklin Station, attention:
CC.CORF:T R (INTL-0870-89),
Washington. DC 20044. Concerming lne
heating. phone Felicia Daniels.
Regulations Unit, st [252) 566-2935 [nol
a toll-free callL

SUPPLEMENTARY JRFORMATION:

Paperwork Reduction Act

The collection of information
contained in this nolice of proposed
rufernaking has been submitted to the
Office of Management and Budget for
review in accordance with the
Paperweork Reduction Act of 1980 (44
U.S.C. 3504{h}}). Commentis on the
collection of information should be sent
ta the Olfice of Management and
Budget. attn: Desk Officer for the
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Deoartment of the Treasury, Office of
[aformauon and Regulalory Aflaws.
Washington, DC 20503, with copies 1o
the Inlernal Revenye Service. attn: [RS
Leports Clearance Officer T:FP,
\Washinglon, DC 20224,

The collection of information in these
reguiabions is in § 1.163j}-5(d). This
information is required by the [ntemnal
Revenue Service to venify elections
riade by the laxpayer. The likely
respondents are businesses or for profit
institutions,

These estimales are an approximation
of the average lime expestad to be
recassary for a collection of
information, They zte based on
information is available to the Internal
Revenue Service. Individual
respondents may require greater or less
t'me. depending on their perticular
circumsiances,

Est:mzted total cnnual reporting
bSurden: 1.196 hours.

The estumated annual burden per
respondent varies from 28 minutes lo 40
munutes, depending on individual
circumstances, with an estimated
average of .52 hours.

Esumated number of respondents:
2,500,

Esumated ennual frequency of
responses: 1.

Background

This document contains proposed
amendmenis to the lncome Tax
Ragulations (26 CFR part 1) under
seciion 1631j) of the Internal Revenue
Cuoce.

Cxpiacation of Provisions

Sect:on 163(j) waa added 1o the
[aternal Revenue Code of 1588 by the
Cmnibus Budget Reconciliation Act of
1388, Public Law 101-239. 103 Slat. 2108,
13 prevent erosion of the U.S. base by
means of excessive deductiona for
iterest pad by a taxable corporation 1o
3 1ax exemp! (or parially lax exempt}
rolated person. The peyment of
excessive deductible interest that s tax
exer =t or parnally tax exempt) in the
~ands< 7 arelated person is referred lo
33 "earmunns sinpping.” Theas proposed
regulatruns implemeant section 163{j} as
fallows.

Secuon 1.153(j)}-1

Section 1.183{j-1{a} provides the
primary operative rele that no deduction
snall be allowed for interest expense
pa:d or accrued directly or indirectly by
2 corporanon to a related person if no
'2x 15 1mposed with respect to such
imterest. The disallowance rules do not
apply if the payor corporation is either
an 5 corperation or & foregn
corporauon {except as provided under

£ 1.163(j}-8. relating 10 foreign
corporations with eflectively connected
income). Paragraph {8){2) provides that
the amount of disallowed wmnierest
expense {the year's disallowed interest
expense) is limited io the lesser of
exempt related person inlerest expense
{-lefined in paragraph (a) of § 1.183(j}2)
cr exceas interest expense {defined in
paragraph (b] of § 1.163{j}-2). Paragraph
{a)(3) provides thal interest expense
disaliowed in a taxable year is carried
[srward to succeeding taxable years as
cisallowed interest expense
carryforwards.

Paragraph (b) provides that, in
addition to the limitation on
disallowance provided under paragraph
(2)(2], a deductian for exempt related
rerson interest expense shall not be
¢:sallowed for any taxable yvearin
which the debt-equity ratio of the pavar
corporation is less than or egual to 1.5 0
1 delermuned on the last day of that
year. Although section 18332} A}(ii}
grants the Service the authority to
delermine the debt-equity ratio more
fregzently than anbually, a more
frequent delermination was not adopted
because many taxpavers might have
cifficulty in oblaining the required
information priot 1o the close of their
tuxable years. However. lo prevent
possible manipulation of a strictly
annuzl determination of the debt equily
ratio, paragraphs (B1(4) and {¢)(5) of
€ 1.153{j}-3 provide ant-avoidance
rules.

Paragraph {c) provides that
disallowed interest expense
carryforward is allowable in the
carryforward year only 1o the extent of
any excess limitation for that year as
defined in & 1.163{j)-2(c). in derermining
whether a deduction is allowed in a
carrylorward year for disallowed
interest expense carryforward. the
payor corporation’s debl-equity ratioin
such year is not rejevant,

Paragraph {d) provides rutes for the
carryforward of excess hmiation,
Excess Lmitation 15 cormed Jorward to
each of ihe th.-ee succesdirny raxable
vears and reduces |and 15 siso reduced
bv] excess interest expense 1o a
carryforward year without regard to
whether the payor corporation has
exempt related person interest expense
or whether the payor corporation
satiafies the debt-equity ratio saie
harbor lest in a cartyforward year. Pre-
eflecuve date notional excesy lumtation
may be camed forward to post-efiective
date taxable years in certain cases. as
provided under § 1.183(j1-10(c).

Paragraph (e} provides that the
disallowance of interest under section
163(j) does not affecl the payor

corporation’s Aetermingtinn of samings
and profits.

Paragraph () provides a general anti
abuse rule to prevent the avoidance of
section 163{j) and these regulations.

Section 1.183{j}-2

Section 1.163{j}-Z providas definitiors.
Paragraph (a) defines “exempt related
person interest expense’” a3 interest
paid or accrued by a corporation
described in § 1.163{j}-1 10 & related
person (a3 defined in paragraph (g}) il no
1ex is imposed on such inlerest under
the rulas of § 1.183[j}—. Parzgraph (b)
defines "excess interest expense” o3 the
excess of the payor corporation’s net
inlerest experae over SQ perzent ol ils
adjusted tzxab!e income plus the
amount of any excess limitation
carryforward. Paragraph {c] defizes
“excess limitaiion” as the excess of 50
percent of a corporation’s adjusted
taxable income over its net interest
expense, Paragraph {d) defines "net
interest expense” as the excessoi a
corperanhion’s interest expense over ils
interest income for the taxable year. Net
interest expense is compuled without
regard to any disallowed interest
expense carrvforward.

Paragraph (e) provices rules for the
determination of interest income and
expense, including rules dealing with the
reatment of bond premium and market
discount and rules for determining the
interest \ncome and expense of 2
corporate partner in a partnership.
Under these rules. a corporate pariner is
treated as the payor of its share of 1he
partnership’s interesl expease. The
Internal Revenue Service plans (o
publish rules which treat inlerest
equivalents as interest [or purposes of
section 163(j] and solicits comments
regarding the scope and operation of
such rules. These rules wili generally be
prospeciive with respect to ransacuons
entered intg in the ordinary course uof
business. However, 10 the case of
transactians entered into with a purpose
of avoiding secthion 163(j). the ruies
regarding nteres! equivalents may be
retroactive.

Patagraph (e} also contains an anu-
avoidance rule providing that certain
subsillyte payments under seci:on 1058
will be treated as inlerest expense.

Paragraph ([} defines adjusted laxabls
income as taxable income computed
without regard 1o carryforwards snd
disallowances under section 163(j) and
with certain adjustuments. Some ol these
adjustments are stipulated in section
163} others have been added pursuant
1o regulatory suthonty granled by
section 183((){6)(A}ii}. In general. the
purpase of these adjustments i 1
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modify taxable income 1o more closely
reflect the cash flow of the corporation
Thus. for example. paragraph {f}
provides for an addbsck of interest
excluded feom gross income under
section 103, since such amounty increase
cash available to the payor corporation.
Similacly, cash expended with respect ip
amounts which are permanently
dizallowed sy deductions under secticns
265 and 279 are subuacted under
paragraph {f} in computing adjusted
taxable income, since such expendilures
bave reduced the amount of available
cash o service loans. Patagraph {f)(4}
provides special rules dealing with the
effect of an adjusted taxable loss on
other computations required by these
tegulations,

Except es provided in § 1.163(j)}-8,
oaly the adjustmeniy prescribed in
paragraph ([} shall be made in
delermumng sdjusted laxable income.
The Service. hawever, solicits comments
on whether particular adjustments
should either be added to, or deleted
from. paragraph {f]. Such comments
should address, among other issues. the
adminisirative burden of the proposed
rules and eny suggested revisions.

Under paragraph (g)(1), a related
perscon is defined &4 & person related 10
the taxpayer within the meaning of
section 267(b) or 707(b}{1). For this
purpose, the attribution rules of section
267(c) apply. In determining whether
persons are related, the substance of
ownership. rather than its form.
contrels. Under paragraph (g)(3). the
date for testing relatedness is the date
upon which an iterm of interest expense
accrues. Thus, changes ia the
relationship between the payor
corporatioo and the payee after the
accrual date are urelevant The daily
accrual rule of section 1272{2] applies,
regardless of the 1axpayer’s method of
accounting. Paragraph {g)(4) provides
special rules for certain partnerships
ceqarding relatedness.

Sectiop 1.163{))-3

Section 1.163(j)-3 provides rules for
the computation of the debl-equity ratio.
Debt is determined under paragraph
(b}{1) 1n accordance with generaily
applicable 1ax prnciples. Thus. in
general. a conungent liability for
inancial sccounting purposes that has
not accrued for tax purposes will not be
wreated 83 a liabuity for purposes of
section 183(j). Paragraph (b)(1} also has
special rules for discount obligations
consistent with secuon 183{{ZHCii).
Paragraph (b}(2]{i) provides a limited
exciusion from debt for certain shoct
term liabilities. and paragraph {b){2)(ii)
provides a mimilar exclusion for
commercial financing liabulsties.

Paragraph (b)(3) provides that liabilities
incwred Dy a partnership are treated »y
incurred by each partner in accordance
with the rules of section 752 Paragraph
[b)(4} provides an anti-rollover rule to
prevent abuse by a corporation of the
yenr-end delermination of the debt-
equity ratio. -

Equity s defined under paragreph
(c)(1) as the sum of money and tha
adjusted basis of assets [determined
according to generally applicabie tax
principies) reduced. bul not below zero,
by the corporation’s debt Paragraph
{e)2} provides for adjusinents 1o be
mede to the basis of stock in cerlain
noninciudible corporations based on the
principles of section 864(e){4). Under

. paragraph (c}(3). assets are reduced by

the amount of short tean liabilities
excluded from debt under paragraph
(b)(2}. Pacagrapgh (c){4) provides thal in
determining the assets of a corporation
thet owns an interest in a partnership,
the partner shall reat the adjusied basis
of its partnership interest as an asset,
Paragraph [¢)[5) provides & general anti-
avoidance rule, plus an snti-stuffing rule
to prevent possible abuse by a
corporation of the vear-end
delermination of debt-equity ratia.

Paragraph {d) provides that the spo!
rate on the last day of the taxable year
is used to translate the debt and equiry
of a qualified business unit with a non-
dollar functional currency.

Comments are solicited with respect
lo determining the debt and assets of
financial institutions and insurance
companies, including the effect of
reserves on such determinations.

Sectiop LIE3GF4

Section 1.163(j}4 provides rules
nddressing whether interest paid or
sccrued is subject to U.S. tax. Paragraph
(a) states the general rule that interesi
paid or accrued by & corporalion is not
subject to 1a3x for purposes of section
183(j}) il ne U.5. 1ax is imposed under
subtitle A of the Intermal Revenue Code
aor1f U S tax s reduced under & treaty.
Paragreph (b) provides thet income
subject 1o U.S, tax at a reduced rate
under 8 lreaty will be treated 1n pant as
interest subject to 1ax and 10 pan 3¢ tax-
exemplinterest.

Paragraph {c) provides that the
detennination as 1o whether interest is
subject to U.5. tax is made on the dare
the witerest is received or socrued by the
payee. whichever is relevant for
purpases of taxing the payes.

Paragraph [d) provides rules under
which certain inleresi paid 10 specisl
entities, including comirolied foreign
corporations {"CFCs™). passive foreigm
investmen! compsenies [“PFICe™]. foreign

-~ personal holding companies, and DI5Cs.

{s treated aw subject to U.S, tax Ses HLR.
Rep. No. 247. 1015t Cong. 191 Sess. 1240,
1244 (1989) (hereafter. "House Report™).
Paragraph {d){1) generally provides that
interest paid or acerued to a CFC s
treated as subject to U.S. tax 1o the
extent that such interest is included in
the CFC'y net foreign personsl holding
company income under § 1,9541T(c)
and results in annclusion in the gross
income of a U.S. shareholder under
section 951(a}(1)(A}(i). A similar rule is
previded for foreign personal holding
companies in paragraph {d){3). Interest
peid or accrued to a PFIC that is not 2
CFC. with respect to which a QEF
election has beea made by e US,
sharehoider, is treated as subject to US.
tax 1o the extent that such interest is
included in the QEF's ordinary earnings
and results in an inclusion in such
sharehalder's income under section
1293{a){1}[A}). Producer’s loan interest
that is trealed as a deemed distribution
10 8 DISC's shareholder under section
995({b}{1}[A) also is treated as subject o
US. tax

Section 1.163(j}-5

Section 1.163(j}=5 implements the
directive of section 163{j}(8){C} that ail
members of the same affiliated group be
treated as one taxpayer. In order to
implement this directive, the basic rules
of these regulations have been modified
as necessary lo carry out the purposes
of sectian 163(j). See section 183(j}[7) [A)
and (B).

Section 1.183({j}~5{b) applies the riles
of section 163(j} (other than the debi.
equity ratio computations discussed .
below] to consalidated groups. For this
purpose, all of the members of the
consolidated group make the
compulations required by section 163{j)
and these regulabions on a consolidated
basis. U g corporation ceases to be a
member of the consolidaled group. any
disallowed inleres! expense
carryfiorward of the group is appostioned
10 the member based on the ratio of the
member’s exempt related person interest
expense to the group’s exemp! related
person interest expense. However.
corporations ceasing lo be members of
the group generally may nol carry
forward any portion of the group 3
excess limuation carryforward Lo
separate return years.

Section 1.163(j}-5(c) provides
comparable rules applicalle 10 other
affiliated groups. For this purpose.
section 1.163(i)-5{a}{2) expands the
definition of affiliated groups under
section 1504(a) by applying the
attribution rules of section 318 to
determine atock ownership. Thus, an
affilialed group under these ruies may
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include a consohdated group, and the
consolidaled group is treated a8 a nagle
member of the aifiliated group for
purposes of making computations for the
aifiliated group. Section 1.163(j)-3{c)
requires each group member to take into
aucount the relevant items of income,
expense. and carryover of all group
members. I members of an affiliated
group have different taxable years. thea
the computations required by section
153()) are separately determuned {or
each member on an aifilisted group
basis by aggregating the relevant items
for all group members whose taxable
years end with or within the taxable
year of the member making the
computations.

Section 1.183(j}-3{c}{2) provides a four
step process for making the affiliated
group compulatons and for allocating
ameounis among group membpers. The
four step process is necessary because
the group members do not all join in
filing the same return.

Section 1.183(j}-5{d) generally
orovices that for purposes of applying
the debt-equity ratio safe hacbor test
descnibed in § 1.163{j)-1{b}, the debt-
equity ratie of a corporation thatis a
member of an affiliated group (whether
or not 3 consolidated group) is
determined by sggregating the
teparately determined debt and assets
of the members {adjusted as described
m paragraphs {d){2} and [d){3]). Debt
and assels arising fram certain
interaffiliate transactions are
disregarded.

Section 183{j}-5(e] provides special
rules that address distortions in the
dept-equity ratio that way arise in a
qualified stock purchase. as defined in
section 338[d}(3), if np election s made
{0 step up Lhe basia of the sssels of the
target corporation and ity afliliates,
[This distortion may anse becauae the
atfiliated group rufes of section 163{j}
took through to the underlying assets of
an acquired corperabon rather than its
stock bams.j i the purchasing
corporation 1o elects, the special rules
of §1.183(j}-5{e} lvok 10 the adjusted
basie of the target’'s stock [adjusted for
liabilities) and amortize these amounts
{the “special basis”) over a lixed penod.
Al the end of any laxable year. a
taxpayer may elect out of the fixed
stock write-off method and use tha
adjusted basyy of the assels of the target
corporation in defermining the group's
debt-equity catio.

The Service recognizes the complexity
of the affiliated group rules in § 1.183(j}-
5 and solicits comments on how theas
rules might be improved. simplified or
clanfied, whether In the context of
consclidated graups or otherwise.
Comments are alao solicited as to

whether, under what circumstances. and
to what exient it might be appropriale 1o

extend the fized stock write-oif method~ -

1o noataxable acquisitions of stock ar
assels. Finally, the Service is
consideriag whether and how to impose
a conformuly requirement under
paragraph (g] of this section that would
prevent a group from selectively
applying the fixed stock write-off -
method oniy when the purchase price of
a target company exceeds the target’s
basis in its assets, The Service solicits
comunents on the appropriateness of
such a rule, and on how such a rule
might be irnplemented,

Section 1.163(j}-6

This seclon limits the carryover of
certain tax aitiibutes by corporations
which join consolidated groups ar
affiliated groups {as defined in
§ 1.1831j}-5(a}), a3 well as with respect
ta transactions descr:bed in section
Ja1(al.

Paragraph [a} limita the use of
disallowed interest expense carried
forward frem non-aifiliation years by
corporations joining a group or that
transfler or distribute their asselsin a
transaction described in section 32!{a).
The only restriction under these
requlations on the use of such
disallowed interest expense i3 with
respect to the use of non-afiliation year
excess limitation carryforward to
ahsorb the disallowed interest expense.
The same limitation applies with respect
to corporaltions joining groups, whether
the groups are consolidated groups or
affiliated groups. See 8§ 1.163(j}-3(b}
[relating to consalidated groups) and (¢}
[relaling to ather aifiliated groups).
Where there is a secuon 382 ownership
change. the disaliowed interest expense
carryforward may be limited by the
section 382 linitation. {n additton, the
deductibility of a corporation’s
disallowed interest expense carned
lorward 0 4 taxable year after il jotns a
consolidaled group may be limited by
the separate return limitation year rules
under § 1.1502-15.

Paragroph (b}(1) limiis the use of
excess limitauon carried lorward rom
non-affiliation years by corporations
joining a group. The limtauoa is simdar
o the limutation on the carryover of net
operating lossea under the "SRLY" rules
of § 1.1502-21{c] (i.e.. geaerally such
carryforward may be used by the
corporation to the extent that it would
have been available lor use had no
affiliation occurred). If » consolidated
group acquises anolber group, whether
ot aot coasalidated, the amouat of the |
acquired group's excess limitation
carrylorward {if any} from noa-

afTiliation years that may be wsed by the .

consalidated group is delermined by
reating the former members of the
“acquired group as @ single member of
the acquinng group. Computations with
respect to the acquired group are made
under § 1.163(jl-3{c). and the results ol
these compulations are taken into
nct:.'oum by the group under § 1.162(j}~
5{b].

Paragraph [b}{2) provides that s
corporation’s excess limitation
carryforward from a gen-aifilistion yeuar
is reduced to zero immediately after a
transfer or distribution of its assets in a
transaction described in section 38Ka}
[other than a Transaction described in
szcoon J68(a])(1){F)). Paragraph {b}3}
provides an ant-abuse rule, Paragraphs
(c} and {d) provide definiticns and anti-
duplication rules.

The Service zecognizes the complexity
of the affiliated group rules and solicits
comments an how these rules might be
improved. sumplified or clarified,
whether in the context of consoliduted
groups ot otherwise,

Section 1163{j)-7

This section addresses the interaction
of section 163{j} and certain other Code
provisions. Paragraph {8} provides that
interest expense 1 not considered paid
or accrued for purposes of section 163(j)
until such interest would be deduyctibie
but for such section.

Paragraph [b) addreases otker Code
provisions which permanently disallow

- interest. which defer the deductibility of

interest, or which limit the deductibitity
of certain deductions inclucding interest,
specifically the "2t risk™ rules under
seclion 465 and the passive acuwly loss
rules under section 469. In sach of tiese
cases, section 183{j} is applied after the
appiication of such provisions. Thus.
section 183(j} wall nat apply to interest
expense which is permanently
disallowed o3 a deduction under
provisions such as sections 285 and 2ry.
Where the deducubility of intereat
expense is delested as under secuons
163(e]{3} and 287{a}(3), section 162{j} wilt
not apply until a deduction {or such
inlereat expense 13 otherwise allawable.
Similatly, sections 465 and 169 are
applied belore secuon 1683(j) o disallow
interesf expense. Once section 183(j}
applied, seclion 469 iy nol reapplied
Paragraph {b}){4) addresses the
inleraction of secuon 183(j] and Code
provisions relating to the capialization
of cerlain interesl expense. Under this
paragraph, the capilalization rules ace
applied before secuon 183j). For al}
purposes under section 163},
capitalized interest is nat Geated as
interest expense. It is anticipated that
regulaions to be issved under secuon
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2B83A(N will provide: [1) That exemp!
related person interest expense wiich is
attributable 1o traced debt will be
capilalized: and {2} with respect 1o
interest expense that is not attributable
ta traced debt. interest expense that is
not exempt related person interest
expense will be capitalized before
interest expense that is exempt related
person inleres) expenss.

