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Mission of the Service

The purpose of the Internal Revenue Service is to
collect the proper amount of tax revenue at the least
cost; serve the public by continually improving the

Statement of Principles
of Internal Revenue
Tax Administration

The function of the Internal Revenue Service is to adminis-
ter the Internal Revenue Code. Tax policy for raising revenue
is determined by Congress.

With this in mind, it is the duty of the Service to carry out that
policy by correctly applying the laws enacted by Congress;
to determine the reasonable meaning of various Code provi-
sions in light of the Congressional purpose in enacting them;
and to perform this work in a fair and impartial manner, with
neither a government nor a taxpayer point of view.

At the heart of administration is interpretation of the Code. It
is the responsibility of each person in the Service, charged
with the duty of interpreting the law, to try to find the true
meaning of the statutory provision and not to adopt a
strained construction in the belief that he or she is “protect-
ing the revenue.” The revenue is properly protected only
when we ascertain and apply the true meaning of the statute.

ii 1997-2 C.B.

quality of our products and services; and perform in a
manner warranting the highest degree of public
confidence in our integrity, efficiency, and fairness.

The Service also has the responsibility of applying and
administering the law in a reasonable, practical manner.
Issues should only be raised by examining officers when
they have merit, never arbitrarily or for trading purposes.
At the same time, the examining officer should never hesi-
tate to raise a meritorious issue. It is also important that
care be exercised not to raise an issue or to ask a court to
adopt a position inconsistent with an established Service
position.

Administration should be both reasonable and vigorous. It
should be conducted with as little delay as possible and
with great courtesy and considerateness. It should never
try to overreach, and should be reasonable within the
bounds of law and sound administration. It should, howev-
er, be vigorous in requiring compliance with law and it
should be relentless in its attack on unreal tax devices and
fraud.



Introduction

The Internal Revenue Bulletin is the authoritative
instrument of the Commissioner of Internal Revenue for
announcing official rulings and procedures of the
Internal Revenue Service and for publishing Treasury
Decisions, Executive Orders, Tax Conventions, legisla-
tion, court decisions, and other items of general
interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscrip-
tion basis. Bulletin contents of a permanent nature are
consolidated semiannually into Cumulative Bulletins,
which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin
all substantive rulings necessary to promote a uniform
application of the tax laws, including all rulings that
supersede, revoke, modify, or amend any of those
previously published in the Bulletin. All published
rulings apply retroactively unless otherwise indicated.
Procedures relating solely to matters of internal
management are not published; however, statements of
internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the
Service on the application of the law to the pivotal facts
stated in the revenue ruling. In those based on
positions taken in rulings to taxpayers or technical
advice to Service field offices, identifying details and
information of a confidential nature are deleted to
prevent unwarranted invasions of privacy and to comply with
statutory requirements.

Rulings and procedures reported in the Bulletin do not
have the force and effect of Treasury Department
Regulations, but they may be used as precedents.
Unpublished rulings will not be relied on, used, or cited
as precedents by Service personnel in the disposition of

other cases. In applying published rulings and proce-
dures, the effect of subsequent legislation, regulations,
court decisions, rulings, and procedures must be
considered, and Service personnel and others con-
cerned are cautioned against reaching the same
conclusions in other cases unless the facts and
circumstances are substantially the same.

Cumulative Bulletin 1996-1 is a consolidation of all
items of permanent nature published in the weekly
Bulletins 1996-1 through 1996-26 for the period of
January 1 through June 30, 1996.

The Internal Revenue Cumulative Bulletin is divided into four
parts as follows:

Part 1.—1986 Code.

This part includes rulings and decisions based on
provisions of the Internal Revenue Code of 1986.

Part ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows:
Subpart A, Tax Conventions, and Subpart B, Legislation
and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.

To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and
Subparts. Also included in this part are Bank Secrecy
Act Administrative Rulings. Bank Secrecy Act Admin-
istrative Rulings are issued by the Department of the
Treasury's Office of the Assistant Secretary
(Enforcement).

Notice of Proposed Rulemaking.

The preambles and text of proposed regulations that
were published in the Federal Register during this six
month period are printed in this section. Included in
this section is a list of person disbarred or suspended
from practice before the Internal Revenue Service.

1997-2 C.B. iti



Definition of Terms

Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the
effect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is
being extended to apply to a variation of
the fact situation set forth therein. Thus,
if an earlier ruling held that a principle
applied to A, and the new ruling holds
that the same principle also applies to B,
the earlier ruling is amplified. (Compare
with modified, below).

Clarified is used in those instances
where the language in a prior ruling is
being made clear because the language
has caused, or may cause, some confu-
sion. It is not used where a position in a
prior ruling is being changed.

Distinguished describes a situation
where a ruling mentions a previously
published ruling and points out an essen-
tial difference between them.

Modified is used where the substance
of a previously published position is
being changed. Thus, if a prior ruling
held that a principle applied to A but not
to B, and the new ruling holds that it ap-

Abbreviations

The following abbreviations in current use and for-
merly used will appear in material published in the
Bulletin.

A—Individual.

Acqg.—Acquiescence.

B—Individual.

BE—Beneficiary.

BK—Bank.

B.TA.—Board of Tax Appeals.

C.—Individual.

C.B—Cumulative Bulletin.

CFR—Code of Federal Regulations.

CI—City.

COOP—Cooperative.

Ct.D.—Court Decision.

CY—County.

D—Decedent.

DC—Dummy Corporation.

DE—Donee.

Del. Order—Delegation Order.

DISC—Domestic International Sales Corporation.
DR—Donor.

E—Estate.

EE—Employee.

plies to both A and B, the prior ruling is
modified because it corrects a published
position. (Compare with amplified and
clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used
in a ruling that lists previously published
rulings that are obsoleted because of
changes in law or regulations. A ruling
may also be obsoleted because the sub-
stance has been included in regulations
subsequently adopted.

Revoked describes situations where the
position in the previously published rul-
ing is not correct and the correct position
is being stated in the new ruling.

Superseded describes a situation where
the new ruling does nothing more than
restate the substance and situation of a
previously published ruling (or rulings).
Thus, the term is used to republish under
the 1986 Code and regulations the same
position published under the 1939 Code
and regulations. The term is also used
when it is desired to republish in a single
ruling a series of situations, names, etc.,
that were previously published over a pe-
riod of time in separate rulings. If the

E.O0.—Executive Order.

ER—Employer.

ERISA—Employee Retirement Income Security Act.
EX—Executor.

F—Fiduciary.

FC—Foreign Country.

FICA—Federal Insurance Contribution Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—TFederal Register.

FUTA—Federal Unemployment Tax Act.
FX—Foreign Corporation.

G.C.M.—Chief Counsel’s Memorandum.
GE—CQGrantee.

GP—General Partner.

GR—Grantor.

IC—Insurance Company.

I.R.B.—Internal Revenue Bulletin.
LE—Lessee.

LP—Limited Partner.

LR—TLessor.

M—Minor.

Nonacg.—Nonacquiescence.
O—Organization.

P—Parent Corporation.

new ruling does more than restate the
substance of a prior ruling, a combination
of terms is used. For example, modified
and superseded describes a situation
where the substance of a previously pub-
lished ruling is being changed in part and
is continued without change in part and it
is desired to restate the valid portion of
the previously published ruling in a new
ruling that is self contained. In this case
the previously published ruling is first
modified and then, as modified, is super-
seded.

Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and
that list is expanded by adding further
names in subsequent rulings. After the
original ruling has been supplemented
several times, a new ruling may be pub-
lished that includes the list in the original
ruling and the additions, and supersedes
all prior rulings in the series.

Suspended is used in rare situations to
show that the previous published rulings
will not be applied pending some future
action such as the issuance of new or
amended regulations, the outcome of
cases in litigation, or the outcome of a
Service study.

PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.

PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.

REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.

Rev. Rul.—Revenue Ruling.
S—Subsidiary.

S.P.R.—Statements of Procedral Rules.
Stat.—Statutes at Large.

T—Target Corporation.

T.C.—Tax Court.

T.D.—Treasury Decision.
TFE—Transferee.

TFR—Transferor.

T.I.R.—Technical Information Release.
TP—Taxpayer.

TR—Trust.

TT—Trustee.

U.S.C.—United States Code.
X—Corporation.

Y—Corporation.

Z—Corporation.
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Cumulative List of Actions Relating to Court Decisions Published in
the Internal Revenue Bulletin From January 1, 1997 Through

December 30, 1997

It is the policy of the Internal Revenue
Service to announce at an early date
whether it will follow the holdings in cer-
tain cases. An Action on Decision is the
document making such an announcement.
An Action on Decision will be issued at
the discretion of the Service only on un-
appealed issues decided adverse to the
government. Generally, an Action on De-
cision is issued where its guidance would
be helpful to Service personnel working
with the same or similar issues. Unlike a
Treasury Regulation or a Revenue Ruling,
an Action on Decision is not an affirma-
tive statement of Service position. It is not
intended to serve as public guidance and
may not be cited as precedent.

Actions on Decisions shall be relied
upon within the Service only as conclu-
sions applying the law to the facts in the
particular case at the time the Action on
Decision was issued. Caution should be
exercised in extending the recommenda-
tion of the Action on Decision to similar
cases where the facts are different. More-
over, the recommendation in the Action
on Decision may be superseded by new
legislation, re- gulations, rulings, cases, or
Actions on Decisions.

Prior to 1991, the Service published ac-
quiescence or nonacquiescence only in
certain regular Tax Court opinions. The
Service has expanded its acquiescence
program to include other civil tax cases
where guidance is determined to be help-
ful. Accordingly, the Service now may ac-

quiesce or nonacquiesce in the holdings
of memorandum Tax Court opinions, as
well as those of the United States District
Courts, Claims Court, and Circuit Courts
of Appeal. Regardless of the court decid-
ing the case, the recommendation of any
Action on Decision will b published in the
Internal Revenue Bulletin.

The recommendation in every Action
on Decision will be summarized as acqui-
escence, acquiescence in result only, or
nonacquiescence. Both “acquiescence”
and “acquiescence in result only” mean
that the Service accepts the holding of the
court in a case and that the Service will
follow it in disposing of cases with the
same controlling facts. However, “acqui-
escence’’ indicates neither approval nor
disapproval of the reasons assigned by the
court for its conclusions; whereas, “acqui-
escence in result only” indicates disagree-
ment or concern with some or all of those
reasons. Nonacquiescence signifies that,
although no further review was sought,
the Service does not agree with the hold-
ing of the court and, generally, will not
follow the decision in disposing of cases
involving other taxpayers. In reference to
an opinion of a circuit court of appeals, a
nonacquiescence indicates that the Ser-
vice will not follow the holding on a na-
tionwide basis. However, the Service will
recognize the precedential impact of the
opinion on cases arising within the venue
of the deciding circuit.