The Service proposes to edopl these
ru.es for capitalized interest.
notwithstanding the legisiative history
of wection 183(j] (see House Report at
1244), because it believes that ather
approaches would require substantial
additional complexity. The Service will
revisit this decision if it helieves that the
proposed rule gives rise to significant
tax avoidance.

Paragraph (b}{5) provides that section
2464 13 applied before section 163{j).
Any reduction in the dividends receyved
deduction unider section 246A reduces
interest expense taken into account
under section 163(j).

Section 1.163(j}-8

This section concemns the application
of section 163(j} 1o foreign corporations
that have incomes gain, or loss that 13
effectively connected. or deemed
effectively connected. with the conduct
of a U.5. wade or business. A foreign
corporalion iy permitted to sllocate a
parion of its worldwide interest |
expense 1o the effectively connected
income of its U.S. trade or business. This
sechion d;sailows the exempt related
Feraon interast expense of a foreign
corporation based on Lthe same
arineiples that apply to disallow a
domestic corporation’s exempt related
person interest expense. To determine if
wiferest allocated 1o the effectively
connecied income of the U.S. trade or
business s paid {0 an exempt related
person. tie rufes of section 884([] apply.
Thus. interest paid by the U.S. 1rade or
buswness {within the meamng of section
BEI{N(1){A] 15 reated as paid directly o
the recipient of the interest. and will be
veated as paid 10 a relaled person if the
reciptent is celated to the loreign
carporation. Excessanterest (within the
=earung of sechon B834(N{1)(B]] is
Tealed as paid by a wholly owned
domestic subsidiary of the foreign
corpotation to the loreign carporation,
and hence is teated as paid to e related
person. Additional rules provide that
s section does not affect the
coraputation of 8 [oreign comoration’s
eflectively connected eamings and
profity or U S, net equuly for purposes of
seclion 884.

e

Section 1.163(j}-8

The Service expects to publish
regulations addressing gusrantees in the
near future. The rules with respect to
guaraniees will be prospective.
Nonethelesa. in cases presenting fact
patterns similar to that described in
Planiation Patterns, fnc. v,
Commissioner, 462 F.2d N2 {5th Cir.),
cert. denfed. 409 U.S. 1078 {1972}, the
Service will continue lo seek lo
characterize purported guaranteed debt
as equily. The Service's posilion on
back-to-back loans is set forth in
revenue rulings including Rev. Rul, 84—
152, 19842 C.B. 381, Rev. Rul. B4~133,
19842 B, 383, and Rev. Rul. 8759,
1999-2 C.B. 195.

Conumnents are solicited on ruies
regarding guarantees and back-to-back
Ipans.

Seclion 1.183(j}~10

In genersl. section 163(j} provides for
disallcwence of interest paid or accrued
in taxable years beginning after july 10,
1989. However, interest that would
olherwise be disallowed under the
general nule will not be disallowed if
paid with respect 1o a fixed-lerm
obligation outstanding on July 10, 1983
{a grandfathered obligation). An
obligation will cease to be reated as
grandfathered if its term is extended, or
i it is revised in a transaction that
results in the obiigee bewng deemed to
have made an exchange of debt
instrumenis under section 1001 of the
Code. Under an anti-avoidance rule, a
grandfathered obligation alyo will cease
to be so treated if it in acquired by »
person related 1o the obligor as partof a
transaction that otherwise would
cutumvent the purposes of the effective
date rules.

A limited grandlathering slyo exists
under section 183(j} for interest paid
with respect to obligations issued
pursuant 1o a wrtten contract binding
on July 10. 1989. A contract will be
treated a3 binding for this purpose only
if it was enforceable by an unrelaled
third party on July 10. 1989, and at all
limes thereafler untl the obligation 1s
issued.

A very limiled transition rule exisis
with respect to demand obligations
vutstanding on july 10, 1989. [nterest
paid or accrued prior to September 1,
1989. with respect to such demand loans
shall not be disallowed by section 163(j}
even though it was paud or accrued ina
taxable year beginning after July 10
1589,

A final effective date rule concerns
the computation of excess hmitation
carryforward with respect to the first

_three taxable years 10 which section

183{j) applies. In computing a taxpayec's
disallowed interesi expense under
section 183(}). the 1axpayer may take
into account amounts that would have
been excess limilation carryforward had
the statste been in effect with respect 1o
inlerest paid or accrued in taxable years
beginning after july 10. 1986.

General Comments

The Service solicits comments on
whether, and to what extent, the rules of
section 183{j) and these reguiations
comport with the arm's fength standards
far “thin capitalization.” In particular,
the Service invites comments on the
proper application of the arm's length
slandard 1o related party debt: on the
use of a cash-flow versus a debt-equity
standard: and on the problems of lax
administration in this ares. See H.R.
Conf. Rep. No. 386, 1015t Cong.. 15t Sess,
563-570 {1989).

Special Analyses

It has been determined that these
rules are not major rules as defined in
Executive Order 12291, Therefore. a
Regulatory Impact Analysis is not
required. It also has been determined
that section 553(b) of the Administrative
Procedure Act {5 U.5.C. chapter 5) and
the Regulatory Flexibility Act {5 U.S.C.
chapter 6} do not appiy to these
regulations. and. therejore, an initial
Regulatory Flexibility Analysis is not
required. Pursuant lo sectioa 780S{f) of
the Internal Revenue Code, thege
regulations will be submitted to the
Chiel Counsel for Advocacy of the Small
Business Administration for comment on
their impact on small business.

Comments and Public Hearing

Before sdopting these proposed
regulations, considcration will be given
1o any wntten comments that are
submitted (preferably 8 signed onginal
and eight copies) to the Internal
Revenue Service. Ali comments will be
available for public inspecuon and
capving. A public heanng will be held
an September 25. 1991. Ses notice of
hearing published elsewhers 1a this
issue of the Federal Register.

Dralting Information

The principal authots of theae
regulations are Jack Feldman and jeffrey
Vinnik. However, the principal suthor of
} 1.183(j)}-8 is Elizabeth Karzon. Messcs.
Feldman and Vinnik and Ms. Karzon ate
of the Office of Associate Chiel Counsel
{International). within the Qffice of
Chief Counsel, Inlernal Revenue
Service. Other persenne! from the
Intemal Revenue Service and Treasury
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Department paniicipated In developing
the regulationa.

List of Subjects in 26 CTR 1.161-1
theough 1.194—4

I[rcome taxes. Reporting and
recordkeeping reguirements.

Proposed amendments to the regulations

Accordirgly, 28 CFR part 1 is
proposed io be amended as follows:

PART 1--iNCOME TAX REGULATIONS;
TAXABLE YEARS BEGINNING AFTER
DECEMBER 21, 1953

PARAGRAPH 1. The authority for part 1
continues (o read in part:

Authonty: 26 USC.yaos ™ = *

PAR. 2. Sections 1.163(j}-0 through
1.163(})~12 are added as follpws:

§ LAB3(j}0 Tabie of contents.

This seciion ccntaing a listing of the
major headings of §§ 1.163{j)-1 through
1.163(j}-10.

§ 1.183f{~1 Limrtation on deduction for
certain interest pard or accrued by a
corggrolon lo relaled persons.

{a} In general.

(1) Deducuon for exempy related person
interest expenye disailowed,

(2} Limutation on disallowance of
dedyruon.

(3] Disallowed interest expense
camrviorward.

{b} Debt-equity ratio sale harbor test.

(<) Treatment of disellowed interest
expense camyiorward,

{1} Ln general.

{2} Effect of debl-equty safe harbar.

1¢) Carvylorward of excess lunutation.

{ef Effect an earnings and prodity.

M Anu-averdance rule,

{g] Examples.

[h) Cross-teferences,

$ LI5X~2  Definttions.

[a) Exempl related person :nterest expenss.

{b] Exces (niorest expenase.

ic) Excess himitauon,

Id] Metinterest expense.

fe] intereal income and expenae.

{11 1n genernh

(2) Treannent of buad premium and market
Jiacount.

{31 Interest equivalents, {Reserved]

{4) interest income of partnerships.

151 interest expensye of parmerships

if) Certaun aubstitule payments,

{f} Adjusted raxable incorge.

{1) In general.

{2t Addwona,

{3) Subtractions.

{4} Eflecs of udjusted taxable loas.

(g} Relared persons.

{1} in geaersl.

12} Anli-abuse rule.

{32! When related person status is lested

(4] Speciad rule (or certawn partoerships.

{3} Eaampley.

§ 11820 Computation of debtsquity
ratio.

[a] [n general.

{b} Debt

{1} In general.

[2) Exclusions.

{3} Liabilities of a parinecship.

(31 Antl.epilover rule, -

[c] Equity.

{1) In genenl.

{2]) Treatment of stock of cestain
noninciudible corporauona.

{3} Reduction in 3ssets for excluded
liatalities.

{4) Parmership interesiz owned by a
corporation.

(5) Anti-aveidance rule.

{d] Determining the debt and equity of a
non-doliar functional currency QBU.

§ 1.162{j}+ Interest not subject to tax.

{3} [n general.

(b} Partially exempt interest, :

(¢} Date for determining whether interest is
subject to U.S. tax.

(d} Certain witerest paid to special entities.

[1) Controlled Ioreign corporations.

{2} Passive foreign iavestment companies.

[3) Foreign persoua! holding companies.

(4] Producer’y loan interes! paid to s DISC
§116830}~5 Affiliated group rules

(8] Certain related corporaticns treated as
one taxpeyer.

{1] Scope.

[2) Affiliated corpomtiony.

(3] Cestuin unaffiliated corporations.

{4) Tte-breaker rules.

{t} Operative rules for consolidated groups.

1] o general

(2} tems determined on s corsclidated
basis.

{2) Exeanpt relsled person intervs) expense.

(3] Deferred inlercompeny gan.

(5} Carrylorwards 1o current taxable year,

(8} Membera leaviag the group.

{7) Exampies.

{c} Operetive rules for other groups.

{1) In geneml.

(2} Determunation and sllocetion of group
lema.

13] Examples.

(d} Oebt-equity rutiv of reiatad
COrporalions Ueated s one laxpayer.

(t} in generul .

12) Adjustments @ group members’ debL

{3] Adjustments to grocp membery’ asaets.

(k] Election 10 use fixed stock wnte-T
method for certain slock scquntions.

(4 in general.

12) Post-acquisition adjustments 1o spedal
bases,

(1) Electon out of {ixed slock wnite-oil
method. ’

(4] Method for malking eiectioon

{5) Defizitlons.

18] Inclusion of tacget debt notwithstanding
use of fixed stock wnite-of method

§ L1aYj}~8 Limutation on corryforward of
tax gitnbutey.

{a) Disallowed interest expensa
carryfocward.

(1) AfSilsted groupa

{2} Seclion 3 (s} Ceocachona

(3] Sechon 342 end SRLY.

{4] Extmpie.

(b Excess fimutaton carryiorward,

{1) Affiliated groups.

(2} Secuon 381{a} wanvacdons.

13) Anu-avoidance rules.

(et Aflliaton and nen-aifiliation years.
(1) In general

{2] Predecessors and successory.

(3) Formation of atfifiated groups,

{d} Anri-duplication rule.

§ L1637 Reladionship to other zrovisians
offecting the deductbility of inzerest,

{a) Paid ar accrued.

{b} Coordinaton of section 183(j) and
cerfain other provasions.

{1) Disallowed interest provisions.

(2) Deferred interest provisigna.

{3} At nak rules snd passive activity loss
piovisions.

[4} Capitalized interest expense.

{3] Reductions under section J46A.

[c) Examples.

§ 118368 Applicotion of section 18341
certain foreiga corparations.

{a} Scape.

(b) Disatlowed interest expense.

{¢) Defirubans.

{1) [n generul

{2] Net interest sxnenye,

{3] Adjusted taxable income.

[4) Excess inlerest expense,

(5} Excess imitagon.

{d) Determination of interest paid to a
related person.

{e} Debt-equity ratio.

{f} Example.

[g) Coordination with branch profits tax.

{1) EBect on effecuvely connecied earrungs
end profits,

{2] Effect oa US pet equity.

(3) Exargpie.

§ L1839 Cuaroniees ond back-to-back
loans. [Reserved]

§ 1LI&3]-1@  Effectve dates.

{a] In general.

|b) Excepbons.

{1] Interest paid on certain fixed-term
obligations outstanding en Jujy 10, 1984.

{2} Demand loans

(¢) Carrylorward of excess fimitation from
pre-effecuve date taxeble yenrs to post-
effective date \axable years.

[(d) Examples.

§ 1.163([=1 Umitation on deduction lor
cortain inferest pald or sccrued by 8
CAHrporestion (0 Meisied persona.

(2] In general-—{1} Deduction for
exempt related person interest expense
disallowed. Except as provided ip this
section, bo deducton shall be allowed
{or exempt reialed person intereat
expenye [as defined in § 1.183[j}-2(a})
paid or accrued during the taxable year
directly or indirectly by—

li} A domestic corporation {other than
sn 5 corpotation as defined in sectiva
i)81), or

{ii} Under tha special rulss described
in § 1.183(j}-8, & foreign corporation
wilh income, gain, or loss that is
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eilectively connmected {or treated as
eflectively connected) with the conduct
of a trade or business in the United
Clates,

{o; Lim. tation on disgllowance of
deduction. The amount of exempt
related person interest expense
disallowed as » deduyclion in any
taxabie year (described hereafter as the
year's “disallowed interest expense”]
shall not exceed the payor corporation's
excess interest expense (as defined in
§ 1.163{j)}~-2(b}) for that vear.

{3) Discllowed interest expense
corryfornurd Disallowed interest
expense shall be carnied forward 1o the
succeeding taxable year {bereafter, a
“disallowed interest expesnse
carryforward”). A deduction for
disallowed interest expense
carryforward may be allowsd as
provided in paragraph (¢) of this section.

[b) Debt-equity ratio safe harbor test.
Ng deduction shall be disallowed under
paragraph (a} of this section for exempt
rejated person interest expense paid or
accrued 1n aoy lexable year in which
the payor corporation’s debt-equity ratio
{determined as provicded m § 1.163(j}~3}
is less than oz equal to 1510 1 oa the
last day of the laxable year,

fc) Tracement of disaliowed interest
expense carryforward—{1) la general.
A deduction for disallowed interest

expense camryforward is allowed in a
carryforward year U and 1o the extent
inat there is excess hmitation (as
defined 1n § 1363[j}-2(<)} {or such year.
Any disellowed interest expense
carryforward not so deductible ahall be
Cas.acd forward to the succeeding
taxavle year.

(2} Effect of debt-equity safe harbor.
The debt-equily ratio in a camryforward
year s not relevant in delermining
whether disallawed interest expense
carryiorward is deductible in such year.
Ra:nher disallowed interes! expense
carmyforward is deductible galy o the
exient of the excess limstation for such
vear,

(d) Cemryfarvard of excess limitotion,
li a corporation has excess limatation {as
defired in § 1.183{j}~2(c)) for any
taxable year. the amount of sach excess
lumtaton, reduced by disallowed
interest expense carryforward 1o that
vear, shall be carried forwvard to each of
ihe three succeeding 1axable years. In
each of those years. such carryforward
shall reduce. and be reduced by, the
amount. if any, of the corporation’s
excess interest expense for soch year
computed without regard to the
cerryforward, The excess limitation
carryforward shall reduce, and be
reduced by, excess interest expense ina
carryforward year without regard to

woether the corporation pays or accrues

any exempt related person interest
expense in thal year, gr whether the
corporation satisfies the debt-equity
ratio safe harbor test described in
paragrapb {b) of this section for that
year. if 3 corporation has camryforwards
from more than one taxable year, such
carryforwards shall reduce, and be
reduced by, excess interest expense in
the order in which they arose. For
purposes of all the reductions described
in this paragraph excess limitation,
excess limitation carryfarward, snd
excess mierest expense shall not be
reduced belaw zero. For rules regarding
the effect of an adjusted taxable loss
with respect to excesy limitation
carrylorward, see § 1.163{j)-21N{4){ii)

(e] Effect on ecrnings and profits. The
disaliowance and caryforward of a
deducticn for interest expense under
this section shall not a¥ect whether or
when such interest expense reduces
earmnings and profim of the payor
corporation.

() Anti-ovoidcnce rule.
Arrangements, jncluding the use of
partmerships of trusts. entered into with
a principal purpose of avoiding the rules
of saction 153(j} and these regulations
shail be disregarded ot recharacterized
to the extent necessary 1o carry cut e
purpoyes of secion 183j).

(g) Examples. The fotlowing examples
illustrate the roles of this secion,

Example I (i) A a domesue corparation. i
& wholly owned subsidiary of ¥, a loreign
corporation. During s 1axable year ending
Cecember 31, 1890, A hes adjusied laxable
income of $100, which mclades 520 of icterest
income, and 590 of intzrest expense, of which
560 18 purd or ocrued to F. The balance of
the wnierest expense 1s pard lo wuelaled
persons. Laterest pawd to F by A 10 oot subject
ta (1.5, lax due to v lax eaty. A does oot
satisfy the debt-equity ratio vafe herbar test
1 1990, and has no excess limitation cartied
forward to that yesr,

(ii) A's excess interest expense for 1990 is
S20. which 1# the diffcrence berween 1ty oet
interest expense wod 50 peroemi of s
adjustied laxable wncome (550 — 250 = $20).
Since for 1990, Lhe amount of A’y exempt
retated person interest sipense [360)
greeier than its excess iCiercst expense {$20}
s deduction Tor 330 of A's exerrpt related
perscn mierext expense is disaliowed under
paregraph {a) of thus section A's 1990
disallorwad ipLeresl expense 10 cumied
forwacd to A's succeeding xadle your.

Ecampie 7 (i} The facts are Lhe same et in
patagruph fi) of Example 1 [n 1991 A bas
5120 of adjusted axable income. net interest
expense of 530, nad $217 of divallowed interest
expense carmned forward From 1990 Al of A’y
wnierest expenie for 1997 i paid to anrelated
persocn A doca oot sutisfy the debteyuity
ratio safe harbor test o 19,

(i1} A hat excess himurtos [ defwsed m
§ 1.163(}-2 [c]] of 510 {560 |50% of sdpasied
laxabde icome) — 550 (nel tnterea] expensei}
n 1991, in 1991, A may deduct the inderest

expenye prid or acoved I St yewr 1o
urselated persons. plus 310 of drsaliowed -~
interest expenge carryiorward from 1990, The
balance of A's disallowed inierest expeanae
carmyforward fros 1990 {($10] 14 caumed
lorward Lo A'e 1992 xable year,

Example 31i) The facts ace the same a5 in
paragraph (i] of Example 2. ln 1992 A
satisfiew the debl-equity rado sale hachor
1ea1, has adjuated Taxable income of 3110,
and At interest expense of $100. All A%
interest expense for 1992 & pavd or socrued 1o

(i) 12 1992 A has excess limilation of §5
[$105 [30% of adjusted taxable income) ~
L1} [ne! inlerest expeme)). Appiyiag the
principles of paragraph [c}of this sechon, A's
510 of disallowed witerest expense
carrylorward from 1991 (see Exampie 2
paragraph {ii)} is ollowed in 1992 oniv 10 Ge
exten! of the 55 of excess limitation for \hat
year. The remzimng 55 of Cisallowed irlerest
expense carrned forward from 1991 is cartied
forward to A's 1993 1axabie vesr.

Exampie #3} The fucty are tbe same as in
paragrapa (i) of Example 3. In 1993, A
salsiies the debl-2qu:ly rabo saie barbor
lest, bas adjusted taxablie income of 5100,
and harx net inleresi experee of 573, o0 of
which 1s paid ar acerued 1o F.

[} A’ exceas interest expense [or 1797 is
825 (875 {A's et mierest experye =550 {50%
of its adjusted taxable incomeil. Applying the
prinoples of paregraphs (a] and {b) of this
seclion, secuon 1634)] does aol disallow &
deducuon 1o 1993 Jor acy of A’y excess
interest expease that is sxemp! related
person interest expense. Under paragraph c)
of this section. A's 35 of disaliowed interest
expense car-rforward from 1997 (see
Exazrple 3, paragreph {ii)} is not deducrible in
1993, and is camied forwerd 1o A’ 1994
taxable year,

{h) Cross-referances. Far ndes
regarding afTiliated groups for puposes
of section 163(j). see § 1.183(})-5. For
rules limiting the deductibiiity of
disallowed jnlerest expense
camyforwvard and resuiching the use of
excess limitatiop carnied forward to
taxable years after the occurresnce of
cerlain corporale Uoasacuons see
§ 1.183j)6

§ 1.963(-2 Oefirittons.

{3) Exempl reiaied person inigresi
expense, The term “exempl reiated
persof interest expense” means wlerest
expense that is {or is treated as) paid or
accrued by b corporauon desanbed
§ 1.163{}~1 (a) to a related person
{within the meaning of paragraps [g) of
1his section} if no tax is imposed with
respect to such interes! under rules
provided in § 1.163(j}4.

(b} Excesy [nterest expense. The term
“excess inleres! expense” means the
excess, :f any, of a corporation’s net
interes! expense (as defined in
paragraph (d] of this section] over the
sum of 50 percent of its adjusted axable
incaroe (as delined in paragraph i) of
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thia section) plus any excess limitatien
carnind forward to the taxable year
[ander the rules of § 1.162{j}~1(d}). See
maragraph (O{41{il] of this section for
rules regarding the effect of an adyusted
taxable loss on the cu-nputation of
excess interesl expense.

() Excess limiiation. The lerm
“excess imitation™ meany the excess. if
any, of 30 percent of & corporation’s
adjusted taxable income {as defined in
paragraph {7} of this section) over its net
iaterest expense (as defined in
paragraph (d} of this section). {d} Net
aterest expense, The term “net interest
expense” means the excess, if any. of
the amount 5f interest expense paid or
accrued {directly or indirectly] by a
corporation during the taxabie year over
the amount of interest includible
|directly or indirectly) in ita gross
‘ncome for such yeal.

(d) et Interest expense. The term
“aetinterest expense meany the excess,
if any. of the amount of interest expense
paid or accrued (directly or indirectly)
by a corparation dunng the taxable year
over the amount of interest mcludible
(direcdy or ndirectly} in 1ts gross
income {or such year.

{e} (nterest tncome and expense—{1)
[n neneral Interest income shall
sererally be determuned under section
61 and shall include orginal issue
discount as provided in sections 1272
through 1275 {adjusted. under section
1272{a)7) for any acquisition premium
pud by a subsequent holder),
scqusition discount as provided in
secuqny 1281 through 1283, and amounts
that are treated as ongunal issue
discount cnder r2ction 1288 (pertaining
1y stnipped hondsy. In'eree’ expense
snali generally be deteruuned under
seciion 163(a] and shall inciude onginal
:3sue discgunt as provided o section
153le). Interest expense for a2 taxable
vear does nut lake into account any
disailowed interest expense camed
‘orward to that year under the rules of
§ 1.183{)}-1. Interes! income or expense
with respect to a debt instrument
zenominated 1n a nonfuncrional
currency [oc the paymenlts of which are
celermened with reference 10 a
sonfunctional currency) shall be
deterrmined in accordance with section
588 and the regulations thereunder. For
~zles regarding the relationship of
seciion 183()) to other Code provisions
under which a deduction {or intnrest
expense may be disallowed or deferred,
sce § L1837,

{2) Treatment of bond premium cnd
marhet discouni—{1) Bond Premium. in
the case aof any bond with respect 1o
which an election made under section
17{c) is in efTect, amortizable bond
premium (as defined in section 171{b)}
shall ceduce interest income. Bond
presaum ncluded in income by the

issuer undes the principles of § 1.61-12
{or the successor provision theteor) shall
reduce (nterest expense,

(1) Morket discount. Gain treated as
ordinary income on the disposttion of a
market discount bond under section
1276(a) shail be treated 2 interest
income.

{3} interest equivclents. (Reserved]

(4} Interest income of partnerships.
Interest paid or accrued to a partnership
shall be treated under section 163(j} and
these regulations {other than paragraph
{g) of this section) as paid or accrued to
the parmers of the partnership in
proportion to each pariner's distributive
share [as defined in section 704} of the
partnership’s interest income for the
taxable year.

(3} Interest expense of parinerships.
[nterest expense paid or accrued by a
partnecship and the tax exempl interest
expense of a partnerstup (within the
meaning of § 1.163{j)3) shall be treated
for all purposes under section 163{j) and
these regulations as paid or accrued by
the partners of the parwnership w
proportion to each partner’s distributive
share {as defined in section 704} of the
parinership’s interest expense and tax
exempt interest expense, respectively,
for the taxable year. Thus. a carporation
which is a partner in a partership shall
be reated as paying or accruing s
share of the partnership’s interest
expense. and is treated as the payor of
such interest expense,

(5} Certoin substitute payments—{i) In
general. If pursuant to an agreement
meeting the requirernents of section 1058
(b), thers is a transfer of securities {as
defined in section 1238{c]) between
related persons {within the meaning of
paragrapn (g} of this section), payments
described in section 1038(b)(2) with
respect to such transferred secunties
["substitute payments™] shueil be treated
as interest expense for purposes of
section 183(j] and these reguletions.

{ii) Effective date. This paragraph
[e}(8} shall be effective with reapect to
substityte payments pa:d or saccrued
after July 18. 1991,

{{] Adiusted taxable rtacome—{1) In
genergl. The Lerm “adjusted raxable
income” means a corporation’s taxable
income [or the taxable year. computed
without regard 1o any carryforwards or
disatlowances under section 183(j). and
determined with the modifications
described in paragraphs ((2) and (N(3)
of this section. A corporation’s adjusted
taxable income may be 2 negative
amount (ie. an adjusted taxable ioss).
See paragraph [[){4) of this section for
rules regarding the effect of an adjusted
taxable loss.

(21 Additions. The following amounts
shall be added o & corporation’s

tax .le ncome 1o determune 1ty sdjusted
la 10

(i) The net interest expense {ay
defined in paragraph (d) of this section)

—-for the taxable year

{1i) The net opetating loss deduction
under section 172

(ifi) Deductions for depreciation ynder
sections 167 and 164:

{iv] Deductionas for the amortization of
intangibles and other amortized
expenditures [e.g., start-up expenditures
under section 195 and organizational
expenditures under section 243);

{v] Deductions ot depletion under
seclion 9811;

(vi) Carryovers of excess chantable
contntbutions (within the meaning of
section 170 {d)(2)). to the extent
allowabie a5 a deduction in the 1axable
year

(vii) The increase. if any, between the
end of the preceding year and the end of
the current year in accounts payable
(other than interest payable) that are
inciuded in the computation of taxahle
incorne;

(viii) The decrease, if any, belween
the end of the preceding taxable year
and the end of the current taxable year
in accounts receivable {other than
interest receivablel that are included in
the computation of laxable income;

(ix) [nterest which is excluded Fom
gross income under section 103:

{x) The dividends received deduction
as provided under section 213 (other
than deductions under section 243
{a)(3))

[xi} The increase. if any. in the LIFQ
recapture amount {as defined in section
312(n}{3)(B]} berween the end of the
preceding taxable year and the end of
the current taxable year: and

(xii} Any deduction in the taxable
year for capital loss carrybacks or
carrvovers.

{3] Subtractions. The following
amounts shall be subtracted from
laxable income 1o deternmuine udjusted
taxable income:

{i) With respect to the sale ur
disposition of property (including a saie
or disposition of nroperty by a
parmership), any depreciauion,
amoruzation or depletion deductions
which were allowed or allowable for the
taxpayer's taxable yeary beginning after
July 10, 1988, with respect to such
praperty:

(1) With respect to the sale or
disposition of stock of a member of a
consclidated group that includes the
selling corpotation. an amount equal lo
the investment adjusiments (as defined
under §§ 1.1502-32 and 1.1502-22T) with
respect to such slock that are
attnbutable to deductions described in
patagraph (M{3)(i} of this sectionc

{iti} With crespect to the sale or other
disposition of an interestin »
parmnership, #n amount equal to the
taxpayer’s disthbutive share of
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geduclions described in paregraph
(T3] of this section with respectta
property held by the partmership at the’
ume of such sale or other disposition:

{iv} The decrease, if any, between the
end of the preceding laxable yesr and
the end oi the casrent taxable year in
accounts payabie {oiher thaa unteresl
payable) which are wcluded in the
computation of the corporation’s laxable
incorne;

[v) The increase. if any, belween the
ead of the preceding tangble yeac and
the ecd of the cwrent taxable year in
accounts receivable [other than interest
receivable) which are incluoded in the
computation of the corporation’s taxable
neome;

{vi) Amounts that wouid be deductibis
but for section 255 {regarding expenses
and interest re‘ating to tax-exempt
income) or 279 {regarding interest on
indeStederss incurred by a corporation
12 achuire stack or assots of another
corporation):

{vii}) The amount ol any chantable
coninbution [as celined 1o section
170[c)} mede during the 1axable year
that exceeds the emount deducuble in
that year by reason of secuon 170{bj{2%

fviiil The decrease. if any, wn the LIFQ
recapture amount {as defined wn section
312 {ni(4){B]) beuween the end af the
~recediag taxable year and the end of
:X2 cwrrent laxable vear; and

(ix} The arsount of aoy net capital loss
(2s defined in secton 1222{10)) ior the
taxajie year,

) Effect of odjusted texobfe loss—i{i)
Jegenercl \f a payor corperauwa has an
3ciusted taxable loss for the taxatle
»2ar, then its adjusted taxable income
ssall be trealed as zero.

Ji) SYect onm excess liruiction
rrwForverd. The amount of an
12iustad taxable 'oss reduces evcess
~mitaticn carnferward for the purpose
2 determuning whether there is excess
= erest expense Tor a laxable year.

L) Adiusied toxable loss pot corried
Tverd. An adiveted taxable toss in one
zxable year shall not affect the
teizmmimat.onof A co-poration’s
izvasted taaadle tncome for any clher
“avabie vear

1) Reloied personts-——{\1 In general,
"oz term “related petson” means any
sersan who s related o the taxpaver
wun the mean:ing of sections 267(b) or
TUTEH1) For wis purpose. the
Zeastrocuve ownership and annbution
~u.es of sechon 267(c) shall appiv.

2} Anu-chuse ruie. In delermuuny
wheiner persons are related. the
sLOstance. rather Lhan the form of
swrership 3 conTolling. Thus. for
sxample, the pnoaples of § 1.957--1
.21(2) sball apply 10 determine whether
an siTangement (o shift lormal veang

power ot formal ormership of shares
away from any pervon for the purpose of
aveiding the apphcaton of section 163
(i) snall be given eflect

{3} wWhen relcted person states is
tested Whether & persos is related to 2
payor corporation under section 163(j) 13
determined with respect 1o aa item of
inlerest expense when soch ipterest
expense sccrues. For this purpose
{notwithstanding the rules in § 1.163(j}~
7). interest expense [including amounts
treated as interest under this section]
shall be treated as accruing daily under
principles similar to section 1272{a).
Also for this purpose, iaterest described
in paragraph (e){5] of Uus sectioa shall
be weated as accrued by @ partner ay it
is accrued, under the principles of the
preceding sentence, by the partnership,
Clanges in the reletionship between the
pavar corporation and the payee alter
gn iler of inlerest expense accrues shail
not be taken into account

[1) Special rule for certain
parnerships—(i) Less than 10 cercent of
partnership held by tax exempt persons.
Any inlerest expense paid or accrued o
a partnesskip dicecly or indirecily by a
peyor corporation thal [without regard
to this paragraph [g)(4)) is related 1o the
partnership within the meaning of this
paragraph (g) shall not be reated as
paid or accrued 10 a related person if
less then 10 percent of the capital and
profils interests in such pactnership are
held by persons with respect to wham
no 12x is inposed on such interest by
subtitle A of the Internai Revenue Code
uwader rules provided ia § 1.153[j)—=.
Hawevesr, the praceding sentence shall
not apply to lreat as interest paid 1o an
unrelated person any interest that
(vnder cwles described in this seclion) is
includible in the gross income of a
purtser in such a paripership who is
itse!f a related person with respect to
the pavor of such inleresl.

(1) Reduction of lox by treaty. U a
treaty between the United States and a
joreign country reduces the rate of tax
imposed by cubtitle A of the Codeon a
paniner's distnbutive snare of any
wnlerest paid or accrued to a pariership,
cuch partner’s tnicrest in the partnership
sha'l, foe purposes of § 11835 )-Z{g}(9)(1)
be treated as held in part by a taxable
person and in part by a 1ax exempt
person in accordance with the rules
descnibed wnn § 1.163(j; (b}

I5) Exomples. The prinaples of this
paragraph [g) are illustrated by the
following exampies.

L.ompie 1. {;] Flty-one percent of the lozai
combined voung power and value of
domestic corporalion A is owned by &
domestic 1ax -exempt corporation, D1 the
remainder is owned by forsign corporatiem
F1 Fiis organized ender the lawe of comntey

2. Under o US. tax treaty wath counire 2.
intereat paid by A 1o Flis exempt from U S,
lax under the ruies of § 1963 (J}—.

fii} Under these facis. D1 s related to A
urder section 267TbX3} {because D1 and A
are members of the same controfled group of
corporations, 83 defined in vection 267(f)).
and imerest pasments mede by A 10 DY are
exempt redaced prrson intersst expense. &
deduclion for which may be dissliowed under
sacton 1634}, FY i3 not related to A within
the meaning of sections 257(6) or 27 b1
Deductions for interest pard by A o FY a2
not subject to disallowance under sechion
183(3).

Exampie 2 (i} The facts are the seme 28 in
paragraph {7} of Example 1. except that D!
and FI ench own 50 percent of the voue 2nd
value of X3 stock,

[u} Unjess the substance ol DU's acd F1's
vwnershiy differs from i Form. so that
parngraph {342) of this sechob {regarding
sbusive ownership stacteoes) applics. none
cf e interentipad by Aw Dl or M ts
subject to disallowance under section 1530}

Execmpole 3. (i1 A, s damestic corparation
wnose 1axable vear w the calendar voar, is w
whaolly owned subsidiary of 7. a Joreten
carporaiica. A s g pariner. with 2 ons-ihisd
share in Lhe capiial and profils inicresis of PP,
a domesde parthership whose taxzbie vearis
the calendar yesr. Duning its taxabie yrar
ending December 31, 1790, and taking invo
gccounl s wteresi m P. A has sdiusted
taxanie income of S126.67. A'y directiv
incurted inicrest inooare and cxpense fur the
taxsbie year are 527 and 530 GJ tbe 540 of
niorest expense, $60 19 paud or accrued 10 7L

[ii} P'r inreres! Lacome and biieres axoense
Tor the taxable yesr of the pastnership ending
December 31, 1990, are 520 and 530,
respectively. A'r share of these amourts
{deterruned under rules descnbed in
§ 1.163())~7] ace 867 and 51567,
respecuvely. Cf P's S50 wslesest expense for
the taxeble yeur, $30 15 pa:d vr sesrued 19 F.
and the balanoe 15 pud or socred io persom
unrelaied Lo A or 1o any of the ozher parnees
ol P.

{iii} bucrest puid or treaied a5 2a0d 10 F by
A s niot subpect to US tan due ta 2 vax
wreaty. Taldng into accomt A's invasiment (n
the parinership [urdes ruies dosenbed ia
§ 11903 {j}=3]. A docs not seisTy the sishil.
cquity ratio sale harbor restin 1590

hiz) Under § 11630 5~14a1 aud paragraphs
() {3} avd (5] of thiy seCUOW 10 *12 Laneble
yeat ending Decemoer 31, 1930, A o required
10 ta ke wlo accounl Uie inlerest indume snd
intersa expense i doecuy :nsury plug s
share of Fy interest income and 1meresl
expenre Thus A's interesl incope for 1990 i3
528.57, and ity inlersst exponye 3 ST 67 Al
rICEYL InteTest expenye for 1990 s L1567,
which is the difference between itx nel
inierest expease (SINAL7 (inleres| expense)

- 82662 [inrerest moome) = $50) and 50
percent of i ad;usied taxsoie woome
{[S126.67 x 308 = 56333}

{v} Far 1990 usder the rule descobed i
paragraph [e){3) of this secuon the amount of
A’s exempl related person interest expense iy
$66.67 (SO0 + SOBT = SO8071. Soce tiat
smount (8 grewter than ity excoyy micret
expenss [$10.87), section 163 ({1 dimliows a
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deducuon for 318.57 of A’y inlerest expense
for the taxable year. That divaliowed interest
expense uy catmied fooward to A's 1991
taxable year.

Excmple 4.{i] X, a domestic corporation, is
wholly owned by Y. o parmerstup. A teaty
between Lhe Unied States and foreign
country U reduces the rate of {ax on intecest
paid tg residenty of country U (ram 30 percent
{the applicable rate for related peraon
interest under sections BTl and 28681 in the
shsence of a eaty) to 15 percent Niaeteen
percent of the capital and profits interests of
parmership Y are held by Z, a counuy U
corporation entitled ta claum the reduced
[treaty) rate of tax on writerestncome;: the
balance is held by unrelated persons not
exempt from U5, tex on thew distnbutive
shars of interest paid by the corporation te
the partnersup.

(it Uader paragrazh (][ 4) of this section,
less thaa ten percent {19 percent divided by
two {30/15)) of Y's capital and profits
interesis mee Teated as held by persons who
are tax exempt Accordingly, 21l interest paid
to partnership Y by corporancn Xas treated
os pad to an wrela‘ed person

§ L1683 Compuiation of debt-equity
Tatha.

{a) fn gereral. For purposes of section
153(j}, the term “debt-equity ratio”
meany the ratio that the debt of the
ccrporalion bears to the equity of the
ccporation. For rules defirung debt and
ecuity, see paragrapns (b] and (c] of this
secnion. For rules regarding the -
cormuputaton of the debt and equity of an
aifiliated group or a foreign corporaticn.
see §§ 1.163(j}-5 or 1.163{j}-8.
respeciively.

{b) Debt—{1) {n general The debtof &
cerporation means ity liabihines
cetermined according to generally
agplicable 1ax princ:ples. Thus, the
amount laken into account on the issue
date wath respect to a debt instrument
waich 13 not tssued at a discount or a
peemium snall be the issue pnce, The
amount taken into sccount with respect
1o any debt with onginal i1ssue discount
snall be 1ts issue pnce pius the portion
el the oniginal :3sus discount previgusly
azcrued as determuaed under the rules
¢! section 1272 (determined without
rezard to sechion 12720a)(7) or (b){4}). In
acdition. with respect 10 Lhe lssuer,
wramortized bond premium shall be
treated a3 debr.

(2] Exclusions. Shorl-term liabililies
as defined in pacragraph (b}(2}(1) of this
section and cormmercial financing
Labilities a8 defined «n paragraph
ERU2G6IY of thus section shall be
excluded rom characlerization as debt.

{i}) Shor-term fighelities. The term
“snert-term liabilities” means accrued
operaling expenses, accrusd taxes
payable, and any account payable for
the first 90 days of is existence .
provided that no unleresi s accrued with

respect to any portion of such 90 day
peaiod.

{ii} Commaerciol financing lichilities.
The term “corumercial financing
liabilities” means any liability 1f jt—

(A} I8 incurred by the obligor under a
commercial financing agreement (such
as an automobile “floorplan” agreement)
to buy an item of inventory;

(B)-1s secured by the item;

(C} 13 due on or before sale of the
item: and

(D] if entered into between related
parties, has terms that are comparable
ta the terms of such financing
agreements between unrelated parties in
the same {or a similar) industry.

{31 Liabilities of a partnershp. in
determining the debt of a corporation
that owns an interest in a partnership
(directly or indirectly through one or
more nass-through entities), liabilities of
the partnership shall be treated as
liabilities incurred directly by sach
pariner in the same manner and
proportions that the liabilities of the
partnership are Weated as shared by its
partners under section 752

(9) Anti~roflover rufe. Decreases ina
corgoration’'s aggregate debt during the
last 90 days of ity taxable year shall be
disregarded ta the extent that the
corporation’s aggregate debt is
increased during the first 90 days of the
suceeeding taxable year.

{e] Equity—{1] In general. Equity
means the sum of money and the
adjusted basis of all other assets of the
-nrporation reduced (but not below
zeto, by e taxpayer's debt (as defined
in paragraph (b} of this section).
Whether an item constituies an assel
shall be determined according to
generally applicable 1ax pninciples,

{2) Trectment of stock of certain
nonincludible corporations. Under the
general rule of pacagraph (c}(1) of this
section. assets include the adjusied
basis of stock of any corporation which
is not an lncludible corporation [as
defined under section 1504{b]}. The
adjusted bans of slock held in a
corporation which is not an :acludible
corporalion shall be further adjusted
under principles sumilar to those in
section B84{e)(4) if the taxpayer [or the
members of an aifiliated group of which
the taxpayer is 8 member) gwns stock in
the corporation sselisfying the
requirements of sectian 86<4(2])[4)(B{iil.
Cl §1.861-12T{c)(2).

(3] Reduction m assets for axcluded
fiebilities. The amount ¢f a laxpayet’s
equily under paragraph {¢} [1} and (2} of
this section shall be reduced [but not
below zerol by an amount equal to the
amount of liabilities excluded under
paragraph [b)(2) of thus section.