The announcements published in the

weekly Internal Revenue Bulletins are
consolidated semiannually and annually.
The semiannual consolidation appears in
the first Bulletin for July and in the Cu-
mulative Bulletin for the first half of the
year, and the annual consolidation ap-
pears in the first Bulletin for the following
January and in the Cumulative Bulletin
for the last half of the year.

The Commissioner ACQUIESCES in
the following decisions:

The May Department Stores Co. v.
United States,!
37 Fed. Cl. 680 (1996)

Pacific Enterprises and Subsidiaries v.
Commissioner,?
101 T.C. 1 (1993)

Royal Caribbean Cruises, Ltd. v.
United States,’
108 F.3d 290 (11th Cir. 1997)

Sun Microsystems, Inc. v. Commis-
sioner,*
T.C.M. 1995-69

William R. Jackson v. Commissioner,’
108 T.C. 130 (1997)

The Commissioner does NOT ACQUI-
ESCE in the following decisions:

Trans City Life Insurance Company v.
Commissioner,®

108 T.C. 130 (1997)

Transwestern Pipeline Co. v. United
States,’

639 F.2d 679 (Ct. Cl. 1980)

TAcquiescence relating to whether interest accrued on the taxpayer’s underpayments of tax for 1983 and 1984 from the due date of the first or third estimated tax

payment for the next succeeding years.

2Acquiescence relating to whether the cost of recoverable cushion gas and recoverable line pack gas, the gas used to maintain adequate pressure in a gas storage
facility and a pipeline, respectively, is properly treated as (i) merchandise and thus included in inventory; (ii) a depreciable capital asset; or (iii) a nondepreciable cap-

ital asset.

3Acquiescence relating to whether section 4471 of the Internal Revenue Code which imposes a one-time excise tax of $3 for each passenger who “embarks” or
“disembarks” a commercial vessel in the United States, applies where the voyage begins and ends outside the United States, but make intermediate stops in the United

States, where passengers temporarily leave the ship.

4Acquiescence relating to whether the spread income realized from a disqualifying disposition of stock purchased through the taxpayer’s incentive stock option
(“ISO”) plan constitutes wages under section 41(b)(2)(D) in determining whether certain qualified research expenses qualify for the credit for increasing research ac-

tivities under section 41.

5Acquiescence in result only relating to whether Termination Payments for an insurance comparny to a former insurance agent constitute net earnings from self-
employment within the meaning of section 1402(a) of the Internal Revenue Code (the Code) so as to be subject to tax under the Self-Employment Contributions Act

(SECA).

6Nonacquiescence relating to whether the Commissioner committed an abuse of discretion in determining that certain reinsurance agreements between unrelated
parties had a “significant tax avoidance effect” within the meaning of Internal Revneue Code section 845(b).

"Nonacquiescence relating to whether the cost of recoverable line pack gas, the gas used to charge and operate an interstate natural gas pipeline system, is properly
treated as (i) merchandise and thus included in inventory; (ii) a depreciable capital asset; or (iii) a nondepreciable capital asset.

1997-2 C.B. 1






Part |. Rulings and Decisions Under the Internal Revenue Code of 1986

Subtitle A.—Income Taxes

Chapter 1.—Normal Taxes and Surtaxes
Subchapter A.—Determination of Tax Liability
Part 1.—Tax on Individuals

Section 1.—Tax Imposed

26 CFR 1.1-1: Income tax on individuals.

The Service provides adjusted tax tables for indi-
viduals, trusts, and estates for taxable years begin-
ning in 1998 to reflect changes in the cost of living.
Also adjusted is the amount of certain reductions al-
lowed against the unearned income of minor chil-
dren in computing the “kiddie tax,” either on the
child’s return or, in the alternative, on a parent’s re-
turn. The amounts used to determine whether a par-
ent may elect to report the “kiddie tax” on the par-
ent’s return are also adjusted. See Rev. Proc. 97-57,
page 584,

Part IV.—Credits Against Tax
Subchapter A.—Nonrefundable Personal
Credits

Section 25A.—Hope and
Lifetime Learning Credits

What information reporting requirements apply
to educational institutions for 1998 under § 60508 of
the Code, as added by the Taxpayer Relief Act of
1997, in connection with the Hope Scholarship
Credit and the Lifetime Learning Credit. See Notice
97-73, page 335.

Subpart C.—Refundable Credits

Section 32.—Earned Income

26 CFR 1.32-2: Earned income credit for taxable
years beginning after December 31, 1978.

The Service provides inflation adjustments to the
limitations on the earned income tax credit for tax-
able years beginning in 1998. See Rev. Proc. 97-57,
page 584.

Subpart D.—Business Related Credits

Section 38.—General Business
Credit

Loan to community development
corporation is eligible for general busi-
ness credit. The full amount of the loan
made to a community development cor-
poration (CDC) is a “transfer of cash” to
the CDC for purposes of the definition of
a “qualified CDC contribution.”

Rev. Rui. 97-51

ISSUE

What amount of a loan may a commu-
nity development corporation (CDC) treat
as a “transfer of cash” for purposes of the
definition of a “qualified CDC contribu-
tion”?

FACTS

Bank wishes to lend money to X, a
CDC, that X will use to provide employ-
ment and business opportunities for low-
income residents in its operational area.
In June 1994, the Secretary of Housing
and Urban Development (HUD) desig-
nated X a “selected community develop-
ment corporation” under § 13311 of the
Omnibus Revenue Reconciliation Act of
1993, 1993-3 C.B. 144 (the Act). Bank
and X have negotiated an agreement that
Bank will lend X $2,000,000 on Decem-
ber 31, 1997, for 10 years at a stated rate
of interest. Under the terms of the loan, X
does not have to repay the loan before the
end of 10 years.

LAW AND ANALYSIS

Section 13311 of the Act provides a
business credit under § 38 of the Internal
Revenue Code for a qualified CDC con-
tribution made by a taxpayer to a CDC. A
qualified CDC contribution is any transfer
of cash (1) made to a CDC during the 5-
year period beginning June 30, 1994, (2)
that is available for use by the CDC for at
least 10 years, (3) that the CDC uses to
provide employment and business oppor-
tunities for low-income individuals who
are residents of the operational area of the
CDC, and (4) that the CDC designates as
a qualified CDC contribution. The Secre-
tary of HUD selects the 20 qualifying
CDCs and determines whether those
CDCs spend the money received appro-
priately.

A contributing taxpayer may claim an
annual credit during a 10-year period
equal to 5 percent of its contribution that
is designated by the CDC as a qualified
CDC contribution. The aggregate amount
of contributions that a CDC can designate
as eligible for the credit may not exceed
$2,000,000. The credit period begins
with the taxable year during which the

taxpayer made the qualified CDC contri-
bution.

A qualified contribution to a CDC need
not be in the form of an outright gift. A
qualified contribution may also be made
in the form of a loan, the principal of
which is to be returned to the lender tax-
payer after the 10-year period. H.R. Rep.
No. 2264, 103d Cong., 1st Sess. 801
n.196 (1993), 1993-3 C.B. 377.

In the present case, Bank is lending
$2,000,000 to X for 10 years. To the ex-
tent of the amount of the loan designated
by X as a qualified CDC contribution,
Bank is eligible to claim the CDC credit.

HOLDING

The full amount of the loan made to a
CDC is a “transfer of cash” to the CDC
for purposes of the definition of a “quali-
fied CDC contribution.”

Section 42.—Low-Income
Housing Credit

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 1997. See Rev. Rul. 97-27, page 97.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 1997. See Rev. Rul. 97-30, page 99.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of September 1997. See Rev. Rul. 97--36, page 101.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of October 1997. See Rev. Rul. 9741, page 102.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of November 1997. See Rev. Rul. 9744, page 104.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of December 1997. See Rev. Rul. 97-50, page 106.

Low-income housing credit; satisfac-
tory bond; ‘“bond factor’” amounts for
the period July through September

1997-2 C.B. 3



1997. This ruling announces the monthty
bond factor amounts to be used by tax-
payers who dispose of qualified low-in-
come buildings or interests therein during
the period July through September 1997.

Rev. Rul. 97-34

In Rev. Rul. 90-60, 1990-2 C.B. 3, the
Internal Revenue Service provided guid-
ance to taxpayers concerning the general

methodology used by the Treasury De-
partment in computing the bond factor
amounts used in calculating the amount of
bond considered satisfactory by the Sec-
retary under § 42(j)(6) of the Internal
Revenue Code. It further announced that
the Secretary would publish in the Inter-
nal Revenue Bulletin a table of “bond fac-
tor” amounts for dispositions occurring
during each calendar month.

This revenue ruling provides in Tablf: 1
the bond factor amounts for calculating
the amount of bond considered satisfac-
tory under § 42(j)(6) for dispositions of
qualified low-income buildings or inter-
ests therein during the period July
through September 1997.

TABLE 1
REV. RUL. 97-34

MONTHLY BOND FACTOR AMOUNTS FOR DISPOSITIONS EXPRESSED
AS A PERCENTAGE OF TOTAL CREDITS

CALENDAR YEAR BUILDING PLACED IN SERVICE
OR, IF SECTION 42(f)(1) ELECTION WAS MADE,
THE SUCCEEDING CALENDAR YEAR

MONTH OF

DISPOSITION 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997
JUL ‘97 78.33 80.65 83.19 86.15 89.61 9354 9758 10148 105.30 109.33 112.52
AUG ‘97 78.11 8043 8296 8592 8936 9327 97.30 101.18 105.01 109.06 112.52
SEP ‘97 77.90 80.21 8274 85.68 89.12 93.01 97.03 100.90 104.73 108.81 112.52

For a list of bond factor amounts ap-
plicable to dispositions occurring during
other calendar years, see the following
revenue rulings: Rev. Rul. 90-60, 1990-2
C.B. 3, for dispositions occurring during
calendar years 1987, 1988, and 1989;
Rev. Rul. 90-88, 1990-2 C.B. 7, for dis-
positions occurring during calendar year
1990; Rev. Rul. 91-67, 1991-2 C.B. 13,
for dispositions occurring during calendar
year 1991; Rev. Rul. 92-101, 1992-2
C.B. 9, for dispositions occurring during
calendar year 1992; Rev. Rul 93-83,
1993-2 C.B. 6, for dispositions occurring
during calendar year 1993; Rev. Rul.
94-71, 1994-2 C.B. 4, for dispositions
occurring during calendar year 1994; Rev.
Rul. 95-83, 1995-2 C.B. 8, for disposi-
tions occurring during calendar year
1995; Rev. Rul. 96-16, 1996-1 C.B. 3,
for dispositions occurring during the pe-
riod January through March 1996; Rev.
Rul. 96-33, 1996-27 L.R.B. 4, for disposi-
tions occurring during the period April
through June 1996; Rev. Rul. 96-45,
1996-39 L.R.B. 5, for dispositions occur-
ring during the period July through Sep-
tember 1996; Rev. Rul. 96-59, 1996-50
I.R.B. 4, for dispositions occurring during

4 1997-2 C.B.

the period October through December
1996; Rev. Rul. 97-16, 1997-13 L.R.B. 4,
for dispositions occurring during the pe-
riod January through March 1997; and
Rev. Rul. 97-25, 1997-23 1.R.B. 4, for
dispositions occurring during the period
April through June 1997.