(4] Portnership interests owned b ¥ a
corporgtion. In determining the assety of

~ a corporation that owns an interest in

partnership, the corporation shall trea;
as an asset the adjusted basiy of its
parmership interest.

(5) Anti-avoidence rules—{i} in
geaercl. An asselof the taxpayer shalt
be disregarded in computing the
taxpayer's debt-equity ralig if the
principal purpose for acquiring the asset
was (o reduce the taxpaver's debt-equuty
ratio,

(i) Anti-stuffing rufe. In determining a
corparation’s equily, any transfer of
assets made by a related person to the
corporation during the last 90 days of its
taxable year shall be disregarded ‘o the
exient that there is a transiec of the
same or simifar asseis by the
corporation 1o a related person during
the first 90 days of the corporation’s
succeeding taxable year. However. this
tule shall not apply to the exient that
there is full consideration for a transior
in money or property {as tha! ter is
defined in section J17(a)).

(d) Determining the debt and equity of
a non-dollar functional currency Q8U.
In determining the dollar value af
liabilities snd assets on the boaks of 3
qualified business unit that has a
functional cumrency other than the
dellar, such liabilities snd assets shall
be translated al the spot rate on the last
day of the taxable year.

§ LISI(4  Interest not subject to tax,

{a) In general. Intetest paid ar accrved
by & corporation under the rules of
¥ 1.1683(j)}~ i1 not subject 1o tax for
purpeses of section 163(j} if no U.S. tax
is imposed with respect 10 such interes:
under subtitle A of the [ntermal Reve.ue
Code [de(ermined without regard io net
operating losses or net operating foss
cartyavers). taking inlo account any
applicable 1reaty obiigation of the
United Siates. For this purpose. whether
interest paid or accrued to a partnership
is subject to tax is determuned at the
partner level

(b} Particily exemgt ianterest. Inleres
that iy subject to & reduced rate of tax
under any weaty obligation of the
Uruted States applicable to Lhe recipient
shail be treated as in part subject to the
statutory tax rate under sections 871 ot
881 and in part not subject to tax, based
on the proportion that the rate of tax
under the treaty bears 1o the statutory
tax rate. Thus, {or purposes of section
183(3), if the Matulory tax rate is 30
percent. and pursuant o a treaty U.S.
tax {3 instead limited to & rate of 10
percent Iwo-thicds of such interest shall
te considered interest not yubject to tax.
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(c} Daze for determining whether
interest s subject o US. tax. The
determination of whether inlerest is
subject to U.S. tax is mace ou the date
the ioterest is received or accrued by the
payee. whichever ia relevant under
rormally epplicable U.S. tax principles
fot purposes of delesmining the tax, if
any, on the payee,

[d) Certoin inierest paid o special
entities—41} Controlled foreign
corparations—{i) In generol. Interest
that is paid or aceryed to a foreygn
corporation described in section 957(a)
{a “controlled foreign corporation”) and
that is not otherwise subject 1o lax
under paragraph {a] of this section chall
be deemed subject to tax to the extent
that such interest ia included in the
{oreign corporalion s nel foreign
personal holding company income under
§ 1.954=1T7c} and results in an inclusion
in the gross income of a United States
sharchalder under section 951]a){1 A
{or would have been inciuded in a
United Staies shareholder’s gross
mcome but for an election under
§ 1.95~1T1d)).

{1i] £ffect of section OS5I INA)
{ecrnings and profresj fimitation. Far
purposes of paragrapn {d}(1) of this
section. if 4 controlied foreign
corporation’s subpart F income for the
laxable yearis limited under section
9352(c){1}{A). each category of subpant F
income descnbed in section 952{a), and,
within each such category, erach
componexl thereof, shall be treated as
reduced ratably.

[1i} Ne! joresgn perzonal holding
compeay mregme, To determine whether
an tiem of inierest income 13 inzluded in
a controiied foreign corporation’s net
{oreign personal hiolding company
.ncome {zr the taxabla year, the
wxpenses ailocable to such inlerest shall
me desmed o Dear the same ratia o the
wotal expenses allocable 1o the
controlled feregn comeration’s not
{oreign perscnal holdirg company
acome {determmined pursvanl to § 1.954~
1Ticl) 25 the amourt of such interest
Tears to ze controtled foreign
cirporat.on s gross foreign personal
=olding compary income {dzlermined
vader § 4 934-1TTal{2)0i)).

{ivl Re'cted person irterest. 1l related
pacson .vieresd s allocated 12 the tem
of imterest under the provisions of
§ 1.904-5{¢](2) and paragraph (d}{1](iii)
of this section, and if the United Staley
suarehoizer recerving such related
pErson inlerest is subrect 1o United
States tax, tnen, for purposes of
paragraph (d}(1)[1) of 1his section, such
ailoczble related person intecest shall be
deemed !0 be net foreign personal
toldirg cempany mcome that results in

an inclusion under section
951{a (1A :

(v] Section 78 amount. Any foreign
tixes that are allocable to 2n ttem of
inlerest income satiafying the
requirements of paragraph (d}{1}i) of
trs s2ction and thal are included ina
United Slates shareholder's income
under section 78 [or would have been -
included, bul for an election wider
§ 1.954-1T[d)} shall, for purposes of
paragraph [d)(1}{i) of thiy section, be
ceemed to be net foreign personal -
hoiding company income that resulty in
an inclusion under section
ost(aj{(1}{ Al

(2) Passive foreign investmernt
rampanies—{i) In gencral, Interest that
15 not otherwise subject to tax under
paragraph (a) of this section, and that is
raid or accrued Lo a passive foreipn
investneni company {as defined in
seclion 1296) thal is not a controlled
lareign corporation. and which a U.5,
person has elected under section 1295 1o
t-cat as a qualified electing fund
("QEFT), shall he treated an subject to
tax 1o the extent that such intereat is
sncluded in the QEF s ordinsry earmings
{2s d20ined in section 1293(c){1}) and
results in an inclusion in income of such
U.S. person under section 1293{a){)(A).

[ii} Ordinory parnings. In determining
whether an item of interes! income 18
included in the ordinary earnings of a
passive foreign investment company, the
i'em shall be reduced by deductions
allocable and apportionable 1o that item
under §$§ 1.861-8 through 1.861-14T.

(iii) Section 78 a.nount. Any {oreign
laxes that are allocable o un item of
inerest income satisfying the
requirements of paragraph (¢){2)(i) of
this section and that are included in a
U.S. person’s income under section 78
pursuant ta section 1293(f} shall, for
purposes of paragraph {d){2){i} of this
seclion, be deemed to be ordinary
earnings Lhat are included in the :ncame
of o U.5. person under secion
12930411 A)

{3} Foreign personal holding
compari2s—{i} in generol Interest that
15 20t ptherwise subject 1o 1ax under
parazraph [a) of this section. and thal is
paid or accrued 1o a foreign personal
tolding company (8s deflined in section
532) thal s nesther a passive foreign
investmen: company nor a controjled
fcreign corparatian, shall be wzated as
subject 10 tax (o the ¢xtent that such
interest isancluded in the compacy's
vadisinibuted foreign personal hatding
company income [as delined in section
558) and results in an inclusion in
income ol 2 U.S. person under section
£51{al

{ii) Undistabuted foreign personol
company income. In determining
whether an ilem of interest income is
included in the undistribuied foreign
personal helding company income of a
foreign persanal holding company, the
item shall be reduced by deductions
allocable and apportionable to that item
under §§ 1.861—8 through 1.881-14T.

{iii) Effect of disiribuiions. Any
amount that would be treated as subject
10 tax by virtue of this paragraph (d)(3}
but for s dividends paid deduction
under section 561 shall be treated
subject to tax.

{4} Producer's loon interest poid to a
D{ISC. Interest paid or accued with
respect to a DISC {as defined in section
992] that is treated as interest with
respect (o a producer’s {oan (as defired
in section 893(d]] is trealed as subject to
U.S.1ax if such inleres! is taxed (o the
sharehoiders of the DISC urder section
ges{b)[1)LA)-

§1.183(§% Affiliaied group rules

{a) Certain releted corporations
trected os one taxpayer—{1) Scope. This
section applies section 183{j) to certzin
related corporalions which are [or are
treated as) membery of an affiliatled
group and which ender section 183(j)
(6;(C) and {7} are LUeated a3 a single
tdxpayer. Paragraphs (a)Z) and [a)(3) of
this secticn describe the corporations
that are subject te such treatrnent. (For
purposes of section 163(j] and these
regulations, the rules in regulations
under sechion 1502 apply. but unless the
context ctherwise requises, the lerm
“member’ means a corperalion thatl is,
¢ is reated as, a member of an
aifiliaied group under this paragraph (a).
and the 1erm “group” refers collectively
to the member and the other
corgorations thal are so Ueated.)
Pacagraph a)(4) of this section provides
rules that treal a corporation 43 a
member of 8 single sffilieted group il the
sules of this paragraph (8] would
otherwise ceuse it 1o be treated as a
member of more than one aifiliated
group. Paragraph {b] of this section
provides rules regarding the
computation of items of income,
expanse, ard carryovers under section
153{j) for an affiliated group of
corporations i all of the members of
such group join in the filing of a single
consolidatad reiun for the taxable year
under saction 1501, Paragraph [c) of this
section provides rules for corporations
that are nat members of conselidaled
groups which are subject to the rules of
§ 1.163{j}~5(b]. Paragraph (d] ol this
section provides rules regarding the
computation of the debt-equity ratio lor
purposes of applying the debt-equity
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ra0 safe hacbor test descobed in

§ 1.162{j}-Ub). Pacagraph [#) of this
se¢lion provides rules rezarding the
treatment of, and an election pestaining
12, asyels of certain acquired
corcoranony.

{2) Affihated corporations. To the
2xtent provided 1n this section. all the
membders of an affiliated group [as
defined in section 1504(a}) of which a
corperation is @ member on the Jast day
of ity taxatle year snall be reated as
one taxpayer for purposes of section
153(j] and thus sectior, vathout regard to
whether such affiliated group files &
zensolidated return pursuarnt to section
1501,

(3] Cer:ain unaffilialed corperations—.

(i} /n generad, U at ieast 30 percant of the
total voting power and lotal value of the
stocex of an includibie corporation [as
delired in sectton 1504(b)) is owned,
diveciy orindurectly, by another
:actud:le corporation. the first
corporauen shall be reated as a
merDer of an affiliated group that
inciudes the other corpocation and its
aififiates. The atinibution rules of section
218 sasll apply for purposes of
determining widwect stock ownership
wnder this pacagraphb [a){2).

{u} Exampie. Toe principies of this
varagrapn {a}{3) are ilusirated by the
icllowing examgle.

Examole. X and Y are whoily owned
domestic seondianes of F. ¢ forean
corporauon. X and Y etz not members of an
atlilated yroup under secnon 1304{x) because
¥ 15 nolaself an includible corporauon under
seetion 1504(b){3). Howaver. under pacagraph
fal{3l of thie sectian. X and Y are reated as
members of an sMiisied groep, mince. under
secuon JIB{alIHCL X s resied as owning
ingirecty 100 percent of Y. and Y 12 eated
as owrhg wawrectly 100 percent of X

[3} Tie-breaker rufes, 1l the rules of
th:s paragraph {a) would treat s
corporaiion as a member of more than
cne 3{filiated group. then the principles
ol section 1383{b)(4}) and the regulations
thereunder shall determine the group of
wnich such corperalion ahsll be treated
4s 2 memDer.

{b) Operative rufes for cansolidated
2roups—1} In general. [ all of the
membecy of the affiliated group are
members of 3 single consolidated group
for the taxable year. the computations
required by seclion 183{j} and theae
cegulations {gther than the compulstion
ol the group’s debl-equity ratic under
paragraph {d} of thia section) shail be
made v accordance wath the rules of
this paragraph [b), See paregraph (cj of
tnry section for rules applicable 1o
atfiated groups not described tn the
preceding sentence.

{2} ltems determned on o -
corsolidated basis The compulalions

required by section 163(j) and these
regulations shall be de’ermined for the
SToLD oa a consolidated basis. For
exarnple, the group’s taxable income
shall be the consolidated taxable
inceme detersnined under § 1.1502-11
{without regard 1o any carryforwards or
disallowances under section 163(j]], and
the group’s net interest expense shall be
the excess, if any, of the group’s
aggregate inlerest expense gver the
Rroup’s aggregate interest incarne [as
provided in §§ 1.283(j}~2 [d} and (e}).
Simulacly, the group’s excess interest
expense shall be determuned by
rzfersnce to the group's net interest
expense, adjusted taxable income, and
excess Lmitation carryforwacd {as
determined under paragraph (b}5) of
this section). Excent 35 provided in
paragraphs [b) [5) and [6) of this section,
d:sailowed inleres) expense
carryforwards and excess Jimitauon
carryforwards. shall alsc be determined
ca a coasolidated basis.

[3) Exempt refated person interest
expense. In defermining the group's
exempt related person interest experse,
interest expense shall be teated 23 paid
or accrued to & related person {within
the meaning of § 1.163[1}-2{g}} if it would
be 30 treated if paid or accnzed to (he
same payee by any member of the
group.

{4) Deferred intercompany gain. For
vurposes of determiaing the adjusted
taxabie income of the group, the
following special rules shail apply—

(i} Any gain on & delemed
inteccompany transaction {incle ting any
gain descnbed in § 1L1502-14T{s)] that is
restored in accordasce with the rules
under §1 1.1502-13{d] or 1.1502~13T{1}
shall be subtracted fram the group’s
consolidaled taxable income.

{ii] I property is disposed of under
§ L1502-13 {ei{2) ot () or § 1.2502-
13T{m]}, any amount subtracied [rom Lhe
group’s consolidaled taxable income in
1 previgus taxable yeusr wilh respect to
such property under puragraph (bi{4j{i}
of this section shatl be added to the
group's consohidated taxable income.

fiil) Example. The panciples of this
paragraph {D}{4) are llusirated by the
(ollowing example. -

Example (i) On [wouary 1, 191, X &
member of an alfiliated group which files »
consolidated renum lor the calendar year.
purchases property for 5200 from an
untelated pecson. X deprociates the property
over & Syenr period Om Januery 1, 1998,
when Xp basis (o Usa property 1s S0 X sells
the propecty 10 Y, aaother member of the
Frovg, for $200, which 13 Uve propenty’s (v
markel vilus ot such Ume The raie s s
deferred ftercompany wsrsaction uader
§ 1.1532-13. and Xs gaun of 3200 s delerred
under § 110T-0Nc) In the hands ol Y the
property w once agsin gepeeciable over & 3

year period. The group claims a depreciation

deduction wilh respect 10 the propetty of $30

in 1998, which results in the restarstion of 549
0i X's deierred gain undsr § 13E02-13T{1) for
such yoar.

{u} A provided in paragraph (b} of
thus section, the group's taxacie acome foe
1958 is reduced by 540, the amount of
restored gajo under § 1.1502-13T{3§ with
respect to the transferred propenty. In
adduion, sy provided in & 1.162j-2((2)00i)
and paragraph {b)Z) of this section the
group’s taxable income for 1954 is ircreased
by 340, the arount of the group'a
depreciation deduction wilh rzapect 10 the
translesred property for such year,

(iii) Oa januasy 1, 1997, Y sells the nroperty
far 5200 ta an uorelaled person and
r=cogrizes gein of $10. Tha sale results in
restoration of $180 of gaio under § 1.1502-
13TIm| with respect ta the cactier 1ransfer of
propecty from X e Y. Thus. Ys sale resuits in
the group’'s 1997 consaiidated taxsbie income
increasing by 5200 priot ta any adjusimest
under section 163(;). Uoder § 1.1G30
U3}, the consaiidated (axasie wncogie 13
reduced by $230 to reflect previous
depreciation deductions with respect to such
property. In addition. as provided iz
paragrapn (bH{4}{ii) of this section. the
consolidated taxable income is increased by -
$40. the amount subiracted from the groug's
1956 consolidated taxable income by virtue of
the cestortioa of 540 of deferred gawa in that -
year.

(3} Corryforwards to curreat taxable
yeor. The group's disailowed interest
expense carry{orward or excess
limitation carryforwards to the current
taxable year shall be the relevant - -~
carryforsards from the group's prior
taxable years, plus any disallowed
interesl expense carrylorward or excess
limitation carryforwards from separate -
retwm years perrmitied to be used by the
group under the rujes of § 1.163(j}-8.

(6] Members leaving the group—ii)
Oisallowed intzrest expepse
caryfor~vard. A member leaving the
group shall carry forward to its separate
return years a portion of the group
disallowed intetest expense .

. carryforward determined as ol the end

of the last consolidated retum year.
during which the corporation was a
member of the group. Such poction shall
equal the amount of the group's
disaliowed intereal expenae |
carryforward multiplied by a fractioa.
the pumerstor of which is the aggregate
amount of exernpt reiated person
inierest expense paid or acerued by
such member during the period when it
was a member of the group, and the
denomuator of which 1s the aggregate
amount of exempt related person

~ interes!t expense pald or accrued by alt

members of the group. If a member bhas
pre-affillation disallowed interest

- expense carryforward upon entering tha .

groop. the amourd of such member’s
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disallowed interest expenae
carrylarward shall be treated as exempt
related person interest expense of both
the member and the group. Further, the
group’s disallowed interest expense
carryforward shal) be reduced by the
amount allocated 1o the member. If the
member leaves the group dunng the
consolidated return year, rules sirnilar 10
the rules of § 1.1502-21(b}(2] shail appiv.

{it) Excess limitation carsyforward. A
member leaving the group shall not
carry forward to iis separate retum
years any ponrtion of the group's excess
lirdtation carrylorward, and the group's
excess limitation carryforward shall not
be reduced by virtue of such member's
departure from the group. However, if
all the members of a consclidaled group
become members of another
conseolidated group. the acquired group's
rxcess hmitation carryforward shall
become excess limitation carryforward
of the corporation that was the common
parent of the acquired group. For
pusposes of determining the exten! to
which Lhus excess limitation
carryforward becomes excess limilalion
carryforward of the acquiring group
under naragraph [b){5) of this section,
see § 1.16301-8 (b].

17} Examples. The [ollowing examples
illustrate the principles of this paragraph
(k).

Zxomrpfe 1) X\ Y. and Z are domestic
corzourations that are members of 2 newly
formed conyohdated group descnbed in
puragraph (b] of this section. X owns 100
percent of the stock of ¥, and Y owna 80
Fercent of the siock of Z. F1, a foreign
corporation, owns 50 percent of the sinck of
X Anynterest pard or accrued by X Y, or 2
10 119 exempt under section 183§] because
itz exempl from U5, withholding 1ax under
3 yealy with F1 s country of residence. Such
intereal (including :nterest pad by Z) 16 uisn
pard or accrued (o a refated person within the
menning of §1153{1~2 1g) and paragraph [b)
(3] of this seziion,

{ul For 1991, the group’s first 1axable veer.
X. ¥.urd Z have the following relevant ilemy
ol tncame and exprnse——

} | Exserm
v Intcenst Tierest ] rotated
Corpary L nCuTe apansy :;‘?‘:‘
f ’ LRI 1T )
|
X . $600 17—
, 200 %3 $600
Z - .. . 200 150
Towal ... E eooi 1_600‘ %0

1] Under § 1 1302-11, the group’s
twnsobidated tavable income Jor the 190
yrer 12 5150. Adjusiments 19 consclidated
taxable incame 10tal 830, resulting in
conschdated adjusted laxable income of
$300. The group » net interest expense for
V7T 12 550G /57 600-5200]), and 1ty encess
wnteresl expense 3 $300 $800($1.000/ 2)}. The

group’s exempt related peryan interest
eipense for 1997 13 750 The group's
disellowed interest expense Tor 1991 is the
lesner of ia excesy inteses] expense or Uy
exempt related person interesl. or $300. This
$30Q is v group disaliowed interest enpenase
carryforward o the group's 1992 1axable
year.

Example 2—{i} The [acts are the same as in
Example 1. In the group’s 1992 1axable year.
the members have 1ne jollowing relevant

_iterna of income and expense—~

—

Exwmot
lntorest | intwrage | (TMed
Corpany Paracn
DGO SXTrRE ntorest
LLT- o ¥ ]
T
5600 | 3500 150
200 l 900 §00
] 200 15¢

89

{ii) Under § 1.1502-11, the group’s
consolidated taxable income for 1992 ia
§1.100. Adjustmenis o consolidated laxable
[ncome total 5200, resulting tn consalideted
adjusted taxable income of $1.300. The
group's nel interedt expense for 1992 s 5800
{51.600-58001, i1y excens inleres! expense 13 S0
1SB00—{$2.100/2]]. and it hav excess imiation
for the year of 5250 ($2.100/ 2-5800]. The
group is permilted to deduct all of )ts curremt
exempt related person interest expense
158001, pius an amount of ils divallowed
imlerest expense carrylorwerd irom 1991
equaid lo its 1992 axcess limnalion, or S23Q.
This leaves o disallowed interest expenne
carryforward 1o the group's 1993 taxable year
of 530

Exomple 3. The [scts are the zame a3 in
Example 2, except that Z [eaves the group on
December 31, 1992 Under the rules of
paragraph (bi{8Ki] of Lhiv section Z's
disallowed interest expense carryforward to
ily 1993 separate tetum year ta egqual to the
group’s remaimung carryiorward 3t the end of
19492 ($50). multipiied by a {rection the
numeraior of which 13 5300 {the 10tal smount
ol exempl related person nlerest expense
paid or accrued by Z while it was s member
uf the group] and the genomimeior of which :3
$1.550 |1the wo1al amount of exempt related
prryon inierest rapense pad or sccrued by
ell members ol the group). Thua, Z's
carryiorwvard 10 1(s 1593 separate return year
19 59 68. The XY group's carryforward 10
consolidaled 1993 1axable year 13 reduced by
that amount. and sy therefore $40.2%

(c] Operative ruiles for other grovps—
11} In generaf—i) Croup members®
computotion yenrs. This paragraph (c)
provides rules for the application of
section 162]]) and (hese regulations 1o
corporations that are members of a2
group nol governed by paragraph [b) of
this section. Under this paragraph {c). a
corporation thal is a group member s
required io take into account the items
of inzome, expense, end carryovers that
are perunent under scction 183(j] for all
group members whose taxable years

- end with or wilhin the 1axable year ¢f

the member wilh respect fo which |
computalions are required (hereafter, a
“compulation year”).

(il) Treotment of conselidatad
subgroup. I some of the members of a
group subject to this paragraph {c} join
in filing a consolidated return under
scction 1501 for a taxable year
{"consolidaled subgroup™}. such
cansolidated subgroup shall be treated
s 2 vingle member of the group (oc
purposes of applying this paragraph {c}.
The consolidaied subgroup’s items of
income, expense and carryover that are
pertinent under section 183(j} and these
regulations shall be determined on &
corsohdated group basis. as if the
conaolidated sobgroup were described
in paragraph [b) of thia section.

(2} Determunation and cllocetion of
group items, The camputations required
lo be made under this paregraph (¢}
shatl be made as [ollows—

[i} Steg 1—Certain items determined
separately. The exempt refated person
interest expense. interes income,
interest expense, taxable income. and
sdjusitments 1o taxable income required
by § 1.163(j}2 ({}. other than the
adjustment [or nel Lnterest expense
described in § 1.363(j}~2({2)(i). shal} he
determined separately {or each member
of the group.

(11} Step >—Computatian of certain
group items—{A) Vel inicrest cxpense.
The separately determined amounts of
interest sncome and interest expense iat
rach member shall be eggregated end
ihen netted 10 delermine the gioup's net
interest exoense.

{B) Adjusted taxobfe income. Ta
determine \he group's adjusted taxable
income, the sepatately determined
taxable income of sach member and
adjustmenis thereto {ather than net
Ikterest expense) shall be aggregated.
and the amount of the group » not
interest expense (ay deternuined under
paragraph (e 2)i11{A) of this section)
shall be added to such amount.

|C) Exempt refoted person interest
expense. To detarmine the amoun! of the
gioup s exempt related person interest
expense, the separately delermined
amounts ol exempt r2lated person
interest expense for each member shatl
be aggregated. In making this
delerminalion. interes! expease shall be
weated as pawd or accrued to a relaled
person [vnikin the meaning of § 1,163
(j}-2tg}} if it would be so treated if pard
or accrued 1o the same peyee by any
member of the group.

{D) Excess limitouan corryforward.
Ta determine the amount of the group’s
excess limitation carryforward from
each of the three pror computation
years, the amount of each members
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excess limitation carmytorward from
rach of such prior years shail be
aqgregated,

{E) Disalloved interest expense
cecrytorwvard. To delersnine the amount
of the group's disallowed interest
expense carrylorward, the amounts of
dizallowed intecest expense .
carryiorward of each member shali be
aggregaied,

{121} Step J——Detemmat:on of the
group’s interest deduction—{A) Excess
interest expense of the group. The
group’s excess interest expense for the
compulation year shall be determined
by tefecerce to its net interest expense,
adjusied taxabie income. and excess
hmitation carryforwacd {es determined
i Step 2). The ordering rule of
3 1.163{1}-1(d) shall apply in determining
which. if any, of the group’s excess
limitation carryforwards from prior
years are absorbed in this computation.

B} Disallowed interest expernse of the
2roup, The groug’s disallowed interest
expense for the compatation year shall
be determined by referznce o its
exemp! reiated person inlerest expense
and excess interest expense as

determired 1 Step 2 and Step 3.
respectively, Disallowed interest
expense of the sroup acising in the
computation year shall be allocated to
each member based on the foliowing
catio:
Exempi related person interest expense of the
member for the corputation year

Exempt refated person interest expense of t5e.
group for the computation year,

(C) Excess limitation and dac’u cu'on of

disallowed interest exparse -
can'):.‘onvard—-{ 1Y Excess hm: tation.
The group's excess limitation for the
computation year shall be determined
by reference i its net interast expense
and adjusted :axable income {as
determined in Siep 2).

{2} Deduction of discllowed interest
expense carryforword. Tae amount of
the group’s disallowed interest expense
carmed forward to the current
computation yeat {as determined in Slep
2} that is deducudle therein under
§ 1.163(i}-1(c] shall be determuned by
reference to the'excess limitation of the
group. The deduction for such
carryforward shall be allocated to each

e

memoer of the gioup based on *he
_Iollowing ratio:

Disaiiowed izterest expease car~forward of
the meeaber from the preceding
computaton year

Disallowed interest expense carmyforward of
th¢ goup from the preceaing
compulalion yesr.

[iv) Step #—Lorryiorwards to nex:
computation yor— (A) Amornts not
deductible in the current computotion
year. Each member’s disallowed interest
expense carryfooward o the next
computation vear shall consist nf such
member’s aliccable share of the group's
disailowed interest exzense for the
cusrent year (as deter...med in Step 3).
plus such member’s allocable share of
the group’s disallowed intersst axnense
carryiorward to the current year that is
not deductible in the curcent year
{because such amount exceeds any
excess limitation of the group for that
year). The group’s unused disatiowed
interest expense carryforward to the
current year shall be ailocated to each
mermber of the group based on the
foligwing ratio:

Disailowed interest expense caryfocward of the member from the preceding computation year

Disailowed inierest exgense cacrylforward of the group from the preceding compulatina yese

(B} Excess Lumilction carsyfocward. The excess limitation carrylorward of the group, if any, from each of the two paoc
compuiation years that is not absotbed in the curveat compulation year [as provided in Step 3] ahau be sllocated. by year. to
each member of the group {succeeding computation yearsl based on the foi.[owmg ratio:

Excess imutanen carryforward of the member from the specific prior computation year

Excess limilation carmyforwaed of the group from the same paor compulation year

{The group's excess Wmitation caaylorward from the third prnior computatioa year expires after the current computation yeat
and thereipre cannot be carned focward 10 the next year. See § 1.163 (j)-1 (d].]

(C) Allocauen of remoining excess limitailan of the group for the computation year—(i} s generol Excess lim‘aton al
the groun for the computalion year cemaining after the deduction of disallowed interest expense carrylonvard io such year is
allocated to cach member of the group based on the following ratio:

Ceparate excess limuanon foc zach member of the group for the compulation year

Total of 1he separate excess fimitanoos of each member of the group for the computation vewr

{2} Separute excess limyation. The
secarale excess limitation of each
member shall be computed as if the
member wis not & member of an
afhiiated group for the computation
yeuc. The separate excess limitation of
each mexber shall be determined under
the rules of § 1.183 (j}-2 (c) and before
reduction for the amount of any
disallowed interest expense cacried
forward lo that yesr by such member.
For purposes of these computations. a
member tha! has nel interes! income for

the compulalion year has net wnierest
expense of zero, and & member that has
excess interest expense for the
compulation year has separale excess
limitauon of zero.

{D) Mambers feoving a group. A
member leaving 2 group shall carry
forward (o succeeding taxable years sny
exwcess limitation of disallowed interest
expensa allocated to it under this
paragraph {c). For rules limiting the use
of sach carryfocwards when such
member becomes a member of another

affiliated group. or has traasfesred iy
assets in a transaction (o which section
J51 [a} applies, see § 1.183 (j}-6.

{3) Examples. The Iollowing examples
illusirate the principles of thys paragraph
te)

Evompls 1. A B wad C are calendar-year
domestic corporalioas that sre membecs al
a0 afliligtad group, Table 1 depicts acouals
determioed Ly St2p § {or Lhess corpoczucos
for their taxable years soding Oecember JL
1991, Under rules described \a parssreph (4]
of thes section, this group dors not sainsfy the
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debl-equty ratio safe harbor lest for 1991,
Assume. fur puposes of tus exampie, thal

there are oo excess lmutauon carrylorwards
and no disuilowed wnieres) expense

carryforwurds to Lhe 1991 1axable year or
ary meber of the group.

TagLE 1
| | Taxatis ‘g‘::':"’ Exempt
! " | mcome ace rolarey
inlerest inleresy balgen ML {NOt person
WRILHT AN | au NG et PP
| tie10 | JooeE l exense
"y 560000 | s=oooa ! sso.00 s25.00 .
5 20000 | 90002 20000 7530 |
G —1  zo000 5009 —

Tonal ... .

p—

| eooon 1_500:-0{ 306 60 |

wocol 75000

{a] S$7ep 2 Jeterminations. The group’s Step
2 dererminanons cre as follows:

(1) Netinzerest expense. Vhe separatsly
determined ntercsl incame and interes!
rpense of A, D, and C are aggregated. Thus,
the netnterest expense of the group is 5800
[S1 600 — S800).

(2] Adturied to coble income. The
scparately determined taxable income and
e separately cetermined adjustmenta (other
than net interent expensel ol A B and C are
azgreqaled and added Lo the group’s net
lerest expense o delermine Lthe Rroup's
adiusted taxable income of $1.200
13300 - $100 — $800 = $1.200).

{3] Exampr related persan interest experse.
The separsicly delermined ameunts of
exempt related person interest expense of A,
3. and C are sggregeted to determine the
sroup 8 exempl related person interest
expense of £750 (5600 + 5150

(h] Step 3 determinctions. The group's Siep
3 determinotions are 2s follows:

11} Excess interest expense. The groun's
oxcesy inferest expense s equal [o 13 net
interest expense less one-balf of ity adjusied
taxeble income [each as determined in S'ep
2 [$800 =+ X $1,200) = $200].

{2} (Gisairowed interest expense. The
group's disullowed interest 15 3200, whachis
the lesser of ity exempl reiated person
inierest expense {ay Celermined in Step 2
1$750)] or it excess inlerest expense (as
determined in this Step 3 {5200)}.

13] Disaliowed intarest expense
aifocations. Disallowed interest expense for
the computauon year shall be alocated
among A. B. and € under Step 3 hased on the
ratwo of each member's exempt related person
interest expense o the group's exempt
relaled person inlesest expense. Since A has
no exempt relaled persan interes! expense,

no disaliewed internst expense iy aliacated ta
it. Disallowed intersst expense of £16015
allocated to B [[S60D/S750) < $200).
Disallawed inierest expense of S0 13
allocated 1o C ((5130/$750) x 8200} Thus. B
and C have $160 and 540, respectvely. of
disallowed interest expense whuch shall be
carmed forward 1o their Rext yucceeding
taxable years under Step 4.

Example 2. The facts are the same xs in
Example 1. and thus B and C have 5160 and
540, respectively, of disailowed interest

‘expense camed forward 1o the computation

year ending December 31,1992, Tabie 2
depicts the sepyrately determined ilems ax
determined in Step 1 for the taxabie years of
A. B and C ending December 21, 1992 Under
rules described in paragraph (d) of thuy
secuion, tus group does not sausiy the debi-
equity ralio sale harbur test for 1992

[& XTI 3

TagLe 2

Toane | AT | Erero

Lanei O e 1ea g

Iriev st interest bertore T {NOt parsen

WEOM exgensa NG et

Aoty AreeTsY wtier el

- §163 expanse) e10eTSA
. - £200.00 $30J 00 10000 £50.00 330000
[ - o | 100.0¢ 500 00 ROG 0C 130 00 s B 1
- 300 00 200 00 500 00 Q.09 100 00
1 eow } 150000 | 150000} 20000 | 70000

{a] 5.eg 2 cererminalions. For the 1992
T Agldon y2af, the Step 2 deterrminations
of A, 9 ard Care as Ioliows:

] Net :rnreres? expense. The separately
etermined mrterest income and inieresd
=vpense of AL B. wnd C are aggregated to
zetermine Lhe Qroup o net Interes) expense of
300 {531,500 ~ #5004,

12) Adusted taxab. e income. The
separateiy determuned laxable income and
acjupiments to iaxable incame [other than
cetinterest expense) ol A. B and C yre
aggregated end added 10 the group’s nel
alerest expense to yield the group’y sdjusted
:axable income of $Z600
131,300+ 5200 + 5900 m §2 500).

(3] Exempt related perzon interest expense.
Each member s separately derermined
emounta of exempt related person interest
rxpense «re aggregated to determune the

areup's exeol related pemon interest -
exponse of 5700 15300 « 5200 ~ 510J).

[b) Siep 3 detemuinat;ons. The group has
excess lim!tation of 5400 1a 1952 [{ % x S2.£00)
ladiusted 1axable income] « 5900 (nel unnterest
expense]]. All 5200 of the group's dissllowed
interest expense carried forward (o 1992 s
deducuble by B and C (in accordance with
the allocanca devcnbed in Step 3] and
reduces the group’s excess limmilation anising
m 1992 Lo S200 (5400 — 5200).

l¢) Undes Step 4. AL B, and C mus! allocale
the 8200 of remaning excess lstution
amang themeelves based on the rauo that
each mernber's separaie exceny Lmnavon
bears 10 the sum of the members’ separsie
excess ligutatoona.

1) Computation of each member’s separate
excess hmitauon The separaie excess

limitavion for each member shall be

deiermined separately, «3 if cach member
was nol & member of an aiiitated group.
Azcordingly, the separste excess lumilabons
of A. B. snd C acr determuned 25 ipllows. A
has sepearate excess wolerest expense of $75
(5600 - (14 « §1,050]]. B has s separale excess
lsmitation of $150 { % X $1,100}—$400). C has
separate excess limuston of 5275 (¥ x 5500}

12} Allocouen of group excess limiation.
Since A has separaie excess nieresl expense
rather than separate eacess limitation. no
excess limitation iy ellacated 1o A. The
group’s excess [imitation of 5200 is stlocated
between B and C aa [ollows. B is allocated
£70.59 (3200 X {5150/5425)} and € 13 allocz1ed
$129.41 (5200« [$275/5425)). Thus. B ad C
wiit carry forward 570.58 and $129.41 of
excess imnalion, respechively, to theu
succeeding Wxable yesrs
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Eccrple 1 A B, and C are domesiic
corperations that are members ol the same
affiliated group under the rules of parograph
{a] of thus section, Table 3 depiciy theur Slep 1
determinations [or A’y taxable year eading
Sentember 30. 1990. B'a taxable year ending

December 31, 1990, and C's invable yeac
ending [anuary 31, 1991 Assume. for the
1axubie yeaes dlusiated in Table 2, that there
is no pre-eifective date excean limitation
carryforwvard, tha! {under the rules descnbed
in paragraph {d] of this section] the groug

does nat satisfy the debt-equity raho safe

_ -haroor eyt the group does aot satisfy the
debl-equity ratio sale harbor test descnbed in
§ L1583 (jj-1 (b). and that ali intezes: expense
paid by A, B. and C i3 exemp| reiated person
nierest expense.

TaBLE 3
I
' Taxable Agrsuments Exemot
Interest | rteret mame o e related
g g beicre | TCOMe Inot yidhes
ncome | wipense | g | CCINg nel .E‘m“l
wigrest
B $163 erppnse) | vrvense
!
A $100.00 S500.02 515000 35000 L500 0O
a 200.00 500.00 I50.00 fire o] GG G
c L 50.00 10000 100 00 600 0
TOWl. e o | 30000 | 170000{  eo0co i 200c0 | 1.700.20

{al A's deternnations. With respect to A’y
campuiation veer ending September 30, 1990,
only A is treated as @ membet of the
aifuiated group (stnce [or B and C these are
pre-eifectuive date years). Therefors. A%s
disailowed waterest expense is 3100, which is
the izsser of 113 exceas interest expense of
$100 [S400 ~[Va x 5600Q)} or ity exempt reiated
persoq tnleresl expense [S300). A’
disallpwed interest expense of 5100. i
caimed forward to A'S nex1 compuialioh year.

(hi 0z Step Z determnations. For purposes
of compuung B's disallowed interest expense
for us taxable year eading December 31. 1990,
only A and B are weated as aflihated group
remvers {nince for C thiy 1a a pre-effeclive
date year). B's Step 2 determunations are as
foilown:

{1].¥et interest etpense. The separsiely
determuned wnteres income and interest
expense of A ang B are aggregated w0
determine thew net interest expense of 5500
(500 + 580Q) ~{$100 + S200]).

{2} Adiusted taaabla sncome. The
separately deterrruned taxable income of A
gnd B (5150 +3350) and the sepacately
determined adjusiments lo thear taxsble
income [other then nelnterest expense}
{550 ~ 350} are aggregated und added 1o their
net nierest expense (an provided in Step 2]
[$800) 1o yreid the adiusted texable income of
A and B of $1.400 {5500 + $10G + 5500),

|3} Exempt relgted person interest nxpense.
The separatety delerrmned amounts of
rvempt related pemon inierest expense of A
and B are aggregated to determine therr
exempt reinfed peman nterest expense of
51,000 | 5500 + $600}.

{ct 872 Step I determinations. B's Step )
determunauons are as follows:

(1) Excass inierest expenge. The excess
iniereat expense of A and B i» 5100 which 13
equal 1o their net interest expense less one-
bull of their adjusted taxable ncorne, each as
determined wn Siep 2 {S800— [ ¥4 % §$1.400}).

(2} Disallowed interest expense. The
disallowed interest expense of Aand B in
100, which is the jeyoer of the exempt
related person interest expense ol A snd B
las determuned in Slap 2 ($1.100]} or their
excess interest expense (s determined in
Step 3 {3100Y). '

{2 Buscllowed intarest exaense
affecations. Dhsatlowed Interest expense for

the computation year iy allocated to B under
Step 3 based on the ratio of B's scparate
exsmpt reiated person intereal axpense ($600)
10 the sum of A and B's exempt refated
person wterest expense {51.100). Thus. the
amount of disallowed inlerest expense
aliocated to B with respect to its computation
year ending December 31, 1990, is 554.55
{{SB00/51,100] X $100), which is carred
forwerd 1o B’y next compuiation year under
Step 4. Because thiy is B's computadon yeat,
no allocation of disallowed interest expense
for the computatioa year is made 10 A

{d) C's Step 2 determinotions. To compute
it disallowed interest for ity vosiputation
year encing January 31. 1991, Cs Step 2
determinations are as (ollows:

(1) Net interest expense. The separutely
determined Lnterest income and interest
expense of A, B, and C are aggregated. Thus,
the oet interest expense of AL B. and C i
51400 (51,700 — S300).

(21 Adjustad toxoble income. The
sepacately determined taxable incomes of A
B, and C {5150 + $350 4 300) and Lhe
separsiely determined adjustments [other
than netinterest expense) of A, B. and C
{550+ $504- 5100) ace aggregated and
combined wilth the ney wnlerest eapense of A,
B, and C {$1.400. as determined o Siep 21 1o
yieid the adjusted taxable income of A, B
snd T of $2.400 [$800 + $200 + §1.400.

(3] Exempt related person (nteresl expense.
The separately detenmuned amounty of
exempl relaled person interest expense of A,
B. and C are sggregated o delermune ther
exempt related person interest expenss of
$1.700 {5500 + $H00 4 S600).

(&) Cs Step I determingtion. C'e Step )
determinations {or its computation yest
ending [eauary 71, 1991 are as follows

(1) Excess intarest expense. The excess
unterest expenss of AL B oand C e equal to
$200, which {s the net inlerest expense of A,
B and C less one-hail of their adjusted
taxably incomes, esch as determined 1n Step
2151400 —[ ¥ x 32.400])%

{2} Disallowed interest expense The
disallowsed Interest expensaof A B ead Cls
3200, which {8 tha levser of the sum of the
exempt related persoa interest expense of A
B and C a3 determined in Step 2 ($1.700} or
their excess inlerest expents s determined
in this Step 3 {3200},

(31 Disaliowed inlerest expense
ailacations. For C's computation year ending
January 3. 1991, C i2 allocated disallowed
mlereal expense under Step 3 based on the
ratie that ity exempt related person interest
expense [$80G) bears to the sum of the
exempl reluted person interest expense of A,
B. and C {5500 + 5600 + $5600 = 51.700). The
amount of disajlowed interest expense
ailocared 10 C with respect 19 that
computaticn year is 570.39 ({$600/
$1.700) x. 5200}, which i3 carmed forward to

. s next computation year under Step 4.