26 CFR 1.42-15: Available unit rule.
T.D. 8732

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Available Unit Rule

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations concerning the treatment
of low-income housing units in a building
that are occupied by individuals whose in-
comes increase above 140 percent of the
income limitation applicable under sec-
tion 42(g)(1). These regulations affect

owners of those buildings who claim the
low-income housing tax credit.

DATES: These regulations are effective
September 26, 1997.

For dates of applicability of these regu-
lations, see §1.42-15(i).

SUPPLEMENTARY INFORMATION:
Background

On May 30, 1996, the IRS published a
notice of proposed rulemaking in the Fed-
eral Register (PS-29-95 at 61 F.R. 27036
[1997-1 C.B. 862]) proposing amend-
ments to the Income Tax Regulations (26
CFR part 1) under section 42(g)(2)(D) of
the Internal Revenue Code. A public
hearing was scheduled for September 17,
1996, pursuant to a notice of public hear-
ing published simultaneously with the no-
tice of proposed rulemaking. However,
the IRS received no requests to speak at
the public hearing, and no public hearing
was held. Written comments responding
to the notice were received. After consid-
eration of all the comments, the proposed
regulations are adopted as revised by this
Treasury decision.



Explanation of Revisions and Summary
of Comments

The general rule in section 42(g)(2)-
(D)(i) provides that if the income of an
occupant of a low-income unit increases
above the income limitation applicable
under section 42(g)(1), the unit continues
to be treated as a low-income unit. This
general rule only applies if the occupant’s
income initially met the income limitation
and the unit continues to be rent-re-
stricted. Section 42(g)(2)(D)(ii), how-
ever, provides an exception to the general
rule in section 42(g)(2)(D)(i). Under this
exception, the unit ceases being treated as
a low-income unit when two conditions
occur. The first condition is that the occu-
pant’s income increases above 140 per-
cent of the income limitation applicable
under section 42(g)(1), or above 170 per-
cent for a deep rent skewed project de-
scribed in section 142(d)(4)(B) (applica-
ble income limitation). When this occurs,
the unit becomes an over-income unit.
The second condition is that a new occu-
pant, whose income exceeds the applica-
ble income limitation (nonqualified resi-
dent), occupies any residential unit in the
building of a comparable or smaller size
(comparable unit).

Rules and Definitions

One commentator suggested that the
available unit rule under the proposed
regulations did not clearly indicate
whether the aggregate income of all occu-
pants of a unit is taken into account. Ac-
cordingly, the final regulations clarify that
an over-income unit means a low-income
unit in which the aggregate income of the
occupants of the unit increases above 140
percent of the applicable income limita-
tion under section 42(g)(1), or above 170
percent of the applicable income limita-
tion for deep rent skewed projects de-
scribed in section 142(d)(4)(B).

Commentators requested that the final
regulations specify whether a comparable
unit is measured by floor space or number
of bedrooms. The final regulations pro-
vide that a comparable unit must be mea-
sured by the same method the taxpayer
used to determine qualified basis for the
credit year in which the comparable unit
became available. ‘

Some commentators stated that the pro-
vision in the proposed regulations that all

available comparable units (not just the
“next available” unit) must be rented to
qualified residents to continue treating an
over-income unit as a low-income unit is
inconsistent with the title of section
42(g)(2)(D)(ii). Although the title of that
provision uses the term next available
unit, the text of the rule provides that if
any available comparable unit is occupied
by a nonqualified resident, the over-in-
come unit ceases to be treated as a low-in-
come unit. This means that if a building
has more than one over-income unit, rent-
ing any available comparable unit (a com-
parably sized or smaller unit) to a quali-
fied resident preserves the status of all
over-income units as low-income units.
Similarly, if any available comparable
unit is rented to a nonqualified resident,
all over-income units for which the avail-
able unit was a comparable unit lose their
status as low-income units; thus, compa-
rably sized or larger over-income units
would lose their status as low-income
units. In operation, this means that the
owner must continue to rent any available
comparable unit to a qualified resident
until the percentage of low-income units
in a building (excluding the over-income
units) is equal to the percentage of low-in-
come units on which the credit is based.
At that point, failure to maintain the over-
income units as low-income units has no
immediate significance. (However, the
failure to maintain an over-income unit as
a low-income unit may affect the owner’s
decision of whether or not to rent a partic-
ular available unit at market rate at a later
time.) Consequently, the final regulations
provide that all available comparable
units in the building, not only the next
available comparable unit, must be rented
to qualified residents to retain the low-in-
come status of the over-income units.

Application of Rules on a Building by
Building Basis

The proposed regulations provide that
in a project containing more than one
low-income building, the available unit
rule applies separately to each building.
Some commentators suggested that the
regulations should permit residents of
over-income units to move to available
units in different buildings within the
same low-income housing project without
violating the available unit rule. How-
ever, because the requirements under sec-

tion 42 must be satisfied on a building by
building basis, the final regulations pro-
vide that the available unit rule only per-
mits a current resident to move to another
unit within the same building of a low-in-
come housing project.

In addition, in response to requests
from several commentators, the final reg-
ulations make clear that when a current
resident moves to a different unit within
the same low-income building, the units
exchange status. (See example 2 of
§1.42-15(g) of the proposed regulations
and §1.42-15(h) of the final regulations.)
Thus, the newly occupied unit adopts the
status of the vacated unit, and the vacated
unit assumes the status the newly occu-
pied unit had immediately prior to its oc-
cupancy by the qualifying residents.

Timing Issues

The methods of committing rental units
to tenants varies in different jurisdictions.
However, it is a common rental practice
to have some form of preliminary reserva-
tion for a unit prior to the date on which a
lease is signed or the unit is occupied.
Thus, several commentators have re-
quested clarification that once a unit is re-
served for a prospective tenant, it is no
longer treated as available for purposes of
the available unit rule. Accordingly, the
final regulations provide that a unit is not
available for purposes of the available
unit rule when the unit is no longer avail-
able for rent due to a reservation that is
binding under local law.

Finally, financing arrangements using
obligations that purport to be exempt fa-
cility bonds under section 142 must meet
the requirements of sections 103 and 141
through 150 for interest on the obligations
to be excluded from gross income under
section 103(a). The requirements under
section 142(d) may differ from those
under section 42. Accordingly, the final
regulations provide that the rules under
the final regulations are not intended as an
interpretation of the applicable rules
under section 142.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined that
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section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and, because
these regulations do not impose on small
entities a collection of information re-
quirement, the Regulatory Flexibility Act
(5 U.S.C. chapter 6) does not apply.
Therefore, a Regulatory Flexibility
Analysis is not required. Pursuant to sec-
tion 7805(f) of the Internal Revenue
Code, the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Chief Counsel for Advocacy of
the Small Business Administration for
comment on its impact on small business.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding an entry in
numerical order to read as follows:

Authority: 26 U.S.C. 7805 * * *
Section 1.42-15 is also issued under 26
U.S.C.42(n); * * *

Par. 2. Section 1.42-15 is added to read
as follows:

§1.42—15 Available unit rule.

(a) Definitions. The following defini-
tions apply to this section:

Applicable income limitation means the
limitation applicable under section
42(g)(1) or, for deep rent skewed projects
described in section 142(d)(4)(B), 40 per-
cent of area median gross income.

Available unit rule means the rule in
section 42(g)(2)(D)(ii).

Comparable unit means a residential
unit in a low-income building that is com-
parably sized or smaller than an over-in-
come unit or, for deep rent skewed pro-
jects described in section 142(d)(4)(B),
any low-income unit. For purposes of de-
termining whether a residential unit is
comparably sized, a comparable unit must
be measured by the same method used to
determine qualified basis for the credit
year in which the comparable unit became
available.

Current resident means a person who is
living in the low-income building.

Low-income unit is defined by section
42(1)(3)(A).
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Nonqualified resident means a new oc-
cupant or occupants whose aggregate in-
come exceeds the applicable income limi-
tation.

Over-income unit means a low-income
unit in which the aggregate income of the
occupants of the unit increases above 140
percent of the applicable income limita-
tion under section 42(g)(1), or above 170
percent of the applicable income limita-
tion for deep rent skewed projects de-
scribed in section 142(d)(4)(B).

Qualified resident means an occupant
either whose aggregate income (com-
bined with the income of all other occu-
pants of the unit) does not exceed the ap-
plicable income limitation and who is
otherwise a low-income resident under
section 42, or who is a current resident.

(b) General section 42(g)(2)(D)(i) rule.
Except as provided in paragraph (c) of
this section, notwithstanding an increase
in the income of the occupants of a low-
income unit above the applicable income
limitation, if the income of the occupants
initially met the applicable income limita-
tion, and the unit continues to be rent-
restricted—

(1) The unit continues to be treated as a
low-income unit; and

(2) The unit continues to be included in
the numerator and the denominator of the
ratio used to determine whether a project
satisfies the applicable minimum set-
aside requirement of section 42(g)(1).

(c) Exception. A unit ceases to be
treated as a low-income unit if it becomes
an over-income unit and a nonqualified
resident occupies any comparable unit
that is available or that subsequently be-
comes available in the same low-income
building. In other words, the owner of a
low-income building must rent to quali-
fied residents all comparable units that are
available or that subsequently become
available in the same building to continue
treating the over-income unit as a low-in-
come unit. Once the percentage of low-
income units in a building (excluding the
over-income units) equals the percentage
of low-income units on which the credit is
based, failure to maintain the over-income
units as low-income units has no immedi-
ate significance. The failure to maintain
the over-income units as low-income
units, however, may affect the decision of
whether or not to rent a particular avail-
able unit at market rate at a later time. A

unit is not available for purposes of the
available unit rule when the unit is no
longer available for rent due to contrac-
tual arrangements that are binding under
local law (for example, a unit is not avail-
able if it is subject to a preliminary reser-
vation that is binding on the owner under
local law prior to the date a lease is signed
or the unit is occupied).

(d) Effect of current resident moving
within building. When a current resident
moves to a different unit within the build-
ing, the newly occupied unit adopts the
status of the vacated unit. Thus, if a cur-
rent resident, whose income exceeds the
applicable income limitation, moves from
an over-income unit to a vacant unit in the
same building, the newly occupied unit is
treated as an over-income unit. The va-
cated unit assumes the status the newly
occupied unit had immediately before it
was occupied by the current resident.

(e) Available unit rule applies sepa-
rately to each building in a project. In a
project containing more than one low-in-
come building, the available unit rule ap-
plies separately to each building.

(f) Result of noncompliance with avail-
able unit rule. If any comparable unit that
is available or that subsequently becomes
available is rented to a nonqualified resi-
dent, all over-income units for which the
available unit was a comparable unit
within the same building lose their status
as low-income units; thus, comparably
sized or larger over-income units would
lose their status as low-income units.

(g) Relationship to tax-exempt bond
provisions. Financing arrangements that
purport to be exempt-facility bonds under
section 142 must meet the requirements
of sections 103 and 141 through 150 for
interest on the obligations to be excluded
from gross income under section 103(a).
This section is not intended as an interpre-
tation under section 142.

(h) Examples. The following examples
illustrate this section:

Example 1. This example illustrates noncompli-
ance with the available unit rule in a low-income
building containing three over-income units. On
January 1, 1998, a qualified low-income housing
project, consisting of one building containing ten
identically sized residential units, received a hous-
ing credit dollar amount allocation from a state
housing credit agency for five low-income units.
By the close of 1998, the first year of the credit pe-
riod, the project satisfied the minimum set-aside re-
quirement of section 42(g)(1)(B). Units 1, 2,3, 4,
and 5 were occupied by individuals whose incomes



did not exceed the income limitation applicable
under section 42(g)(1) and were otherwise low-in-
come residents under section 42. Units 6, 7, 8, and
9 were occupied by market-rate tenants. Unit 10
was vacant. To avoid recapture of credit, the pro-
ject owner must maintain five of the units as low-in-
come units. On November 1, 1999, the certificates
of annual income state that annual incomes of the
individuals in Units 1, 2, and 3 increased above 140
percent of the income limitation applicable under
section 42(g)(1), causing those units to become
over-income units. On November 30, 1999, Units 8
and 9 became vacant. On December 1, 1999, the
project owner rented Units 8 and 9 to qualified resi-
dents who were not current residents at rates meet-
ing the rent restriction requirements of section
42(g)(2). On December 31, 1999, the project owner
rented Unit 10 to a market-rate tenant. Because
Unit 10, an available comparable unit, was leased to
a market-rate tenant, Units 1, 2, and 3 ceased to be
treated as low-income units. On that date, Units 4,
5, 8, and 9 were the only remaining low-income
units. Because the project owner did not maintain
five of the residential units as low-income units, the
qualified basis in the building is reduced, and credit
must be recaptured. If the project owner had rented
Unit 10 to a qualified resident who was not a cur-
rent resident, eight of the units would be low-in-
come units. At that time, Units 1, 2, and 3, the over-
income units, could be rented to market-rate tenants
because the building would still contain five low-in-
come units.

Example 2. This example illustrates the provi-
sions of paragraph (d) of this section. A low-in-
come project consists of one six-floor building.
The residential units in the building are identically
sized. The building contains two over-income units
on the sixth floor and two vacant units on the first
floor. The project owner, desiring to maintain the
over-income units as low-income units, wants to
rent the available units to qualified residents. J, a
resident of one of the over-income units, wishes to
occupy a unit on the first floor. J’s income has re-
cently increased above the applicable income limi-
tation. The project owner permits J to move into
one of the units on the first floor. Despite I's in-
come exceeding the applicable income limitation, J
is a qualified resident under the available unit rule
because J is a current resident of the building. The
unit newly occupied by ] becomes an over-income
unit under the available unit rule. The unit vacated
by J assumes the status the newly occupied unit had
immediately before J occupied the unit. The over-
income units in the building continue to be treated
as low-income units.

(i) Effective date. This section applies
to leases entered into or renewed on and
after September 26, 1997.

Michael P. Dolan,
Acting Commissioner of
Internal Revenue.

Approved August 28, 1997,

Donald C. Lubick,
Acting Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on Sep-
tember 25, 1997, 8:45 a.m., and published in the
issue of the Federal Register for September 26,
1997, 62 FR. 50503)

26 CFR 1.42-16: Eligible basis reduced by federal
grants.

T.D. 8731

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Section 42(d)(5) Federal Grants

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains
final regulations with respect to the low-
income housing tax credit relating to the
application of section 42(d)(5) to certain
rental assistance programs under section
42(g)(2)(B)(i). The regulations clarify
that certain types of federal rental assis-
tance payments do not result in a reduc-
tion in the eligible basis of a low-income
housing building. DATES: These regula-
tions are effective September 26, 1997.

For date of applicability for these regu-
lations, see §1.42-16(d).

SUPPLEMENTARY INFORMATION:
Background

Temporary regulations (T.D. 8713
{1997-14 1.R.B. 4]) and a notice of pro-
posed rulemaking cross-referencing the
temporary regulations were published in
the Federal Register for January 27,
1997 (62 F.R. 3792, 3848 [REG-254394—
96 1.R.B. 14}). Those regulations provide
that certain federal rental assistance pay-
ments made to the owner of a building on
behalf of low-income tenants are not fed-
eral grants with respect to a building or its
operation that require a reduction in the
building’s eligible basis under section
42(d)(5) of the Internal Revenue Code
(Code). These payments include rental
assistance payments made under section §
of the United States Housing Act of 1937
(Act) (42 U.S.C. 1437f), certain payments
made under section 9 of the Act, and pay-
ments made under such other programs or

methods of rental assistance as may be
designated in the Federal Register or the
Internal Revenue Bulletin. The notice of
proposed rulemaking indicated that com-
ments would be considered on those areas
addressed in the temporary regulations.
Written comments responding to the no-
tice of proposed rulemaking were re-
ceived. There was no request for a public
hearing, and no public hearing was held.
After consideration of all the written com-
ments, the proposed regulations have
been adopted; without change, by this
Treasury decision.

Summary of Comments

One commenter suggested that the final
regulations provide additional guidance
for state agencies to use in determining
whether similar programs beyond those
described in the regulations should be
considered grants that cause a reduction
in a building’s eligible basis under section
42(d)(5) of the Code. The final regula-
tions do not adopt this suggestion. The
scope of this regulation is limited to spec-
ified rental assistance payments that are
not grants requiring a reduction in a build-
ing’s eligible basis and any additional
payments the Secretary may designate in
the future.

Another commenter suggested that
§1.42-16(c)(3) should be deleted if it is
intended to impose conditions beyond the
restrictions under section 9 of the Act, be-
cause the IRS is improperly infringing
upon the Department of Housing and
Urban Development’s (HUD) authority to
provide subsidies under section 9. The
final regulations do not adopt this sugges-
tion. Section 1.42-16 does not interpret
HUD’s authority for paying subsidies
under section 9; it describes the extent to
which section 9 payments may be made
without a reduction in a building’s eligible
basis under section 42(d)(5) of the Code.
The conditions imposed on section 9 pay-
ments in §1.42—-16(c)(3) serve to differen-
tiate section 9 assistance for operating ex-
penses that function in a manner similar to
rental assistance payments under section 8
of the Act from section 9 assistance that is
applied to uses more closely associated
with operational expenses requiring a re-
duction in a building’s eligible basis under
section 42(d)(5).

This commenter also suggested that if
§1.42—-16(c)(3) were to be retained, it
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should be clarified to provide that actual
operating costs be determined by HUD
and/or the appropriate public housing
agency. The commenter reasons that
HUD is already making this determination
in the context of deciding the proper
amount of assistance to make under sec-
tion 9 of the Act, and that precedent al-
ready exists for allowing HUD to make
certain interpretations relating to the sec-
tion 42 program. The final regulations do
not adopt this suggestion. The IRS and
Treasury believe they should retain the
ability to determine what costs are appro-
priately characterized as operating costs
that require a reduction in a building’s eli-
gible basis under section 42(d)(5) of the
Code.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations and, because
these regulations do not impose on small
entities a collection of information re-
quirement, the Regulatory Flexibility Act
(5 U.S.C. chapter 6) does not apply.
Therefore, a Regulatory Flexibility
Analysis is not required. Pursuant to sec-
tion 7805(f) of the Internal Revenue
Code, the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Chief Counsel for Advocacy of
the Small Business Administration for
comment on its impact on small business.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by removing the entry
for §1.42-16T and adding an entry in nu-
merical order to read as follows:

Authority: 26 U.S.C. 7805 * * *
Section 1.42-16 also issued under 26
U.S.C. 42(n); * * *
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Par. 2. Section 1.42-16 is added to
read as follows:

§1.42-16 Eligible basis reduced by
federal grants.

(a) In general. 1f, during any taxable
year of the compliance period (described
in section 42(i)(1)), a grant is made with
respect to any building or the operation
thereof and any portion of the grant is
funded with federal funds (whether or not
includible in gross income), the eligible
basis of the building for the taxable year
and all succeeding taxable years is re-
duced by the portion of the grant that is so
funded.

(b) Grants do not include certain rental
assistance payments. A federal rental as-
sistance payment made to a building
owner on behalf or in respect of a tenant
is not a grant made with respect to a
building or its operation if the payment is
made pursuant to—

(1) Section 8 of the United States
Housing Act of 1937,

(2) A qualifying program of rental as-
sistance administered under section 9 of
the United States Housing Act of 1937; or

(3) A program or method of rental as-
sistance as the Secretary may designate
by publication in the Federal Register or
in the Internal Revenue Bulletin (see
§601.601(d)(2) of this chapter).

(c) Qualifying rental assistance pro-
gram. For purposes of paragraph (b)(2)
of this section, payments are made pur-
suant to a qualifying rental assistance pro-
gram administered under section 9 of the
United States Housing Act of 1937 to the
extent that the payments—

(1) Are made to a building owner pur-
suant to a contract with a public housing
authority with respect to units the owner
has agreed to maintain as public housing
units (PH-units) in the building;

(2) Are made with respect to units oc-
cupied by public housing tenants, pro-
vided that, for this purpose, units may be
considered occupied during periods of
short term vacancy (not to exceed 60
days); and

(3) Do not exceed the difference be-
tween the rents received from a building’s
PH-unit tenants and a pro rata portion of
the building’s actual operating costs that
are reasonably allocable to the PH-units

(based on square footage, number of bed-
rooms, or similar objective criteria), §nd
provided that, for this purpose, operating
costs do not include any development
costs of a building (including developer’s
fees) or the principal or interest of any
debt incurred with respect to any part of
the building.

(d) Effective date. This section is effec-
tive September 26, 1997.

§1.42-16T [Removed]

Par. 3. Section 1.42-16T is removed.

Michael P. Dolan,
Acting Commissioner of
Internal Revenue.