Because thiz 13 C» computanon year. no
allocation of disailowed interest expenye for
the computation yearis made 1o A or B,

- [d) Debt-equity ratio of related
corporations treated oy one taxpayer—
(1) in general, Ln the case of an alfiliated
group subject to the rules of paragraphs
{b] or {c) of this section, the debt-equity
ratio sale harbor test described in
§ 1.183(j}1{bj shall be applied on a
group basis. In the case of a
consolidated group subject to pacagraph
{b] of this section, the debt-equity raue
of the group shall be delermined by
aggregatng Lhe separately determined
debt and assels {adjusted as described
in paragraphs (dj{2) and (3] of this
section} of each member of the group as
of the last day of the consclidated return
year. In the case of an affiliated group
subject 1o the rules of paragraph [c] of
this section, the debt-equity ratio of the
group shall be determined. with respect
to any member's computation year. by
aggregating the separately determined
debt and assets (adjusted as descnibed
in parsgraphs (d}{2] and (3) of this
section) of esch member of the group as

. of Lhe [ast day ol its taxable year that iy

included in the compyting member’s
computalion year. For rules regarding .
the special treatment of. and an election
pertaining lo. assets of certain acquired
corporations, see paragraph {e} of thus
section
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[2) Acjusiments o group members”
gebl. A member's debt shall be reduced
by the amount of is liabilities to another
member, and by the amount of any other
liahitity which, il included. would rasult
in duplication of amounts in the group's
aggregate debl,

(3) Adiusiments to group members’
cssets. The assets of a memberofa
group shall be adjusted as follows—

{i) Any zrmount which represents
direct or indirect stock ownership if any
member of the affiliated group shail be
eliminated from total assels of the
affiliated group:

[ii) A note or other evidence of
indebiedness between members of an
affifizted graup chall be climinated as
an assel;

fia} With respect to ransactions
batween members of an affiliated group
12 vrlich gawn or loss is deferred under
§§1.1302-12,1.1302-13T. 1.1332-14, or
1 1502-14T. the adjusted basis of any
assetinvolved in such transaction shall
o¢ dacreased to the exient of deferred
mtercompany gain. if gny, that has not
been taken inlo account: and

(iv) There shall be eliminated from the
zssety of the affitiated group any other
amoun?® which. if included, would result
wm duplication of the assets of the
aifibated group.

{e} Zlection to use fixed stock wrle-
arf method for cariain stock
copuisitions—(1} /n general.,
Nowwithstanding paragraph (d](3} of this
section. in the case of a qualified stock
zurchase, an election may be made. in
\ne manner described in paragraph (e}{4}
oi this section. lo determune the group's
assets wt accordance with the following
rxles—

(1} Thie stock ol the target corporation
and 12rget aifihates [other than stock
thats cescmibed in paragraph (d}{1)(i)
of :his secuon) shall be treated as an
asset of the purchasing corporation. The
Sasts of such stock shall be delermined
2nder seciion 1012, and shall be
.acreased bv the amount of the
amiuies of the larzet corporation and
‘zrget alfiliates as of the ¢close of the
zzquinition Jate. Sotely for purposes of
s section, these amounis (logelher. the
“special basis '} shall be amoctized
cot2biy, on a monthly basis. over the
arphcable fixed slock woyte-off period
.as dezenbedin paragraph {e){5){vi) of
ih1s seclion), bezinning weth the first day
al ==z month in which the acquisiton
Zate occurs.

(1) All assets of the target
corporaticn, target affiliates, and any
cther members of the affiliated group.
he stock of which 13 gwned directly ar
:vdirectly by the target or 3 tacget
ailihate, shall be diaregarded.

{iii} Adjustrenia shall be made to the
specisl basis of the stock of the target
corporation and target affiliates solely
as provided in paragrapha [e){1){i) end
{e){2) cf this section. Thus, for axample,
the special basis shall not be adjusted
under the rules of § 1.1302-32.

{2) Post-acquisition adjustments (o
special basis. The {oliowing adjustments
shail be made to the special basis of the
larget corporation and target affiliates—

(i) The special basis of the stock of the
larget corporation and target affiliates
shall be increased under the rules of
section 353 for any property contributed
10 such corporations following the
acquisition dale;

(ii) The special Lasis cf the slock of
the larget corporaidon and target
affiliales snall be reduced by the fair
market value of any property distributed
by such corporations. Salely for
purposes of the preceding sentence. any
transfer of assels by the target
corporation, by any targel aiiiliale, or by
any carporaucn that would be a target
alfiliate but for tha fact that it is not an
includible corpcrauon. to any member of
the afEliated group otherthan such
corporations, shall be deemedto be a
distribulion that reduces special basis.
but only if such wransler qualifies for
nonrecogrulion under any provision of
the Code ot is an interaifiliate loan; and

{iii} Where an adjustment is made
nursuant ta paragraphs [(e}{2) (i) or {ii} of
this section. the special basis shall be
adjusted as of the {ast day of the month
which includes the date of the
fransaction {or the last day of the
shateholder's taxable year, whichever
comes [irst), and the adjusted amount
shall be amortized over the remaining
amartization period.

(3} Election out of fixed stack write-
off method. a taxpayer may elecl out of
the fixed stock write-off methed for any
year duning the amortizalion period and
use the adjusled tax basis of the assels
of the target corporation and its target
affiliates lo determine its debt-equity
ratio for that year and all [uture vears.

(4) Method for making elections—{(i}
Elecuion to use methed. An election 1o
use the fixed stock write-off method is
made by altaching a statement 1o the
return of the purchasing corparation
(including a consolidated return, where
appropriate) for the 1axable year in
waich the election is ta become
eflective, The eleztion must be signed by
an authorized official of. and is eflective
for. each member of the purchasing
corporation's affitiated group.

(i1} Elecuon to cease to use method.
An election 10 cease to use the fixed
siock write-off method is made by
stlaching a atalement to the return of

- the putchasing corporation {including a

consalidated relum. where approzriate]
for the 1axable year in which the
eirction is to become ellective. The
election must be signed by an
authorized official of, and is e{fective
for. each member of the purchasing
corporation’s effiliated grovp.

(3) Definitions—(i) Qualified stock
purchase. For purposes of this
paragraph {e), the term “qualified stock
purchase” means a qualified stock
purchase {as defined under section
338(d){3]) with respect ‘0 which no
election has been made urder section
338{g). but only if the purchase 1s made
by & corporation which is 2n includikie
corporation {as dcfined in section
1304(b]).

(i} Terpe! corporction. For gurposcs
of this paragraph {e). the term "target
corporation” shall mean a targe;
corporation as defined under seciion
338(2)(2). but erly if such cerperation is
incledible within the purchasing
corporation's affilizted greup for
purposes of this secton.

(iii) Terzet affificte. For purposes of
this paragraph (e}, the term “target
aifilizte” shall mean a target affiliate as
defined under secticn 328{h)(6). but only
if suck corporation is includible within
the purchasing corporation’s afiiliated
group for purposes of this section.

iv) Purchasing carporction. Far
purposes of thus paragraph {e). the term
“purchasing corporauon” shall mesn &
purchasing corporation as deiined under
section 338(d)(1). ’

{v) Azquisition daze. For purposes cf
this paragrapa (el, the term “acquiziban
date” shall mean the acquisitton date a3
defined under section 338(h){2].

{v\) Fixed stock write-off period—{A)
In generol Except as provided in
paragraph (e}[(5][vi){B} of tus section,
the applicabie "fixed siock wnite-off
penod” means 96 manths.

(8] Acguired corporuiions owning
long-lived assets. [ more than fifty
percent. by value, of the assets of the
larget corporation and any target
aifiliates on the acquisihon date are
described in this paragraph {el(5)(vi)(B}.
then the applicable “fixed stock write-
off petiod means 180 months. An assel
i3 descrmbed in this paragraph
{e)(3Xw){B} if—

(1} Itisanventary or a non-washing
tangible or inlangble asset {2 g. land or
goedwill}y

{2] la the case of 3 depreciable asset,
it has a recovery period in excess of 25
years:

{3) n the case of a dcpletable assel, it
has a recovery penod for purposes of
cosl depletion in excess of 35 years:
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{~} In the =ase of an amortizable asset,
il nas an amortization penod in excess
of 23 years.

Cetermunations for purposes of this
03razrana (e){3){v)(B) shail be made as
i} the assel were sold on the acquisition
date. and cash. cash items, and
marketable securnities shall be
disregarded {or all purposes. A
purchasizg corporation is only eniitled
to the benehit of the paragraph
{el{3){vi](B] if it demonstrates that it
salisiies the requirements of thiy
paragraph in a statement attached to its
retum accompanying ils election to use
the fixed stock write-off method. Such
statement must provide all necessary
irfgrmation. including all appropriate
cemputations,

{8) frclzsion of 1zrpet debt
noiwithsicnding vse of fixed stock
wrte-off method. Debt of the affiliated
group includes the liabilities of a target
corporauen and any target affiliates
rotwithsianding that the assets of such
corporatons are delermined using the
fixed stock wnite-off method.

§ 11538 Umitation on carrytorwacd of
lax atinbulea,

{a) Discllowed interest expense
corforwerd—{1) Affilicted groups. f a
corporaton becomes a member of an
sifliated group. the amount of any
disallowed interest expense
cartyforward from a non-affiliation year
15ar may be deducted by the members of
an affiliated group under § 1.183(j}-5 (b}
o (¢} may not exceed the amount, if
any. of the cwrent year's excess
Lmitaticn of the affiliated group
{determuined under §§ 1.183[j}-2(c) and
1:163(j)~3 {b) ar {c].

[2) Secion J81fa} transactions. The
zmount of any disallowed interest
expense carryforward from a non-
aififiaugn year of a wansferar or
distributor corporation that may be
ceduciee by the wansferee or distributee
zorzoraton {or the consolidated group
of wmen A s a member) following a
iransacton described in section 381 [a)
May aol exceed the amount, if any, of
ihe current year's excess jimitation
{determined under § 1.183{;}~2(c)).

{2) Secr:on 382 ond SALY. For the
capiication of additonal limitations
zoserning disallowed interest expense
carryovers, see section 382{h] {relating
13 bupll-ia deductions of loss
corporations) and the regulstions
thereunder [including § 1.1502-91,
relating fo section 382(4) rule for built-ln
deductions of consolidated groups) and
$1.1502-13 (relatling to separate retum
limutation year rules for built-in
deductions of conaolidated groups]l.

{4) Exampole. The proviswons of this
paragraph (a) are dlustrated by the
following example,

Excmple. In 1992, Z, a non-wifiliated
corpoerauen, becomes a member of a
consolidaled group. There 13 no section 363
ownership change. Under § 1.163(j}-1. Z has
52.000 of disallowed nterest expense
carrylorward [rom separate return Simitation
years. Under § 1.183(;}-5{b]. the consolidated
group lincluding €} has excess limitalion of
52,000 for 1992 (compuied without regard to
any disallowed inlerest expenye
carryforward), In sddition, the consolidaled
group has excess limitaton carryforward of
51000 from 1991 Under paragraph [a){1) of
this section, only $2.000 {the amount of the
consclidated group's excess linmutation for
19921 of Z's separate retum limitalion year
disallowed interest #xpense carryfocward is
deducuble in 1992 The remaining $1.000 of
Z's disallowed intereat expense carryforward
i3 carned forward 10 subsequent years and
rema.ng subject to the hmitanons desernbead
15 paragraph (a) of thus section.

[b} Excess fimitction carnytorvard—
(1} Affiliated groups—(i} Genere! rule. Uf
a corporalion becomes a member of an
affifiated group. Yhe amount of any
excess limitation carryferward {rom a
non-affiliation year that may be used by
members of the group under § 1.183(j}-3
[b] or (c) may not exceed the excesy, if
any, of the corporation’s separately
computed net interest expense over 50
percent of the corporation’s separateiy
computed adjusted taxable income.

(1) Special rule for acquired groups. If
all the members of a group, whether or
not consolidated. become members of a
consolidated group, the amount of the
acquired group’s excess limitation
carryforward [if any) from non-
affiliation years that may be used by the
consolidated group may not exceed the
acquired group’s excess interest ¢xpense
(if any) for the taxable year, For this
purpose, the acquired group’s excess
interest expense for any taxable year
equals the excess intecest axpense of the
former members of the acquired group
lor the laxable year computed as if they
were members of a separate affiliated
group making compulations under
§ 1.183(j}-5{c|.

(2} Section J81{a/} tronsactions. If a
corporalion transfers or distnbules il»
asaely to another corporationin 8
transaction descnbed in section 381({a)
(ather than a ransaction descnbed in
section 288(aj(1)(F}]. the excess
limitation carryforward, if any, of the
transleror or distributor from & non-
affilialion yeat is reduced {0 zero
immedialely alter the transaction

{3) Anti-gvordance rufes. Solely {or
purposes of parsgraph (B1(1) of this
rection. in determuimng ithe pet interest
expensa of a member or s group. interest
expense paid or accrued with respect lo

loars incurred ot assumed by such

. memberin connection with or after

beccmizg a member of the group are
disregarded unless the loan proceeds
are actuzlly utilized by the memberin
ity pre-affiliation business. For example.
if aloan is incurred by onz member of
the aifiliated group with excess
limitation carryforward from nea-
affiliation years. but the proceeds of the
loan are actually utilized by anatker
member of the group. the interest
expense with respect to the loan is
disregarded for purposes of applying
paragraph [(b){1) of thia section. [n
addition, interest an a loan used far the
acquisition of the stock of a corporatien
which is incwrred by the acquired
corporalion may be disregarded for
purposes of paragraph {bj(1} of this
secuon if the facts indicate that one of
the purposes for the acguired
corporation’s incurring the loan was to
avoid the limitation of such paragraph.

() Affiliation end non-arfiffazion
years—{1] In general For surgoses of
this section. the taxable year of a
member of an alfiliated group (as
defined in § 1.163(j)-3(a}} is an
“aflliation year” with respect to another
member if the members were members
of an aifiliated group {whethet or not the
same affiliated group as the current
alfiliated group) wilh each other on the
last day of the taxable year. A “non-
affiliated year” is any taxable yeac that
i3 not an affiliation year.

(2) Predecessors and successors. For
purposes of tus section. any reference
0 a corperation or member or the years
of a corporation or member includes. as
the coatext may require, a reference 1o a
successor or predecessor [as defined in
§ 1.1502-1{f}(4}} ar to the years of a
successor or predecesaor,

(3) Formation of affiliated groups. For
purposes of determining whether a
corporation has become a member of
another corporation’s affiliated group
salely by reason of § 1.1823{})-5{a).
corporationy (or affiliated groups) with
gteater value are deemed 10 acquire
corperations [or aifliliated groups) with
leaser value and the principles of
§ 1.1302-75{d](3) [governing “reverse
acquisitions”} shall apply.

{d) Anti-duglication rule. The same
item of income, expense, or
carryforward may not be taken into
account mace than once if inconsistent
wilh the principles of section 183{j) oc
these regulations.

§ L1877 Relationship to other
peovisions alfecting the dedyctibiiity of
Intecesl

(a) Paid or accrued, For purposes of
section 183{j], interest expense 13 not
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considered “paid or accrued” until such
irierest would be deductible but for
such sechon.

{bt Ceordingtion of section 163(j} and
certain other provisions—{1} Disaffowed
irlerest provisions. Except &3 provided
vnder § 1.163{j)-2{D[3}{vi]. interest
expense which is permanently
disallowed as a deduction (e.g. under
sectiony 265 or 279] is not taken into
account under section 183(j).

[2) Deferred interest provisions.
Provisions which defer the deductibility
of interect {such as sections 163(e}{3}
and 267{s}{3)) apply belore the
application of scetion 163(1).

(3) At risa rules and possive cotivity
loss provis:ons. Seclions 465 and 469
shall be appiied befors applying section
1523{j). There chall be no recomputation
ol deductions under section 469,

(4} Ceputalized Jnterest exoenses.
Provisiorns :hat require the caputalization

ol interest shall be applied before
section 153{)). Capilaiized interest s pot
rcated as interest for any purpose under
seci:on 163(j). See reguiations under
section 26JAl1) fer ordening rules that
determine whelher exempt related
person interest expense 18 capitalized
under section 203A[7.

(5] Reductiors vider saclion 246A.
Section 248A shall be applied before
saciion 163(i). Any reduction in the
dividends received deduction under
section Z46A <hall reduce interest
expense taken into account vnder

2ntion 153{j).

(c} Excmples. The provisions of 158
£, uon are dlusirated by the followinzg
eximples,

Zxampie 1{i) 1n 1990, 2, a domeslic
corperation thal does not katsly the debt-
equiy ratio safe harbor test, has 530.000 of
interest expense. &ll of which 13 paid 1o
related parsons. and nonlercat income. Of
Z'yinterest expense. $10 000 19 permanently
¢:sallowed ynder secticn 255. The remaining
320.000 of interest exoense sa exempl from
tax under the ruies of § 1.183(j 4. Z's
sdiusied taxdbie income for ine year s
542000,

in] Under paragraph (bi1) of thas section,
e $10000 inleres! expense \hai s
aermanently disaliowed w not taxen into
corsicerziuon for pumposes of secuon 163(j).
Therefare. 10 1990, nore of Z's £20.000
wwreredl expense s disallowed under saction
IC3L) stnce that amount iy less than 50
percent of Z'3 1920 agjusied 1axable incame
1£21 00Q).

cagmaie 2{i] In 1990, Q. a domestc
corporstion that does not aatisfy the deb!.
equily retio vafe harbor tesl has $%0.000 of
adjusted taxable income and $60.000 of
lnterest expense, of wnich $50.000 in exempt
related prrion isterest expense. Q has o
wniterest income. Of Q'3 exempt related
pessan wnieres! expense, $20.000 ia nol
currently decuctible under secton 2687(a)(2).
Assume Lhai the S0.000 expense will be

aliowed as & deduction under sechon
MT1e){2) ia 1991, E.

(1) Under paragraph (b}{2] of this section,
seclion 287(a}(2] » spplied before secuon
163{j). Thus. in compuung {J's excess interest
expense for 1990, the $20.000 is not tsken lato
accoun’. Accordingly, in 1990, Q has no
excess inlerest expense, nince ils net interest
expense of $40,000 ($60.000 — $20.000) is equal
to 50 percent of its adjusied 1axabie income
for the :axable year. The S20.000 of interest
expenae not allowed e & deduction 1n 1990
under section 287(a)l2] is taken ity account
uzder seclion 163(]) in 1991, the yesr in which
itis allowed as u deductuion under secuon
oAI(eY2).

Example 3 (i} for 1890, H, & closely held
domestic carporation that does not satisfy the
debl-equiry rutio safe harbor test. has $2.000
of rental income and $3.000 of deducuons
consist:ing of 51.500 of intereat expenac. all of
wiich 13 exempt related person interest
expense. 5600 of rental expense, ind 3960 of
dupreciation expense. Under the passive
zeuvity loss provasions of section 469, only
£2.000 of H's 10tal expenses sre ailowable aa
deductions. These consiet of $1.000 (52000
$3.000 ~ $1.500} of interest expenne, RO
[2.000/ 53,000 x $600] ui rental expense, and
£200 of depreciation expense (S2.000/
$1.000 x §900). No deduscion is allowed in
1390 ot H's paysive activity loes of $1.000,
whech consists of $500 of interest expense,
$200 of rental expense, and 5300 of
Cepreciation expense.”