Approved August 26, 1997.

Donald C. Lubick,
Acting Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on Sep-
tember 25, 1997, 8:45 a.m., and published in the
issue of the Federal Register for September 26,
1997, 62 FR. 50502)

Part VI.—Alternative Minimum Tax

Section 55.—Alternative
Minimum Tax Imposed

How does § 1(h), as amended by the Taxpayer
Relief Act of 1997, coordinate with the alternative
minimum tax provisions. See Notice 97-59,
page 309.

Subchapter B.—Computation of Taxable
Income

Part L.—Definition of Gross Income, Adjusted
Gross Income, Taxable Income, Etc.

Section 61.—Gross Income
Defined

26 CFR 1.61-21: Taxation of fringe benefits.

Fringe benefits aircraft valuation
formula. For purposes of section
1.61-21(g) of the regulations, relating to
the rule for valuing non-commercial
flights on employer-provided aircraft, the
Standard Industry Fare Level, cents-per-
mile rates and terminal charges in effect
for the second half of 1997 are set forth.



Rev. Rul. 97-33

For purposes of the taxation of fringe
benefits under section 61 of the Internal
Revenue Code, section 1.61-21(g) of the
Income Tax Regulations provides a rule
for valuing noncommercial flights on em-
ployer-provided aircraft. Section 1.61-
21(g)(5) provides an aircraft valuation

formula to determine the value of such
flights. The value of a flight is determined
under the base aircraft valuation formula
(also known as the Standard Industry Fare
Level formula or SIFL) by multiplying
the SIFL cents-per-mile rates applicable
for the period during which the flight was
taken by the appropriate aircraft multiple

Period During Which
the Flight Is Taken

7/1/97-12/31/97

Section 62.—Adjusted Gross
Income Defined

26 CFR 1.62-2: Reimbursements and other expense
allowance arrangements.

Optional rules are provided under which an em-
ployee of a federal government agency who is reim-
bursed for ordinary and necessary business expenses
relating to travel, entertainment, gifts, or listed prop-
erty (such as an employee’s automobile) may make
an adequate accounting to the employer to substanti-
ate those expenses by submitting only an account
book, diary, log, etc., without submitting documen-
tary evidence such as receipts. See Rev. Proc. 9745
page 499.

26 CFR 1.62-2: Reimbursements and other expense
allowance arrangements.

Rules under which a reimbursement or other ex-
pense allowance arrangement for the cost of operat-
ing an automobile for business purposes will satisfy
the requirements of section 62(c) of the Code as to
business connection, substantiation, and returning
amounts in excess of expenses. See Rev. Proc.
97-58, page 587.

Rules are set forth under which a reimbursement
or other expense allowance arrangement for the cost
of lodging, meals, and incidental expenses or meal
and incidental expenses incurred by an employee
while traveling away from home will satisfy the re-
quirements of § 62(c) of the Code as to substantia-
tion of the amount of expenses. See Rev. Proc.
97-59, page 594.

provided in section 1.61-21(g)(7) and
then adding the applicable terminal
charge. The SIFL cents-per-mile rates in
the formula and the terminal charge are
calculated by the Department of Trans-
portation and are reviewed semi-annually.
The following chart sets forth the ter-
minal charges and SIFL mileage rates:

Terminal SIFL Mileage
Charge Rates
$31.72 Up to 500 miles

= $.1735 per mile

501-1500 miles
= $.1323 per mile

Over 1500 miles
= $.1272 per mile

Section 63.—Taxable Income
Defined

26 CFR 1.63-1: Change of treatment with respect
to the zero bracket amount and itemized deductions.

The Service provides inflation adjustments to the
standard deduction amounts (including the limita-
tion in the case of certain dependents, and the addi-
tional standard deduction for the aged or blind) for
taxable years beginning in 1998. See Rev. Proc.
97-57, page 584.

Section 68.—Overall Limitation
on Itemized Deductions

The Service provides inflation adjustments to the
overall limitation on itemized deductions for taxable
years beginning in 1998. See Rev. Proc. 97-57,
page 584.

Part ll.—ltems Specifically Included in Gross
Income

Section 72.—Annuities;
Certain Proceeds of
Endowment and Life
Insurance Contracts

Does the 10 percent additional tax on early with-
drawals from individual retirement accounts apply
to early withdrawals used to pay qualified higher ed-
ucation expenses? See Notice 9760, page 310.

Part lll.—Items Specifically Excluded From
Gross Income

Section 104. — Compensation
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Petitioners, the husband and two chil-
dren of a woman who died of toxic shock
syndrome, received a jury award of
$1,525,000 actual damages and $10 mil-
lion punitive damages in a tort suit based
on Kansas law against the maker of the
product that caused decedent’s death.
They paid federal income tax insofar as
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States, also on certiorari to the same court.
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the award’s proceeds represented punitive
damages, but immediately sought a re-
fund. Procedurally speaking, this litigation
represents the consolidation of two cases
brought in the same Federal District
Court: the husband’s suit against the Gov-
ernment for a refund, and the Govern-
ment’s suit against the children to recover
the refund that the Government had made
to the children earlier. The District Court
found for petitioners under 26 U.S.C.
§104(a)(2), which, as it read in 1988, ex-
cluded from “gross income,” the “amount
of any damages received . . . on account of
personal injuries or sickness.” (Emphasis
added.) The court held on the merits that
the italicized language includes punitive
damages, thereby excluding such damages
from gross income. The Tenth Circuit re-
versed, holding that the exclusionary pro-
vision does not cover punitive damages.

Held:

1. Petitioners’ punitive damages were
not received “on account of” personal in-
juries; hence the gross-income-exclusion
provision does not apply and the damages
are taxable. Pp. 2-11.

(a) Although the phrase “on account of”
does not unambiguously define itself, sev-
eral factors prompt this Court to agree with
the Government when it interprets the ex-
clusionary provision to apply to those per-
sonal injury lawsuit damages that were
awarded by reason of, or because of, the
personal injuries, and not to punitive dam-
ages that do not compensate injury, but are
private fines levied by civil juries to punish
reprehensible conduct and to deter its fu-
ture occurrence. For one thing, the
Government’s interpretation gives the
phrase “on account of” a meaning consis-
tent with the dictionary definition. More
important, in Commissioner v. Schleier,
515U.S. __, this Court came close to re-
solving the statute’s ambiguity in the Gov-
ernment’s favor when it said that the
statute covers pain and suffering damages,
medical expenses, and lost wages in an or-
dinary tort case because they are “designed
to compensate . . . victims” id,, at ____, n.
5, but does not apply to elements of dam-
ages that are “punitive in nature,” id., at
. The Government’s reading also is more
faithful to the statutory provision’s history
and basic tax-related purpose of excluding
compensatory damages that restore a vic-
tim’s lost, nontaxable “capital.” Petitioners
suggest no very good reason why Congress
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might have wanted the exclusion to have
covered these punitive damages, which are
not a substitute for any normally untaxed
personal (or financial) quality, good, or
“asset” and do not compensate for any
kind of loss. Pp. 2-8.

(b) Petitioners’ three arguments to the
contrary—that certain words or phrases in
the original, or current, version of the
statute work in their favor; that the exclu-
sion of punitive damages from gross in-
come may be justified by Congress’ desire
to be generous to tort victims and to avoid
such administrative problems as separat-
ing punitive from compensatory portions
of a global settlement or determining the
extent to which a punitive damages award
is itself intended to compensate; and that
their position is supported by a 1989 statu-
tory amendment that specifically says that
the gross income exclusion does not apply
to any punitive damages in connection
with a case not involving physical injury
or sickness—are not sufficiently persua-
sive to overcome the Government’s inter-
pretation. Pp. 8~11.

2. Petitioners’ two case-specific proce-
dural arguments—that the Government’s
lawsuit was untimely and that its original
notice of appeal was filed a few days
late—are rejected. Pp. 12-14,

66 F. 3d 1550, affirmed.

BREYER, J., delivered the opinion of the
Court, in which REuNquisT, C. J., and
STEVENS, KENNEDY, SOUTER, and GINS-
BURG, JJ., joined. ScaAlla, J., filed a dis-
senting opinion, in which O’CoNNOR and
THOMAS, JI., joined.
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Internal Revenue Code §104(a)(2), as it
read in 1988, excluded from *gross in-
come,” the

“amount of any damages received
(whether by suit or agreement and
whether as lump sums or as periodic
payments) on account of personal in-
juries or sickness.” 26 U.S.C. §104
(a)(2) (1988 ed.) (emphasis added).

The issue before us is whether this provi-
sion applies to (and thereby makes non-
taxable) punitive damages received by a
plaintiff in a tort suit for personal injuries.
We conclude that the punitive damages
received here were not received “on ac-
count of” personal injuries; hence the pro-
vision does not apply and the damages are
taxable.

I

Petitioners in this litigation are the hus-
band and two children of Betty O’Gilvie,
who died in 1983 of toxic shock syn-
drome. Her husband, Kelly, brought a tort
suit (on his own behalf and that of her es-
tate) based on Kansas law against the
maker of the product that caused Betty
O’Gilvie’s death. Eventually, he and the
two children received the net proceeds of
a jury award of $1,525,000 actual dam-
ages and $10 million punitive damages.
Insofar as the proceeds represented puni-
tive damages, petitioners paid income tax
on the proceeds but immediately sought a
refund.

The litigation before us concerns peti-
tioners’ legal entitlement to that refund.
Procedurally speaking, the litigation rep-
resents the consolidation of two cases
brought in the same Federal District
Court: Kelly’s suit against the Govern-
ment for a refund, and the Government’s
suit against the children to recover the re-
fund that the Government had made to the
children earlier. 26 U.S.C. §7405(b) (au-
thorizing suits by the United States to re-
cover refunds erroneously made). The
Federal District Court held on the merits
that the statutory phrase “damages . . . on
account of personal injury or sickness,”
includes punitive damages, thereby ex-
cluding punitive damages from gross in-
come and entitling Kelly to obtain, and
the children to keep, their refund. The



Court of Appeals for the Tenth Circuit,
however, reversed the District Court.
Along with the Fourth, Ninth and Federal
Circuits, it held that the exclusionary pro-
vision does not cover punitive damages.
Because the Sixth Circuit has held the
contrary, the Circuits are divided about
the proper interpretation of the provision.
We granted certiorari to resolve this con-
flict.

I

Petitioners received the punitive dam-
ages at issue here “by suit,”—indeed “by”
an ordinary “suit” for “personal injuries.”
Contrast United States v. Burke, 504 U.S.
229 (1992) (§104(a)(2) exclusion not ap-
plicable to backpay awarded under Title
VII of the Civil Rights Act of 1964 be-
cause the claim was not based upon “‘tort
or tort type rights,”” id., at 233); Commis-
sioner v. Schleier, 515 U.S. (1995)
(alternative holding) (Age Discrimination
in Employment Act of 1967 (ADEA)
claim is similar to Title VII claim in
Burke in this respect). These legal circum-
stances bring those damages within the
gross-income-exclusion provision, how-
ever, only if the petitioners also “re-
ceived” those damages “on account of”
the “personal injuries.” And the phrase
“on account of” does not unambiguously
define itself.

On one linguistic interpretation of
those words, that of petitioners, they re-
quire no more than a “but-for” connection
between “any” damages and a lawsuit for
personal injuries. They would thereby
bring virtually all personal injury lawsuit
damages within the scope of the provi-
sion, since: “but for the personal injury,
there would be no lawsuit, and but for the
lawsuit, there would be no damages.”

On the Government’s alternative inter-
pretation, however, those words impose a
stronger causal connection, making the
provision applicable only to those per-
sonal injury lawsuit damages that were
awarded by reason of, or because of, the
personal injuries. To put the matter more
specifically, they would make the section
inapplicable to punitive damages, where
those damages

“‘are not compensation for injury [but]
[i]nstead . . . are private fines levied by
civil juries to punish reprehensible
conduct and to deter its future occur-
rence.”” Electrical Workers v. Foust,
442 U.S. 42, 48 (1979), quoting Gertz

v. Robert Welch, Inc., 418 U.S. 323,
350 (1974) (footnote omitted).

The Government says that such damages
were not “received . . . on account of”’ the
personal injuries, but rather were awarded
“on account of” a defendant’s reprehensi-
ble conduct and the jury’s need to punish
and to deter it. Hence, despite some his-
torical uncertainty about the matter, see
Rev. Rul. 7545, 1975-1 Cum. Bull. 47,
revoked by Rev. Rul. 84-108, 1984-2
Cum. Bull. 32, the Government now con-
cludes that these punitive damages fall
outside the statute’s coverage.

We agree with the Government’s inter-
pretation of the statute. For one thing, its
interpretation gives the phrase “on ac-
count of” a meaning consistent with the
dictionary definition. See, e.g., Webster’s
Third New International Dictionary 13
(1981) (“for the sake of: by reason of: be-
cause of™).

More important, in Schleier, supra, we
came close to resolving the statute’s am-
biguity in the Government’s favor. That
case did not involve damages received in
an ordinary tort suit; it involved liqui-
dated damages and backpay received in a
settlement of a lawsuit charging a viola-
tion of the Age Discrimination in Em-
ployment Act. Nonetheless, in deciding
one of the issues there presented (whether
the provision now before us covered
ADEA liquidated damages), we con-
trasted the elements of an ordinary tort re-
covery with ADEA liquidated damages.
We said that pain and suffering damages,
medical expenses, and lost wages in an
ordinary tort case are covered by the
statute and hence excluded from income

“not simply because the taxpayer re-
ceived a tort settlement, but rather be-
cause each element . . . satisfies the re-
quirement . . . that the damages were
received ‘on account of personal in-
juries or sickness.”” Id., at (slip
op., at 6-7).

In holding that ADEA liquidated damages
are not covered, we said that they are not
“designed to compensate ADEA victims,”
id., at , 0. 5 (slip op., at 9, n. 5); in-
stead, they are “‘punitive in nature,’” id.,
at (slip op., at 8) (quoting Trans
World Airlines, Inc. v. Thurston, 469 U.S.
111, 125 (1985)).

Applying the same reasoning here
would lead to the conclusion that the

punitive damages are not covered because
they are an element of damages not “de-
signed to compensate . . . victims,”
Schleier, 515 U.S., at (slip op., at 9,
n. 5); rather they are “‘punitive in na-
ture.”” Ibid. Although we gave other rea-
sons for our holding in Schleier as well,
we explicitly labeled this reason an “in-
dependent” ground in support of our deci-
sion, id., at (slip op., at 11). We can-
not accept petitioners’ claim that it was
simply a dictum.

We also find the Government’s reading
more faithful to the history of the statu-
tory provision as well as the basic tax-re-
lated purpose that the history reveals.
That history begins in approximately
1918. At that time, this Court had recently
decided several cases based on the princi-
ple that a restoration of capital was not in-
come; hence it fell outside the definition
of “income” upon which the law imposed
a tax. E.g., Doyle v. Mitchell Brothers
Co., 247 U.S. 179, 187 (1918); Southern
Pacific Co. v. Lowe, 247 U.S. 330, 335
(1918). The Attorney General then ad-
vised the Secretary of the Treasury that
proceeds of an accident insurance policy
should be treated as nontaxable because
they primarily

“substitute . . . capital which is the
source of future periodical income . . .
merely tak[ing] the place of capital in
human ability which was destroyed by
the accident. They are therefore [non-
taxable] ‘capital’ as distinguished from
‘income’ receipts.” 31 Op. Atty. Gen.
304, 308 (1918).

The Treasury Department added that

“upon similar principles . . . an amount
received by an individual as the result
of a suit or compromise for personal
injuries sustained by him through ac-
cident is not income [that is] taxable
... T. D. 2747, 20 Treas. Dec. Int.
Rev. 457 (1918).

Soon thereafter, Congress enacted the
first predecessor of the provision before
us. That provision excluded from income

“[a]lmounts received, through accident
or health insurance or under work-
men’s compensation acts, as compen-
sation for personal injuries or sickness,
plus the amount of any damages re-
ceived whether by suit or agreement
on account of such injuries or sick-
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ness.” Revenue Act of 1918, ch. 18,
§213(b)(6), 40 Stat. 1066.

The provision is similar to the cited
materials from the Attorney General and
the Secretary of the Treasury in language
and structure, all of which suggests that
Congress sought, in enacting the statute,
to codify the Treasury’s basic approach. A
contemporaneous House Report, insofar
as relevant, confirms this similarity of ap-
proach, for it says:

“Under the present law it is doubtful
whether amounts received through ac-
cident or health insurance, or under
workmen’s compensation acts, as com-
pensation for personal injury or sick-
ness, and damages received on account
of such injuries or sickness, are re-
quired to be included in gross income,
The proposed bill provides that such
amounts shall not be included in gross
income.” H. R. Rep. No. 767, pp. 9-10
(1918).

This history and the approach it reflects
suggest there is no strong reason for try-
ing to interpret the statute’s language to
reach beyond those damages that, making
up for a loss, seek to make a victim
whole, or, speaking very loosely, “return
the victim’s personal or financial capital.”

We concede that the original provi-
sion’s language does go beyond what one
might expect a purely tax-policy-related
“human capital” rationale to justify. That
is because the language excludes from
taxation not only those damages that aim
to substitute for a victim’s physical or per-
sonal well-being—personal assets that the
Government does not tax and would not
have taxed had the victim not lost them. It
also excludes from taxation those dam-
ages that substitute, say, for lost wages,
which would have been taxed had the vic-
tim earned them. To that extent, the provi-
sion can make the compensated taxpayer
better off from a tax perspective than had
the personal injury not taken place.

But to say this is not to support cutting
the statute totally free from its original
moorings in victim loss. The statute’s fail-
ure to separate those compensatory ele-
ments of damages (or accident insurance
proceeds) one from the other does not
change its original focus upon damages
that restore a loss, that seek to make a vic-
tim whole, with a tax-equality objective
providing an important part of, even if not

12 1997-2 C.B.

the entirety of, the statute’s rationale. All
this is to say that the Government’s inter-
pretation of the current provision (the
wording of which has not changed signif-
icantly from the original) is more consist-
ent than is petitioners’ with the statute’s
original focus.

Finally, we have asked why Congress
might have wanted the exclusion to have
covered these punitive damages, and we
have found no very good answer. Those
damages are not a substitute for any nor-
mally untaxed personal (or financial)
quality, good, or “asset.” They do not
compensate for any kind of loss. The stat-
ute’s language does not require, or
strongly suggest, their exclusion from in-
come. And we can find no evidence that
congressional generosity or concern for
administrative convenience stretched be-
yond the bounds of an interpretation that
would distinguish compensatory from
noncompensatory damages.

Of course, as we have just said, from
the perspective of tax policy one might
argue that noncompensatory punitive
damages and, for example, compensatory
lost wages are much the same thing. That
is, in both instances, exclusion from gross
income provides the taxpayer with a
windfall. This circumstance alone, how-
ever, does not argue strongly for an inter-
pretation that covers punitive damages,
for coverage of compensatory damages
has both language and history in its favor
to a degree that coverage of noncompen-
satory punitive damages does not. More-
over, this policy argument assumes that
coverage of lost wages is something of an
anomaly; if so, that circumstance would
not justify the extension of the anomaly or
the creation of another. See Wolfman,
Current Issues of Federal Tax Policy, 16
U. Ark. Little Rock L. J. 543, 549-550
(1994) (“[T]o build upon” what is, from a
tax policy perspective, the less easily ex-
plained portion “of the otherwise rational
exemption for personal injury,” simply
“does not make sense”).

Petitioners make three sorts of argu-
ments to the contrary. First, they empha-
size certain words or phrases in the origi-
nal, or current, provision that work in
their favor. For example, they stress the
word “any” in the phrase “any damages.”
And they note that in both original and
current versions Congress referred to cer-
tain amounts of money received (from

workmen’s compensation, for example)
as “amounts received . . . as compen-
sation,” while here they refer only to
“damages received” without adding the
limiting phrase “as compensation.” 26
U.S.C. §104(a); Revenue Act of 1918,
§213(b)(6), 40 Stat. 1066. They add that
in the original version, the words “on ac-
count of personal injuries” might have re-
ferred to, and modified, the kind of law-
suit, not the kind of damages. And they
find support for this view in the second
sentence of the Treasury Regulation first
adopted in 1958 which says:

“The term ‘damages received (whether
by suit or agreement’ means an amount
received (other than workmen’s com-
pensation) through prosecution of a
legal suit or action based upon tort or
tort type rights, or through a settlement
agreement entered into in lieu of such
prosecution.” 26 CFR §1.104-1(¢)
(1996).

These arguments, however, show only
that one can reasonably read the statute’s
language in different ways—the very as-
sumption upon which our analysis rests.
They do not overcome our interpretation
of the provision in Schleier, nor do they
change the provision’s history. The help
that the Treasury Regulation’s second
sentence gives the petitioners is offset by
its first sentence, which says that the ex-
clusion applies to damages received “on
account of personal injuries or sickness,”
and which we have held sets forth an in-
dependent requirement. Schleier, 515
U.S., at (slip op., at 14). See Appen-
dix, infra, at 16.

Second, petitioners argue that to some
extent the purposes that might have led
Congress to exclude, say, lost wages from
income would also have led Congress to
exclude punitive damages, for doing so is
both generous to victims and avoids such
administrative problems as separating
punitive from compensatory portions of a
global settlement or determining the ex-
tent to which a punitive damages award is
itself intended to compensate.