{iv) Under paragrapn (b)(3) of this section,
section 488 13 first applied to determine the
a;nount of interest expense allowable as a
deduction {$1.000), after which the rules of
szction 163((} are applied. Under section
163]j). H's $1.000 of interest expense 1
2ilowsble 1o the extent of 50 percent of ity
adjusied jaxable income 151,800 delermined
by 2dding to H'x taxable income [zero) its
a'lowsable deducuors for interest expense
1$1.0001 and depreciation deductions {5600).
Since H's interest expense of $1.060
jdctermuned alter applying section 469)
exceeds 50 percent of 11y adjusied taxable
income {or 1990 ($806), H's excess nierast
expense of 5200 iy disullowed under sechon
1:3(i). There 13 no recomputation of
deductions under seclion 4849,

§ LIS3 {8 Applicatton ol secton 183 (j}
19 carizin lorsign corporations,

i3] Scope. A foreign corparation that
his :ncome. gain or loss that is
efiectively connecied (or 18 Teated as
elieclively connected) with the conduct
of a trade or business in the United
S:ates for the taxable year wall be
subject to the rules ol this s=chon for the
laxable year, provided that it has a
debi-equily ratio that exceeds 1.5t0 1 on
the last day of the taxable year,
camputed using the definitions of debt
and equity under paragraph (e} of this
section. ’

(b} Disailowed Interest expense. In
computing its eflectively connected
taxable income [or a taxable year. s
foreign corporation descnbed in

. paragraph {a) of ‘his secticn wiil not be

allowed to deduct inferest expense
allocated to its effectively connected
income that it has paid. or is deemed to
have paid, to a related person {as
delermined under paragraph {d} of this
section) if no tax is imposed with
respect to such interest as determined
under § 1.183(}14, The amount of
inlerest expense disallowed under this
paragraph {b), however. ghzll not
exceed the corporatlion’s excess interest
expense {as delined in patagraph {¢)(2)
ol this section}. Any interest expense
that iy disallowed under this section
may be carried forward to a subseguent
taxable year of the foreign corporation
and allowed in such year to the extent
provided in §§ 1.163 {j]-1(c] and 1.163{j}—
6 [a){2} and (3). See § 1.1563]j}7 for rules
telating to the coordination of this
section wilh other provisions of the
Code aflecting the deductibility of
interest.

{c} Definitions—{1) In general, The
terms “net interest expense”. "adjusted
taxable income”, "excess interest
expense”, and “excess limitation™ shall
have the same meanmngs as provided
elsewhere in these regulations under
section 163(j). wilh the foliowing
odditions and smodifications. All other
terms used in Lhis section shall have the
same meanings as provided elsewhere
in these regulations under section 183(j).

(2) Met interest expense.- The net
interest expense of a {oreign corporaticn
mmeans the excess. if any, of interest
expense that is allocaled to the
eifectively cornected income of ke
fareign corporation for the taxablie year
and that is raken into account under
seclion 161(j) a3 provided in § 1.163(j}-7,
over Lthe amount of inlerest includible in
its effectively connecled gross income
for the taxable year.

(3] Adjust taxable income. Tre
adjusted 1axable sncome of a fore:gn
corporation 1s ila effectively connecied
taxabie income that is not exempt from
tax by reason of a U.5. income ‘fax
treaty, modified by the additiony. and
subuactions provided in § 1.163()]-2(0)
ihat are attnbutable to such elfecuvely
connecled income.

{1} Excess interest expanss The
excess 1nterest expense of a foregn
carporation is Lhe excess of its nel
interest expense determuned under
paragraph {c)(2] of this section over the
swmn of 50 percen! of s1s adjusted taxable
income determined under paragraph
(c)(3) of this section plus any excess
limitetion carryforward determined
under §§ 1.183 {j}-1{d) and 1.183 j)-6
{b) {2}

(5) Excess limitation. The excess
limiteticn of a fereign corporation
means the excesy. if any, of 50 percent
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af the adjusted 13xabie itncome of the
‘nreign corparation {etermined uncer
paragraph {c}{3] of this sectian), over s
metnierest expense {determined under
seragraph {c){2] of this section}. For
r2ies rezarding the carryforward of any
excass imilation of a foreign
corporaticn see §3 1.163(j)~1{d] and
1.83(j5ibl 2]

(&) Determinalion of interest pard to a
reiated person. For purposes of thiy
section, the amount of interest that is
said, or deemed paid. by a foreign
corposation o a reluted person. as
dafwed in § 1.153{j}~2{g). shall equal the
sum of the amoun! of interest paid by a
U.S. trade or busuess of the loteign
corporation under section 884 DN(1)(A) ta
a persan that is reiated to the forcign
carzorziion and the amount of interest
cdescribad n section 884(N{11B) {"excess
interast” within the meaning of § 1.284~
+T{all.

{e} Debt-equity ratio. For purposes ol
compulng the deblequly ratoof a
foretga corporation subject to the rules
of this section. the debt of the foreign
zarroration saall squal the amoun! of its
worldwicde liabsiities for purposes of
Step 2 of § 1.882-3, adjusted in
acrordances with e ruies in § 1.163{jj-
Sia) wahout regard to § 1.183(1<{b}{3).

T he equity of the fore:gn corperation
stail equal the amount of its worldwide
assets ior purposes of Step 2 of § 1.882-
5. adjusted 1n accordance with the cules
12§ L.163]))-3(c] without regard 1o
§-1.183{j~3{c}{4]. less ity worldwide
Lzbiiities s delernuned in the preceding
sznience.

{5 Cxample. The ruies of paragraphs
o] through (2] of this section may be
Jiustrated with the foiiowing example.

L .ormpie, FC. a countey X coraralion. is
srgazed i the uclive conducl of @ wade of
bus.nessn the Lnuted Siates. P, a country X
corporanon. owas all the atock ol FC The
ceti-wquity catio of FC inder paragraph (e} of
i section i 3.1 FC has 5500 of adjusted
*3xnble income under paragraph [c}(3] of this
sAchon. and net interest expense of S5O0
13800 al inereal expense allocated undar
116825 over 30 ol ellecuveiy connected
interest incumel undee paragraph {cil 2] of this
sectign. Urdder § 1 2847, 5500 ol FC'2
succiied wilercsl expense 18 wesied as
vwrecest paid by the US. irade or business of
FC o FP and 5100 of FCs allocared interent
sxyenye s Tested aaif it were paid by «
wnutly owned domestic corpormnion Wy FC
7C and FP are both quatified cevidenis of
county X Under the ueaty, the rute of tax on
e 3500 ol wntaremt pard to FP and on FC'e
$100 of wacess interest o reduced from 3
percent to 10 peecent Thua, of the 5500 of
wterest pad o deemed paid by FC to related
persens, heo-turds of the lnterest (s trented
as lax-exempl of $400. The excess inlerest
21pense of FC ie the exeess of FCo net
\ateresl pana ($600] over 50 parcent of FCs
adjusted tanable income (3350) oc $250. Thos,

3230 of the 3400 of witerest paid by FC 1o tax-
exempt retated persony will be diswslowsd
compuung FC's effeckivery conneciea taxabie
1came [or 1o taxable yeac oul may be
cacried over by £C to a subsequent taxable
year.

(8} Coordination with brench profits
tax.—~{1) Eff2ct on effactively cornectad
earnings and profits. The disallowance
and carryforward of interest expense
under this section shall not aiffect when
such icterest expense reduces the
effectively connected earnings and
profits of a foreign corporation. as
ceiined in § 1.884-1T{0.

(2} Efect on U.S. net equiiy. The
disallowance and carmyforwvard of
interest expense under this section shall
rat affect the computation of the U.S,
ne! equity of a foceign corporation. as
defined in § 1.884~1T {c}.

(3) Example. The pnncipiss of this
1 1.163(j)-8(g} are illusirated by the
foliowing example.

Ixample. Aszume {oteign corpocation FC
uses money thal iy Leated as o ULS, asset
vader § 1.884-1T(d}{8) in order 10 pay interest
described in paragrsph {d) of this seclion
and thst under this section a deduction for
such interest expense ia disallowed
Assuming that FC's U.S, aasets otherwise
remain canstant dunng the year. the U5,
pssets of FC will have decrensed by the
amount of money used to pay the interest
exoense, and the U.5. net equity of FC will be
camouted sccordingly.

§ L1639 Guarantees and back-lo-back
loany (Reserved)

§ 1.163 ([-10 Elfective dates.

(a} In general. Section 183 (i} generaily
applies to interest paid or accrued
directly or indirectly by the payoe
corporation in its taxable yeara
beguwining after July 10, 1989,

(b} Exceprions.-~{1) latarest paid on
certain fixed-term obligauons
outstonding on fuly 10, 1989—{i] In
general. Interest paid or accrued with
tespect to a fixed-term debt obligation
autstanding on fuly 10. 1389, shall not be
treated a9 disallowed inteceat expense,
even though such interesias poid or
accrued in a taxable year of the payor
corporaon begirgung after July 10, 1989.
Such interest expensa is, however, taken
into account under section 183(;] for all
ather purpcoses (a.g. determining whether
other interest expense paid or sccrued
duning the taxable year 3 reated a9
excess inlerest expensel.

(15} Cartain cbligoticns 1ssued
pursuant to written conuacts binding on
July 10, 1988—{ A} In genecal. interest
paid or accrued with respect to & fixed-
term obligution that s issued alter July
10, 1989, pwrruan? 1o & whnlien contract
binding on tha! date snd at ol thmes
thereafier until the issuance of the
obligstion. shall be Teated in the same

————— -

manner a8 interest paid or accrued with
respect 1o 3 fixed-teem cebt obligation
outstanding on July 10. 1989,

(B) Whether a conwract is binding. In
determining whether a contract is 2
binding contract. the foilowing rules
agpiy:

(] &\ written conmact between related
persans (as defined in § 1.163(j}-2(g}}
shall only be treated as birding on a
particular data if it was enforceable on
that date {whether on the basis of
reliance or otherwise} by an unrelated
third party.

2] A written contract dely executed
by authorized individuais on or before
Inly 10. 1968, will not be considered non-
binding solely because it is subjectto a
conditicn outside the contal of the
parties: insubstantial contrac! terms
remain o be negotiated by the pacues:
or 1t is sutiect ta appraval by the board
of directors of a corporate party where,
prior to July 11. 1988, the board kad
authorized or been apprised of the
status of negotiations and formal boasd
approval occurted reasonably promptly
feilowing extension of the written
contract without further change to the
agrzement [except for insubstantial
cenriract ierms).

(i1} Mod(fication of cartsin fixed torm
obligotions outstanaing on Juiy 10,
19894 A} In generc) If 2n obligation
described in paragraphs (bl1){i) o
(5161){ii} of this scction is modified after
juiy 10. 1989. it shall be treated
therealter as a new obligation for
purposes af section 163 (j).

{8} Modification defined—{1) In
general Except as peovided in this
paragraph (b}{1}ii1}{B). an obligation
cescribed in paragraphs {b}{1){i) or
{b}(1}(ii] of this section shall be ireated
as modified for purposes of paragraph
(LI LIGEIATY of tns section i it is
revised (whether by renegotiation.
assumplion. reissuance, or otheowise} in
a manner thal would ive nse 1o a
deemed exchange of debt instruments
by the obligee under section 1001, In sny
case, an obligation shall not he treated
as modified under this paragraph
(b){1Hii}[A) solely because a rew
obligor is substituted fur the criginal
obligor to rellect the terms of a
reorganization descnbed in seclion
368{a}t or incident to & liguidation
described in seclion 332{a).

{2} Extension of melurity date. An
obligatian shall be Ueated as modilied if
its maturity date is extended even if
such txtension would nol give risc o a
deemed exchange of debl insauments
under secdon 1001

(3% Anti-abuse rule. U & fixed-term
debt obligetion oulstanding on July 10,
1989, ot #n obligaton descnbed in
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paragraph (b){1){ii)(A} of this section. is
acquired by a person rejated to the
obligor {withtn the meaning of § 1.183(j}-
2{g}} from an obligge that is not a0
related. and the obligor (or eny member
of its sffiliated group) issues new debt
that has the effect of replacing the
acquired debt {whether or not such
issuance is to the onginal obligee). the
scquaired obligation shall be ureated ay
modified for purposes of paragraph
{h}{1}iii} of this section.

{2} Demand locns. Interest paid ar
accrued prior to September 1, 1989, on &
cemand loan {or other obligation with
no fixed term;] outstanding on July 10.
1989. shall not be 1reated as disallowed
by section 163(j] even thnugh it is paid
or accrved in a taxable year beginning
after the latter date. Such interest
expense 13, however, taken into sccount
under section 163(j] for all other
purposes.

[c} Cerryforward of excess hmitation
fram pre-effective date texable years Lo
post-effective dote taxable years. In
computing a corporalion’s excess
l:mitation carrvforwards for its firat,
second. and third taxable years
beginning after July 10, 1999, a
corporaion shall take into account
arnecunts that wouwld have been treated
a3 excess limitatuon carryforwards to
those years as if sechon 183{j) had been
in effect throughout the corporation’s
taxable years beginning after july 10,
1386, For this purpose, such eorporation
shall be eated a5 havi - had zero
excess hmitaton or disallow =4 snizrest
expense camed forward 1o 1ts first
taxabie year beginning after July 10.
1388,

(&) Ercmples. The [ollowing examples
lustrace the operavon of this section.

Excrmale (1] 511 3 calendar year domestic
Ltorporavon, In cech of 1987, 1388, 1589, and
1920, 5's adpusted taxaple acome 13 315G In
1087, 1984, 1989, ard 19%). 53 net tnterest

expense 13 540, 834, L35, and 350, respectively.

Ailol $'y interest cxpense for these yeurs is
e.cT ot ~rlated persan iniecesi expense
gurTes walh resgect 10 demand loans, S
Gues ant saisiy the debt-equily ratio safe
karpor test in 1990,

iul Pursuant to ¥ 1163 [jZ {c} and this
sectiyn. 5 has eacess hnuzuon of 810 10 1957
v.hicn fsunject to the hvnitations descnbed in
3 1162 ()=t {d}) can ue camed forwasd to ity
rexl three succeeding taxable yeary. In 1988
53 exivns hmilation carrviorward from 1987
15 redyced by 54 {its excess (nieresl expente
(i) ever 50 perceant of oy acjusted taxable
ineome (833}

il dn 1989, 85 of 37y 58 excess limitatiun
carmylorw ard {rom 1933 19 applied sgainst,
«a requced by, 51 55 excesy interest
eipense.

frv) In 1792, tre 51 balance of 5’y excess
Lmatanon cam forwasd fram 1587 expires
wathout 13w bereln o 5.

Examals 21i) The facts are Lhe vame su in
Example §. except us follows: In 1988, S's net
interest expense 11 349, S'» net intereat
experiae in $53 Ln 1989, $50 w1 1990, and 535 in
19TL § does not sanialy the debl-equity ratio
saie harbor lest in 1991,

{u) In 1588, 5 haw excers limilation carmed
forward from 1987 of $10, none of which is
used or expires in 1988, snd has excess
limitation of $1 for 1988, In 1989, $3 of 5’y
excess limitation carryforward from 1967
reduces 1o zero the amount of S's excess
interest expense In that year. Thuy, in 1990, 5
has toiaf availuble excesy hmitanon
carrylorward of 56, of which 55 (s [rom 1987
and 51 from 1988 ALl 85 of 5'¢ remaining
exceas limitation carryforweard from 1087
expires without tax benefit to S jn 1990, [n
1041, the $1 of excess limitaton currylorward
from 1988 reduces S's disaliowed interent
eipense 1o 4.

Exampie 3 (ij O is 8 calender-year domestic
corporation. in 1987 and 1988, O's edjuated
taxable income 14 5120 and il nel interest
expense is 560. In 1989, O's sdjusted taxable
sncome 1s $100 and ils net Litetest expense s
530. In 1999, D has negstive sdijusted taxsble
ncome [i.e. an adjusted taxable loas) of 5100
#nd 550 of net inierest expence, Ln each year.
all of 'y net interext expense is exemp!t
reluted pesson inlerest expense incured with
respect to demang loana.

{ii} I has neither excess limitation nor
excess interest expense from 1987 and 1963,
12 1929. D has 520 (S50-530) of excess
hmtation which (subject to the Imitations
cescribed in § 1.183 [j}~1 (d)) can be carned
forward Lo 113 next three succeeding 1axable
years. in 1996. I's first taxable year 1n which
i3 inlerest expense may be disallowed as s
deduztion under section 163 {j], the $20 of
eacess hmitavon O camed (orwerd (rom 1983
:s reduced {(but not below zere) by w1 5130
udjusted taxable less for that year under
§ 183 (j}-2 i) (4). Theeiore. noneof D'y
exces? bmitation carrylorward from 1969 can
Le epphied (o reduce D's 550 excess inlerest
expense in 1990,

Fred T. Gotdberg. .,
Commussigner of Intermnol Aevenue.
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RIN 1345-A024

Eamings Stripping [Sectica 163}
Hearing

AGENCY: Internal Revenue Service,
Treasury.

acTion: Natice of public heanng on
proposed regulations.,

summary; This dacument provides
nolire of public heating on proposed
reguizhions relating to sechien 163(j) of
the Internal Ravenue Code. regarding
Tearmings sinppings.”

DATES: The public hearing will be held
on Wednesday, September 25, 1991,
beginning at 10 a.m. Requests 1o speak
and outlines of oral comments must be
received by Wednesday, September 4.
1991.

ADDRESSES: The public hearing wilt be
held ia the Cash Roam, Department of
the Treasury Buiiding, 1500
Pennsylvania Avenue, NW.,
Washington. DC. The requests 10 speak
and outlines of oral comments shouid be
submiited to: Inlerna) Revenun Service,
P.Q. Box 7804. Ben Franklin Station,
attn: CC.CORP-TRR, (INTL-0870-89),
room 5228, Washington. OC 20044,

FOR FURTHEN INFORMATION CONTACT:
Felicia A. Daniels of the Reguletions
Unit. Assistant Chiel Counse!
|Corporate), 202-377-9228 or 202-566—
3935 (not a 1oli-free number).

SUPPLEMENTARY INFORMATION: The
subject of the public hearing 13 proposed
regulations under section 183(j} of the
Internal Revenue Code of 1588. The
proposed regulations appear elsewhere
in this issue of the Federal Register.

The ruies of § 601.061({a}{3) of the
“Stlatement of Procedural Rules™ {268
CFR part 601) shall apply with respect to
the public hearing. Persons who have
subniitted written comuments within the
time prescribed in the notice of
proposed rulemaking and who slso
desire 1o present oral comments at the
heanng on the proposed regulations
should submit not later than
Wednesday, September 4. 1991, an
cutline of ora) comments/testimony to
be presented at the hearing and the time
they wish 1o devote to each subject.

Each speaker for group of speakers
tenresenting o single entity} will be
hmited 1o 10 minules [or an oral
presertation exclusive of the ume
consumed by gquestions from the parel
for the government and ernswers o these
cuestiony.

Because of conirolied access
resirictions, attendees cannot be
permitied beyond the lobby of the
Ocparument of the Treasury Building
until 9:45 8ot

An agenda showing the scheduling of
e speakers will be made alter outlines
are received from the persons tealiving.
Cepies of the agenda will be avallable
free of charge at the hearing.

By direction of the Commissiones of
[ntemal Revenue,

Daie O. Goode,

Federal Register Laoison Officer. Assistant
Chief Counsel {Corporaiey.

[FR Doc. g1-14244 Filed 5-12-91: 11.25 am|
WLl CODE 403001
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{4} Correction of procedural defects. The Secretary may
provide that any regulation smay apply retroactively to cor-
rect a procedural defect in the issvance of any prior regu-
lation.

{51 Internal regulations. The limitation of patagraph (1)
shall not apply to any regulation relating to intemal Trea-
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.1bia. far such periods
. and o any designated

Jective TILSE.
Paor 1o amendment, Code Sec. T804 read as follows.
~5ec 18G4 EFFECT OF RECRGANIATION TLANS
“(a) Agplication The provisions of Reodg, ion Flaa Numbered
26 of 1950 and Reotganizaton Plan Numbered 1 of 1952 shall be
apphoable W all Functians vested by 1hic titke, of by any acl ametd-
ing Uns tile {except ms otherwisc eapeessiy provided in such
amending, act), i any officer, employee. or agency, of the Depart-
ment of the Treasury.
“{p) Preservation of eusung rights and semedies MNothing w Reor-
paniEation Flan Numbered Z6 of 1950 o Reorganization Plan
Yumbered 1 of 1951 shall be considered w impau any nghi or
emedy, muluding 1al by jury. I recover any inlemal revenue tax
slleged 10 have beean erromcousty oc illegally wswessed oc collecied,
or any penally clarned o have been collecked without authotity, or
any sum allcged lo have been ccessive of in any manner Wong-
fulty collecied winder the intemal revonue daws. For the pupose of
any achop 1o rscover any such ax, penalty. of sum, ol starutes,
ks, and regul femng, two the coll of imemal r 3
the poatipal officer for e mtemal reveane disinct, of the Seore-
sy, shall be desmned w refer 0 the officer whose »1 o acts re-
ferzd 1w m the preceding septonce gave mrse 10 such action. The
vene of any sech action shall be the same a3 under exizung law ™
In k976, DL 94455, Sec. 190GBKIIKA) substinuted “Secretary”
for “Secyetary o his delegate” in Code Sec. 780, effective 2/1/77.

Sec. 7805.  Rules and regulations.
{a) Autherization.

Bacept where such authority is expressly given by this ti-
tle to any person other than an officer or employee of the
Treasury Department, the Secretary shall prescribe all need-
ful rujes and regulations for the enforcement of this title, in-
duding all mles and regulations as may be necessary by rea-
sop of any alteration of law in relation to miernal revenue.
{b) Retroactivity of regulations.