Our problem with these arguments is
one of degree. Tax generosity presumably
has its limits. The administrative problem
of distinguishing punitive from compen-
satory elements is likely to be less serious
than, say, distinguishing among the com-
pensatory elements of a settlement (which
difficulty might account for the statute’s




treatment of, say, lost wages). Cf. supra p.
8. And, of course, the problem of identify-
ing the elements of an ostensibly punitive
award does not exist where, as here, rele-
vant state law makes clear that the dam-
ages at issue are not at all compensatory,
but entirely punitive. Brewer v.
Home-Stake Production Co., 200 Kan.
96, 100, 434 P. 2d 828, 831 (1967)
(“[E]xemplary damages are not regarded
as compensatory in any degree”); accord,
Smith v. Printup, 254 Kan. 315, 866 P. 2d
985 (1993); Folks v. Kansas Power &
Light Co., 243 Kan. 57, 755 P. 2d 1319
(1988); Nordstrom v. Miller, 227 Kan. 59,
605 P. 2d 545 (1980).

Third, petitioners rely upon a later en-
acted law. In 1989, Congress amended the
law so that it now specifically says the
personal injury exclusion from gross in-
come

“shall not apply to any punitive dam-
ages in connection with a case not in-
volving physical injury or physical
sickness.” 26 U.S.C. §104(a) (1994).

Why, petitioners ask, would Congress
have enacted this amendment removing
punitive damages (in nonphysical injury
cases) unless Congress believed that, in
the amendment’s absence, punitive dam-
ages did fall within the provision’s cover-
age?

The short answer to this question is that
Congress might simply have thought that
the then-current law about the provision’s
treatment of punitive damages—in cases
of physical and nonphysical injuries—
was unclear, that it wanted to clarify the
matter in respect to nonphysical injuries,
but it wanted to leave the law where it
found it in respect to physical injuries.
The fact that the law was indeed uncertain
at the time supports this view. Compare
Rev. Rul. 84-108, 1984-2 Cum. Bull. 32,
with e.g., Roemer v. Commissioner, 716 F.
2d 693 (CA9 1983); Miller v. Commis-
sioner, 93 T. C. 330 (1989), rev’d 914 F.
2d 586 (CA4 1990).

The 1989 amendment’s legislative his-
tory, insofar as relevant, offers further
support. The amendment grew out of the
Senate’s refusal to agree to a House bill
that would have made all damages in non-
physical personal injury cases taxable.
The Senate was willing to specify only
that the Government could tax punitive
damages in such cases. Compare H. R.
Rep. No. 101-247, p. 1355 (1989), with

H. R. Conf. Rep. No. 101-386, pp.
622623 (1989). Congress’ primary
focus, in other words, was upon what to
do about nonphysical personal injuries,
not upon the provision’s coverage of
punitive damages under pre-existing law.

We add that, in any event, the view of a
later Congress cannot control the interpre-
tation of an earlier enacted statute. United
States v. Price, 361 U.S. 304 (1960); Hig-
gins v. Smith, 308 U.S. 473 (1940). But
cf. Burke, 504 U.S., at 235, n. 6 (includ-
ing a passing reference to the 1989
amendment, in dicta, as support for a
view somewhat like that of petitioners).

(Although neither party has argued that
it is relevant, we note in passing that
81605 of the Small Business Job Protec-
tion Act of 1996, Pub. L. 104-188, 110
Stat. 1838, explicitly excepts most puni-
tive damages from the exclusion provided
by §104(a)(2). Because it is of prospec-
tive application, the section does not
apply here. The Conference Report on the
new law says that “[n]o inference is in-
tended” as to the proper interpretation of
section 104(a)(2) prior to amendment. H.
R. Conf. Rep. No. 104-737, p. 301
(1996).)

The upshot is that we do not find peti-
tioners’ arguments sufficiently persua-
sive. And, for the reasons set out above,
supra, at 3-8, we agree with the Govern-
ment’s interpretation of the statute.

I

Petitioners have raised two further is-
sues, specific to the procedural posture of
this litigation. First, the O’Gilvie children
point out that the Government had in-
itially accepted their claim for a refund
and wrote those checks on July 6, 1990.
The Government later changed its mind
and, on July 9, 1992, two years plus three
days later, filed suit against them seeking
the return of a refund erroneously made.
26 U.S.C. §7405(b) (authorizing a “civil
action brought in the name of the United
States” to recover any “portion of a tax

. which has been erroneously re-
funded”). They add that the relevant
statute of limitations specifies that recov-
ery of the refund “shall be allowed only if
such suit is begun within 2 years after the
making of such refund.” §6532(b).

The children concede that they re-
ceived the refund checks on July 9, 1990,
and they agree that if the limitation period
runs from the date of receipt—if, as the

Government argues, that is the date of the
“making of” the refund—the Govern-
ment’s suit was timely. But the children
say that the refund was made on, and the
limitations period runs from, the date the
Government mailed the checks (presum-
ably July 6, 7, or 8) in which case the
Government brought this suit one or two
or three days too late.

In our view, the Government is correct
in its claim that its lawsuit was timely.
The language of the statute admits of both
interpretations. But the law ordinarily
provides that an action to recover mis-
taken payments of money “accrues upon
the receipt of payment,” New Bedford v.
Lloyd Investment Associates, Inc., 363
Mass. 112, 119, 292 N. E. 2d 688, 692
(1973); accord Sizemore v. E. T. Barwick
Industries, Inc., 225 Tenn. 226, 233, 465
S. W. 2d 873, 876 (1971) (“‘the time of
making the . . . payment . . . was the date
of actual receipt’”), unless, as in some
States and in some cases, it accrues upon
the still later date of the mistake’s discov-
ery, see Allen & Lamkin, When Statute of
Limitations Begins to Run Against Action
to Recover Money Paid By Mistake, 79
A.LR. 3d 754, 766-769 (1977). We are
not aware of any good reason why Con-
gress would have intended a different re-
sult where the nature of the claim is so
similar to a traditional action for money
paid by mistake—an action the roots of
which can be found in the old
common-law claim of “assumpsit” or
“money had and received.” New Bedford,
supra, at 118. The lower courts and com-
mentators have reached a similar conclu-
sion. United States v. Carter, 906 F. 2d
1375 (CA9 1990); Akers v. United States,
541 F. Supp. 65, 67 (M. D. Tenn. 1981);
United States v. Woodmansee, 388 F.
Supp. 36, 46 (N. D. Cal. 1975), rev’d on
other grounds, 578 F. 2d 1302 (CA9
1978); 14 J. Mertens Law of Federal In-
come Taxation §54A.69 (1995); Kafka &
Cavanagh, Litigation of Federal Civil Tax
Controversies §20.03, p. 20-15 (2d ed.
1995). That conclusion is consistent with
dicta in an earlier case from this Court,
United States v. Wurts, 303 U.S. 414,
417-418 (1938), as well as with this
Court’s normal practice of construing am-
biguous statutes of limitations in Govern-
ment action in the Government’s favor.
E.g., Badaracco v. Commissioner, 464
U.S. 386, 391 (1984).
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We concede the children’s argument
that a “date of mailing” interpretation pro-
duces marginally greater certainty, for
such a rule normally would refer the court
to the postmark to establish the date. But
there is no indication that a “date of re-
ceipt” rule has proved difficult to admin-
ister in ordinary state or common-law ac-
tions for money paid erroneously. The
date the check clears, after all, sets an
outer bound.

Second, Kelly O’Gilvie says that the
Court of Appeals should not have consid-
ered the Government’s original appeal
from the District Court’s judgment in his
favor because, in his view, the Govern-
ment filed its notice of appeal a few days
too late. The Court of Appeals describes
the circumstances underlying this
case-specific issue in its opinion. We
agree with its determination of the matter
for the reasons it has there set forth.

The judgment of the Court of Appeals
is

affirmed.

APPENDIX
TO OPINION OF THE COURT

Section 104(a), in 1988, read as follows:

“Compensation for injuries or sickness

“(a) In general.—Except in the case of
amounts attributable to (and not in ex-
cess of) deductions allowed under sec-
tion 213 (relating to medical, etc., ex-
penses) for any prior taxable year,
gross income does not include—

“(1) amounts received under work-
men’s compensation acts as compensa-
tion for personal injuries or sickness;

“(2) the amount of any damages re-
ceived (whether by suite or agreement
and whether as lump sums or as peri-
odic payments) on account of personal
injuries or sickness;

“(3) amounts received through accident
or health insurance for personal injuries
or sickness (other than amounts re-
ceived by an employee, to the extent
such amounts (A) are attributable to
contributions by the employer which
were not includible in the gross income
of the employee, or (B) are paid by the
employer);

“(4) amounts received as a pension, an-
nuity, or similar allowance for personal
injuries or sickness resulting from ac-
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tive service in the armed forces of any
country or in the Coast and Geodetic
Survey or the Public Health Service, or
as a disability annuity payable under
the provisions of section 808 of the
Foreign Service Act of 1980; and

“(5) amounts received by an individual
as disability income attributable to in-
juries incurred as a direct result of a vi-
olent attack which the Secretary of
State determines to be a terrorist attack
and which occurred while such individ-
wal was an employee of the United
States engaged in the performance of
hisofficial duties outside the United
States.” 26 U.S.C. §104 (1988 ed.).

In 1989, §104(a) was amended, adding,
among other things, the following lan-
guage:

“Paragraph (2) shall not apply to any
punitive damages in connection with a
case not involving physical injury or
physical sickness.” 26 U. S. C. §104(a)
(1994).

Treasury Regulation §1.104-1(c) provides:

“Section 104(a)(2) excludes from
gross income the amount of any dam-
ages received (whether by suit or
agreement) on account of personal in-
juries or sickness. The term ‘damages
received (whether by suit or agree-
ment)’ means an amount received
(other than workmen’s compensation)
through prosecution of a legal suit or
action based upon tort or tort type
rights, or through a settlement agree-
ment entered into in lieu of such prose-
cution.” 26 CFR §1.104-1(c) (1996).

JUSTICE ScaLia, with whom JUSTICE
O’ConNNoR and JUSTICE THOMAS join, dis-
senting.