{1} In general. Except as otherwise provided in this sub-

section, no temporary, propused, or final regulation relat-

ing to the wniemal tevente laws shall apply to any taxable
renod ending before the earliest of the following dates:
{A} The date on which such regulation is filed with the
Federal Register.
(B} In the case of any final regulation, the date on
which any proposed or temporary regulation to which
stuch final regolation relates was filed with the Federal
Repister,
{C) The date on witich any notice substantially describ-
Ing the expected contents of any lemporary, proposed,
_ur final regulation is sssued 1o the puhlic.
{2) Fxception for promptly issued repulations. Para-
&raph (1) shall not apply to segulations ssued within 18
months of the date of the snactment of the siattory provi-
Sion tu which the regulation relates,
{3) Prevention of abuse. The Secretary may provide that
any regulation wmay fake effect or apply retroactively to
prevent abuse,

shall be applied without retroactive effect.

{c) Preparation and distribution of regulations, forms,

stamps, and other matters.
The Secretary shall prepare and distribute all the instruc-

tions, regulations, directions, forms, blanks, stamps, and
other matters pertaining to the assessment and collection of
mtemal revenue.

{d) Mapner of making elections preseribed by Secretary,

Except (o the extent otherwise provided by this title, any

election under this title shall be made ar such time and in
such manper as the Secretary shall presciibe.
{¢) Temporary regulations.

(1) Issnance. Any temporasy regulation issued by the Sec-
retary shall alse be jssued as a propused regulation.

{2} 3-Year duration. Any temporary regulation shall ex-
pire within 3 years after the date of issuance of such rego-
lation

() Review of impact of regulations on small busiaess.

{1} Sabmissions 1o small business administration. After
publication of any proposed or temporary regulation by
the Secretary, the Secretary shall submit such regulation 1o
the Chief Counsel for Advocacy of the Small Business
Administration for comment on the impact of such regula-
tion on stall business, Not later than the date 4 weeks af-
ter the date of such subimission, the Chief Counsel for Ad-
vocacy shall submit comments oo such regulation 1w the
Secretary,
{2) Consideration of comments. In prescribing any final
regulation which supersedes a proposed or temporary reg-
slation which had been submitted under ihis subsection to
the Chiel Counsel for Advocacy of the Small Business
Admingstration -—

{A} the Secretary shall consider the commients of the

Chief Counsel jor Advocacy on such proposed or tewn-

porary regulation, and

(B) the Secretary shall discuss any response to such

commenis in the preamble of such final regulation.
{3) Submission of certain final regulations. In the case
of the promulgation by the Secretary of any final regula-
tion {other than a temporary segulation} whsch does not
supersede & proposed regulation, the regquirements of
paragraphs (1) and (Z) shall apply; except that—

(A) the submission under paragraph (I} shall be made

at least 4 weeks before the date of such promulgation,

and

{B) the consideration (and discussion) required under

paragraph (2) shall be made tn connecbion with the pro-

mulgation of such final regulation.
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Code Sec. 7805

Miscellaneous Provisig

In 1998, P.L. 105-206, Sec 3704, delsicd “by regulations or
forms " afier 'the Secretary shall™ i subsec, {d), effecuve 7/22/98.
In 1996, P.L. 104-168, Sec i M{a), amended subsec. {b). effccrive
tor regulanans which relate to statutory provisions cnacted on o
after 703006

Prior 0 amendment, subses () read as follows:

“(b) Resroacnviry of regulations oc rulings. The Secretary may pre-
scttbe the extent. if any. o which any ruling or regulafion, relating
te the tmemnal revenue faws, shall be applied without retroactive ef-
fect "

—FL. 1D4-117, Sec. 2, substiated “October 1, 2003 for "Oclo-
bet 1, 2000 in S=c 1051 Lic) of P.L. 100-203, reproduced below
las amended by Sec. 743 of PL 103 465 and Sec. 1131%a) of
PL i01-508, see below]|

In 1994, PL 193465, Sec. 743, substinged “Ocober |, 2000" fox
“Octobes 1 19957 Sec 1051 M of PL100-203, reproduced
below [as amended by Sac LI Ha) of PL. LO1-508, see below].
In 1990, PL. T01-508, Sec 11319%a), added the sentence a1 the
end of Sex. 1W05L1{c) of FL Y00-203, reproduced below, effective
91291901, cxcepr that g advance paymen! shall be required for any
fee for any requesis filed after $29/90, and before the Mih day af-
et 11/5/50,

—FL 101-508, Sec. 11621{a}, ded subsec (f), eff for
regulanons issoed after the date which is W days afier F1/5/90.
Frior 1o amendment. subzsec, {7} read as follows:

“if) [mpact of regatations on small business reviewed. Aftor the
publication of any propused regulation by the S y and beforc
the promulgation of any final regulation by the Secretary which
does not supersede a proposed I the Secretary shall sub-
i such regulation 1w the Admi of the Small Business Ad-
ministration tor comment on the impact of such regalation on small
business. The Admmstrdor shall have 4 weeks from e date of
submssioit (o respoad.”

To 1988, P.I. 100-647, Sec. 6232(3). added subsecs () and (f), of-
fecuve for any regulaton issued afier the dalc whech = 10 days af-
ter 1iFHMES

Im 1987, FL 100-203, Sec 10511, [as ansended by Sec. §131%#)
of PL 101-508, Sec, 743 of PL 103-465, and Sec. 2 of PL. 104-
117, sce above] provides the following rules for tax-relaied user
fees:

“Bec 103 FEES FOR RGGUESTS FOR SULING, DETERMINATION, AND
SIMILAK LETTERS

“(a) General rule The Secretary of the Treaswy or his delegate
{hereinafter wn this sechon refered 10 as the “Secretary’) shall es-
tablish 3 program yequinng the payment of user fees for requests 1o
the Intemmal Beovenue Service for rubmg ictiers, opimon ketters, and
determunation levers and for snitar reguests.

“{b} Program critena

U1} In gencral The fees charged undez the program equised by
subsection (a) —

“{4) shall vary sccording 1o calecgones {or subcatcgonies) estab-
hshed by the Secretary,

“{H) shal] be delermined afier taking mto account the averzge
dme for (and difficuley of) complysng with requests in each cate-
gony fand subcategory), and

{1} shall be payable in advance

“12} Exenphons, eic The Secretary shall prowide for such ex-
empuons 1an0d reduced feesy under such program as be determines
10 be appropriow

{3y Average fee requirement The average fec charged under the
program required by subsecuon (a} shall not be leas than the
amount deternuned under the followimg table,

“Calegory Average Fec
Empleyee plan rubng and opmion $250
Exempl organization ruhing $ 350
Emiployce plan detemunagon 530
Exempt argamzanon determunation 5275
Chief counsel mting 5200,

“fc) Application of section Subsection (a) shall apply wath respect
o requests made on of afier the 15t day of the second calendar
month beginning afier te daie of the coacttoent of this Act and
before Seprember 30, 1990, Subsection {a) shall also apply woth re-

spect Lo requests muade after Sepiember M. 1990, and before Octa.
ber 1. 202"

Io 1984, PL 9% 369, Sec. 4%0), added subsec (d), effective for
tax, yr5 end afler 71884

Tm 1976, Pi. 94-45% Sec. 1906(0K 13N A ), substityled “Sccroiary™
for “Secretary or his delegate” each place 1 appearcd in Code Sec.
TEOS, effective 20477

Sec. 7806. Construction of title.
{a) Cross references.

The cross references in this title to other porttons of they,
tie, or other provisions of law, where the word “'see"
used, are made only for convenience, and shall be given y,
legal effect.

(b) Arrangement and classification.

Ne inference, implication, or presumption of legisktive
construction shall be drawn or made by reason of the log.
tion or grouping of any particular section ot provision «
postion of this title, nor shall any table of contents, 1able of
cross references, or similar outline, analysis, or descripiw
matter relating to the contents of this title be given any legd
effect. The preceding sentence alsc applies to the sideroies
and ancillary tables contained in the vanous prints of this
Act before its enactment into law.

Sec. 7807. Rules in effect upon enactment of this tile,
(a) Interim provision for administration of title.

Until regulations are promulgated under any provision of
this titte which depends for its application wpon lhe promul-
gation of regulations (or which is to be applied in such man-
ner as may be prescribed by regulations) all instructions,
rules or regulations which are in effect immediatety poor
the enactment of this title shail, to the extent such ipsiruc-
tions, rules, or regulations could be prescribed as repulations
under authority of such provision, be applied as if promul-

gated as regulations vader such provision.
{b)} Provisions of this title corresponding to prior internal
revenae laws,

(1) Reference fo taw applicable te prior period. Any

provision of this titie which refers to the application of

any portion of this title o a pror period {or which d-

pends upon the application to a prior pertod of any portion

of this titte) shall, when appropriawe and consistent with

the purpose of such provision, be deemed to refer to (o

depend wpon the application of} the corresponding provi-

sion of the Intemal Revenue Code of 1939 or of such
other internal revenue laws as were applicable to the priof
pertod.

{2} Elections or other acts, If an election or other act

under the provisions of the Internal Revenue Code of

1939 would, if this title had not been enacted, be given ef-

fect for a period subsequent to the date of enactment of

this ttle, and if corresponding provisions are contained io
this title, such election or other act shall be given effect
under the corresponding provisions of this tille.

Sec. 7808. Deposilaries for cellections.

The Secretary is authorized to designale one or more de-
positaries in each State for the deposit and safe-keeping of
the money collected by virtze of the internal revenve Faws:
and the receipt of the proper officer of such depositary to the
proper officer or employee of the Treasury Department fof
the money deposited by him shall be a suificient voucher fof
such Treasury offtcer or employee in the settlement of his
accounts.

1a 1976, PL 94-455, Scc 1906(bH133(A), substmeted “Secretary”
for “Secretary or his delegaie” m Code Sec, 780X, effectwe W71

Sec. 7809. Deposit of collections,
{a} General rule.

Except as provided in subsections (b} and (cy and in Sev-
tions 7651, 7652, 7654, and 7810, the gross amount of alt
taxes and revenues received under the provisions of this e,
and collecttons of whatever nature received or collecied by
awthority of any internal revenue law, shall be paid daily
into the Treasury of the United States under instructions of
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Clearing House, Inc.

Income Tax—Interest

{ii) § percentage paints, and
{C) such instrument has significant eriginal issue discount,

For purposes of subparagraph {BXi). the Secretary may by regulation permit a rate to be used
with respect (0 any debt instrument which is higher than the applicable Federal! rate if the
taxpayer establishes to the satisfaciion of the Secretary that such higher rate is based on the
same principles as the applicable Federal cate and is appropriate for the term of the instrument

{2} SICNIFICANT ORIGINAL 1SSUE DISCOUNT.—For purposes of paragraph (1 XC), » debt instrument

shall be 1reated as having significant original issue discouns il=—

(A} the aggregare amount which would be includible in gross income with respect to such
instrument {or periods belove the close of any accrual period (as defined in section 127212 7))
ending after the date 7 vears after the date of issue, excesds—

{B) the sum oi—

{i) the aggregate amount of interest to be paid under cthe inskrument before the clote of
such accrual period, and :

(i) he producy of Lhe issue price of such instrument (a; defined in sections 1274 b and
127Ha)) and its yield 10 maturity.

{3) SPECIAL RULES.~For purposes of determining whecher 2 debt instrument is an applicable

high vieid discount cbligation—

{A) any pavment under the instrument shall be assumed to be made on the last day
permitted under the instrument, and

{B) any pavment io be made in the form of another obligation of the issuer {or a related
person within the meaning of section 43311} shall be assumed 1o be made when such obligation
is required 1o be paid in cash or in praperiy other than such obligation).

Except {or purposes of paragraph {1 X B, any reference to an obligation in suhparagraph (B) of this
paragraph shall be treated 25 including a reference to stock.

(#) DEBT INSTRUMENT.—For purpeses of this subsection, the teem “deht instrument’™ means any

instrument which is a debt instrument as defined in seclion 1275(a).

(3) RECULATIONS.~-The Secretary shall prescribe such regulations as may be appropriate to

carry out the purposes of this subsection and subsection (eX5), including—

(A) regulaiions providing for modifications to the provisions of this subsection and
subsection {eX3) in the case of varying rates of interest, put or call options, indefinite
malucities, contingent payments, assumptions of debt instruments, conversion rights, or other
ciccumsiances where such modifications are appropriate to carry out the purposes of thes

subsection and subsaction (e¥3), and

(B) regulatiuns to prevent avoidance of the purposes of this subsection and subsectivn (eX 3y
through the use of issuers other than C corporations, agreements to borrow amounts due under

the debt instrument, or other arrangements.
Amnendmema
P.Lo100-308 § LITOYORN 2R
Act Sec VW70LbA2Y amended Code Sec. 16MWI) by
sthking "lor siock)” alier ubligavion” each place w appescs

in wbparagraph (B, snd by adding 3¢ the ead thereal s new
senience 1o read ns aboe.

Tha above amandment is eifecrive ws if included in the
provision of thw Revienue Reconclistca Act of 1948
(P.L. 10t-239) ta which it celaten

P.L 101-239, § 720200}

Act Sec. 720201 amended Code Sec 163 by redesgnating
subscctson (i} an subsection () and By saserting aftcr wuber-
ton (h) & new subsecton (i) 1o read as abuve

The above amendment spplies generally 10 insgru.
ments isaued afver July 10, 1989, For exceptions, see Act
Sec. 1202 (XD lollowing Code Sec. 16Xe), above,

(Sec. 163D
() LIMITATION ON DEDCCTION FOR CERTAIN INTEREST PAID BY CORPORATION TO RELAYED PERSON —

(1) LIMITATION —

{A) I¥ CENERAL —II this subsection applies 1o any corporation for any tazable year, nu
deduction shall be allowed under this chapier lor disquaiificd interest paid vr acrrued by such
corporation dunng such taxable year. The amount disallowed under the preceding <entence shall
not exceed the corporation’s excess interest expense for the taxable year.

Intern-al Revenue Code

Sec. 163(j)
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. (B) DISALLOWED AMOUNT CARRIED TO SUCCEEDING TAXABLE YEAR.—Any amount disallowed
under subparagraph (A) for any taxable year shall be treated as disqualified interest paid or
_:}ccrucd in 1the succeeding taxable year.
(2} CORPORATIONS TO WHICH SUESECTION APPLIES.—

{A) IN CENERAL -~This subsection shall apply 1o any corporation for any taxable year if—
(i} such corporation has excess interest expense for such 1azxable year, and

{11) the ratio of debk to equity of such corporation as of the close of such Laxable year (or
on any other day during the taxable vear as the Secretary may by regulations presceibe)
exceeds 15101,

{B) EXCESS INTEREST EXPENSE.—

(i) IN GENERAL.—~For purposes of this subsection, the term “excess interest expense™
means Lhe excess (if any) of —

(I} the corporation's net interest expense, over

(1D} the sum of 50 percent of the adjusied 1axable income of the corporation plus

any excess Jimitation careyforward under clause {ii).
(i) EXCESS LIMITATION CARRYFORWARD.—If a corporation has an excess limitation for
. any tazable year, the amount of such excess limitation shall be an excess limitation
carryforward to the Ist succerding taxable vear and 1o the 2nd and 3rd succeeding taxable
years Lo the extent not previously taken into account under this clause. The amount of such
1 carryforward taken into account for any such succeeding taxable year shall not exceed the

cxcess interest expense for such succeeding taxable year (determined without regard to the
carryforward [rom the taxable vear of such excess imitation).

(iii) EXCESS LIMITATION.—For purposes of clause (i), the term “excess limitation”
mezns Lhe excess (1 any) of —
{I) 30 percent of the adjusted taxable income of the corporation, over
tII) Lhe corporation’s net interest expense.
{C) RATIC OF DEBT TQ EQUITY.—~For purposes of this paragraph, the term "“ratic of debt 10

rquily” means the ratio which the total sndebledness o, the corporaton bears to the sum of i

money and all other assets reduced (but not below zere) by sucii tota indebtedness. For purposes
uf \he preceding sentence—

(1) the amount Laken into account with respect i any assel shall be the adjusted basis
thereol for purposes of determining gain,

11) the amoynt taken into account with respect 1o any indebtedness with original issue
discount shall be its 1ssue price plus the portion of Lthe original issue discount previeusly

accrued 38 determined under the rules of section 1272 {determined without regard w
subsection (3 X7) or (b X4) thereof), and

{iu) there shall be such other adjustments as the Secretary may by regulations
prescribe.

«3) DASQUALLFIED INTEREST.~—For purposes of this subsection—

(A} 15 GENERAL. —Except as provided in subparsgraph {B), the term “disqualified interest”

means any interest paid or accrued by the taxpayer (directly or indirecily} 10 a related person i
ne 12x is :mposed by Lhis subtitle with respect 1o such interest.

(B) EXCEFTION FOR CERTAIN EXISTING [NDEBTEDNESS.—The term “disqualified interest”
Joos not include any interest paid of accrued under indebtedness with a fixed Lerm—
(1) which was issued on or before July 10, 1989, or

(i1} which was 1xsued afier such date pursuani toa writlenf:indinl contract in effecion
such date and all times (hereafier before such indebredness was issued.
(4} RELATED PERSON.—For purposes of this subseclion—

{A) IN CENERAL.—Ezxcept a3 provided in subparagraph (B), the 1erm “related person”

Mmuans any person who is related (within the meaning of section 2670) or 707(0X 1)) 1o the
laspayer.

{B) SPECIAL RULE FOR CERTA(N PARTNERSMIPS —
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(i) IN GENERAL.~=Any interest paid or accrued (o 3 partnership which {without regard
to this subparagraph) is a celated person shall not be treated as paid or acerued to a relared
person if less chan 10 percent of the profits and capital interests in such partnership are
held by persons with respect to whom no tax is imposed by this subtitle on such interest. The
preceding seatence shall not apply to any interest allocable te any partiner in such
parinetship whe is a related person 1o the taxpayer.

(ii) SPECIAL RULE WHERE TREATY REDUCTION.—If any treaty between the United States
and any foreign country reduces Lthe rate of tax imposed by this subtitie on 3 pariner’yshare
of any interest paid or accrued 102 partnership, such partner's interesis in such partnership
shall, for purposes of clause (i), be treated as held in part by & tux-exempt person and in pasn
by a taxable person under rules similar to the rules of paragraph (3XB).

{5} SPECIAL RULES FOR DETERMINING WHETHER INTEREST (S SUBJECT T0O TAX.—

{A) TREATMENT OF PASS-THRU ENTITIES.—In the case of any interest paid or accrued 102
parilrership, the determunation of whether any tax is imposed by this subtitle on such interest
shall be made at the pariner level. Rules similar to the rules of the preceding sentence shall
apply in the case of any pass-thru entity other than a partnership and in the case of tiered
parinerships and other £ntities.

{B) INTEREST TREATED A5 TAN-EXEMPT TO EXTENT OF TREATY REDUCTION.—If any treatv
between the United States and any loreign country reduces the rate of 1ax impased by this
subtitle on any interest paid or accrued by the taxpayer 10 a related person, such interest shall

be treated as interest on which no tax is imposed by this subtitle to the extent of the same
proportion of such interest as— . :

(i) the raic of tax imposed without regard to such treaty, reduced by the rate of tax
imposed under the treaty, bears te

{ii) the rate of tax imposed without regard te the treaty.
{6) OTHER DEFINTTIONS AND SPECIAL RULES.—For purposes of this subsection—

{A) ADJUSTED TAXABLE $NCOME.—The term “adjusted tazable income” means the raxable
income of 1he taxpayer—

{i) computed without regard to—
(I} any deduction ailowable under this chapter for the net interest expense,
{11 the amount of any nel operating loss deduction under section 172, and
(111 any dedurrion »llowable (or depreciation, amertization, or depletion, and

uiy computed with such other adjusiments as the Secretary may by regulations
prescnbe.

{8) NET INTEREST EXPENSE—The tecm “net interest expense’” meaas the eacess (if any)
of—

(i} the interest paid or accrued by the taxpayer during the taxable year, over

{ii) Lhe amount of interest includible in the gross income of such taxpayer for such
taxable vear.

The Secretary may by regulations peovide for adjusiments in deteemining the amount of ret
interest expense.

(C) TREATMENT OF AFFILIATED GROUP.-—All members of the same af[iliated group (within
the meaning of section 1504 a)) shall be treated as | taxpayer.

(7) RECULATIONS —The Secretary shail prescribe such regulations as may be appropriate w
carry out the purposes of this subsection, including—

(A} such regulations as may be appropriate (o prevent the avoidance of the purposes of thi
subsection,

{B) regulations providing such adjustments in the case of corporations which are members
of an alfiliated group a3 may be appropriate 1o carry out the purposes of this subsection, and

{C} regutations for the coordination of this subsection with section 834.
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