Section 104(a)(2), as it stood at the
time relevant to these cases, provided an
exclusion from income for “any damages
received . . . on account of personal in-
juries or sickness.” 26 U.S.C. §104(a)(2)
(1988 ed.). The Court is of the view that
this phrase, in isolation, is just as suscep-
tible of a meaning that includes only
compensatory damages as it is of a
broader meaning that includes punitive
damages as well. Ante, at 3—4. I do not
agree. The Court greatly understates the
connection between an award of punitive
damages and the personal injury com-

plained of, describing it as nothing more
than “but for” causality, ante, at 3. It
seems to me that the personal injury is as
proximate a cause of the punitive dam-
ages as it is of the compensatory dam-
ages; in both cases it is the reason the
damages are awarded. That is why puni-
tive damages are called damages. To be
sure, punitive damages require inten-
tional, blameworthy conduct, which can
be said to be a coequal reason they are
awarded. But negligent (or intentional)
conduct occupies the same role of coequal
causality with regard to compensatory
damages. Both types of damages are “re-
ceived on account of”” the personal injury.

The nub of the matter, it seems to me,
is this: If one were to be asked, by a
lawyer from another legal system, “What
damages can be received on account of
personal injuries in the United States?”
surely the correct answer would be “Com-
pensatory damages and punitive damages
—the former to compensate for the in-
flicting of the personal injuries, and the
latter to punish for the inflicting of them.”
If, as the Court asserts, the phrase “dam-
ages received on account of personal in-
juries” can be used to refer only to the
former category, that is only because peo-
ple sometimes can be imprecise. The no-
tion that Congress carefully and precisely
used the phrase “damages received on ac-
count of personal injuries” to segregate
out compensatory damages seems to me
entirely fanciful. That is neither the exact
nor the ordinary meaning of the phrase,
and hence not the one that the statute
should be understood to intend.

What I think to be the fair meaning of
the phrase in isolation becomes even
clearer when the phrase is considered in
its statutory context. The Court proceeds
too quickly from its erroneous premise of
ambiguity to analysis of the history and
policy behind §104(a)(2). Ante, at 5-8.
Ambiguity in isolation, even if it existed,
would not end the textual inquiry. Statu-
tory construction, we have said, is a
“holistic endeavor.” United Sav. Assn. of
Tex. v. Timbers of Inwood Forest Associ-
ates, Ltd., 484 U.S. 365, 371 (1988). “A
provision that may seem ambiguous in
isolation is often clarified by the remain-
der of the statutory scheme.” Ibid.

Section 104(a)(2) appears immediately
after another provision, §104(a)(1), which
parallels §104(a)(2) in several respects



but does not use the critical phrase “on ac-
count of”:

“(a) [G]ross income does not include—
“(1) amounts received under work-
men’s compensation acts as compen-
sation for personal injuries or sick-
ness;

*(2) the amount of any damages re-
ceived . . . on account of personal in-

juries or sickness.” (Emphasis added.)

Although §104(a)(1) excludes amounts
received “as compensation for” personal
injuries or sickness, while §104(a)(2) ex-
cludes amounts received “on account of”
personal injuries or sickness, the Court
reads the two phrases to mean precisely
the same thing. That is not sound textual
interpretation. “[Wlhen the legislature
uses certain language in one part of the
statute and different language in another,
the court assumes different meanings
were intended.” 2A N. Singer, Sutherland
on Statutory Construction §46.07 (5th ed.
1992 and Supp. 1996). See, e.g., Russello
v. United States, 464 U.S. 16, 23 (1983).
This principle of construction has its lim-
its, of course: Use of different terminol-
ogy in differing contexts might have little
significance. But here the contrasting
phrases appear in adjoining provisions
that address precisely the same subject
matter and that even have identical gram-
matical structure.

The contrast between the two usages is
even more striking in the original statute
that enacted them. The Revenue Act of
1918 combined subsections (a)(1) and
(a)(2) of §104, together with (a)(3)
(which provides an exclusion from in-
come for amounts received through acci-
dent or health insurance for personal in-
juries or sickness), into a single
subsection, which provided:

“‘Gross income’ . . . [d]oes not
include . . .:

“(6) Amounts received, through acci-
dent or health insurance or under work-
men’s compensation acts, as compen-
sation for personal injuries or sickness,
plus the amount of any damages re-
ceived . . . on account of such injuries
or sickness.” §213(b)(6) of the Rev-
enue Act of 1918, 40 Stat. 1065-66

(emphasis added).
The contrast between the first exclusion

and the second could not be more clear.
Had Congress intended the latter provi-

sion to cover only damages received “as
compensation for” personal injuries or
sickness, it could have written “amounts
received, through accident or health in-
surance, under workmen’s compensation
acts, or in damages, as compensation for
personal injuries or sickness.” Instead, it
tacked on an additional phrase “plus the
amount of, etc.” with no apparent purpose
except to make clear that not only com-
pensatory damages were covered by the
exclusion.

The Court maintains, however, that the
Government’s reading of §104(a)(2) is
“more faithful to [its] history.” Ante, at 5.
The “history” to which the Court refers is
not statutory history of the sort just dis-
cussed—oprior enactments approved by
earlier Congresses and revised or
amended by later ones to produce the cur-
rent text. Indeed, it is not “history” from
within even a small portion of Congress,
since the House Committee Report the
Court cites, standing by itself, is uninfor-
mative, saying only that “[u]nder the pre-
sent law it is doubtful whether . . . dam-
ages received on account of [personal]
injuries or sickness are required to be in-
cluded in gross income.” H. R. Rep. No.
767, 65th Cong., 2d Sess., 9-10 (1918).
The Court makes this snippet of legisla-
tive history relevant by citing as pertinent
an antecedent Treasury Department deci-
sion, which concludes on the basis of re-
cent judicial decisions that amounts re-
ceived from prosecution or compromise
of a personal-injury suit are not taxable
because they are a return of capital. Ante,
at 5-6 (citing T. D. 2747, 20 Treas. Dec.
Int. Rev. 457 (1918)).

One might expect the Court to con-
clude from this that the Members of Con-
gress (on the unrealistic assumption that
they knew about the Executive-Branch
opinion) meant the statutory language to
cover only return of capital, the source of
the “doubt” to which the Committee Re-
port referred. But of course the Court can-
not draw that logical conclusion, since
even if it is applied only to compensatory
damages the statute obviously and unde-
niably covers more than mere return of
“human capital,” namely, reimbursement
for lost income, which would be a large
proportion (indeed perhaps the majority)
of any damages award. The Court con-
cedes this is so, but asserts that this incon-
sistency is not enough “to support cutting

the statute totally free from its original
moorings,” ante, at 7, by which I assume
it means the Treasury Decision, however
erroneous it might have been as to the
“capital” nature of compensatory dam-
ages. But the Treasury Decision was no
more explicitly limited to compensatory
damages than is the statute before us. It
exempted from taxation *“an amount re-
ceived by an individual as the result of a
suit or compromise for personal injuries.”
T. D. 2747, 20 Treas. Dec. Int. Rev. 457
(1918). The Court’s entire thesis of taxa-
bility rests upon the proposition that this
Treasury Decision, which overlooked the
obvious fact that “an amount received . . .
as the result of a suit or compromise for
personal injuries” almost always includes
compensation for lost future income, did
not overlook the obvious fact that such an
amount sometimes includes “smart-
money.”

So, to trace the Court’s reasoning: The
statute must exclude punitive damages be-
cause the Committee Report must have
had in mind a 1918 Treasury Decision,
whose text no more supports exclusion of
punitive damages than does the text of the
statute itself, but which must have meant
to exclude punitive damages since it was
based on the “return-of-capital” theory,
though, inconsistently with that theory, it
did not exclude the much more common
category of compensation for lost income.
Congress supposedly knew all of this, and
a reasonably diligent lawyer could figure
it out by mistrusting the inclusive lan-
guage of the statute, consulting the
Committee Report, surmising that the
Treasury Decision of 1918 underlay that
Report, mistrusting the inclusive language
of the Treasury Decision, and discerning
that Treasury could have overlooked
lost-income compensatories, but could not
have overlooked punitives. I think not.
The sure and proper guide, it seems to me,
is the language of the statute, inclusive by
nature and doubly inclusive by contrast
with surrounding provisions.

The Court poses the question, ante, at
7, “why Congress might have wanted the
exclusion [in §104(a)(2)] to have covered
. . . punitive damages.” If an answer is
needed (and the text being as clear as it is,
I think it is not), surely it suffices to sur-
mise that Congress was following the
Treasury Decision, which had inadver-
tently embraced punitive damages just as
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it had inadvertently embraced future-in-
come compensatory damages. Or if some
reason free of human error must be found,
I see nothing wrong with what the Court
itself suggests but rejects out of hand: Ex-
cluding punitive as well as compensatory
damages from gross income “avoids such
administrative problems as separating
punitive from compensatory portions of a
global settlement.” Ante, at 9. How sub-
stantial that particular problem is is sug-
gested by the statistics which show that
73 percent of tort cases in state court are
disposed of by settlement, and between
92 and 99 percent of tort cases in federal
court are disposed of by either settlement
or some other means (such as summary
Jjudgment) prior to trial. See B. Ostrom &
N. Kauder, Examining the Work of State
Courts, 1994, p. 34 (1996); Administra-
tive Office of the United States, L.
Mecham, Judicial Business of the United
States Courts: 1995 Report of the Director
162-164. What is at issue, of course, is
not just imposing on the parties the neces-
sity of allocating the settlement between
compensatory and punitive damages
(with the concomitant suggestion of in-
tentional wrongdoing that any allocation
to punitive damages entails), but also im-
posing on the Internal Revenue Service
the necessity of reviewing that allocation,
since there would always be strong incen-
tive to inflate the tax-free compensatory
portion. The Court’s only response to the
suggestion that this is an adequate reason
(if one is required) for including punitive
damages in the exemption is that “[t]he
administrative problem of distinguishing
punitive from compensatory elements is
likely to be less serious than, say, distin-
guishing among the compensatory ele-
ments of a settlement.” Ante, at 9—10. Per-
haps so; and it may also be more simple
than splitting the atom; but that in no way
refutes the point that it is complicated
enough to explain the inclusion of puni-
tive damages in an exemption that has al-
ready abandoned the purity of a
“return-of-capital” rationale.

The remaining argument offered by the
Court is that our decision in Commis-
sioner v. Schleier, 515 U. S. (1995),
came “close to resolving”—in the Gov-
ernment’s favor—the question whether
§104(a)(2) permits the exclusion of puni-
tive damages. Ante, at 4. I disagree. In
Schleier we were faced with the question
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whether backpay and liquidated damages
under the Age Discrimination in Employ-
ment Act of 1967 (ADEA) were “dam-
ages received . . . on account of personal
injuries or sickness” for purposes of
§104(a)(2)’s exclusion. As the dissent ac-
curately observed, 515U. S.,at ____(slip
op., at 6) (opinion of O’CONNOR, J.), “the
key to the Court’s analysis” was the deter-
mination that an ADEA cause of action
did not necessarily entail “personal injury
or sickness,” so that the damages awarded
for that cause of action could hardly be
awarded “on account of personal injuries
or sickness.” See id., at (slip op., at
7). In the case at hand, we said, “respon-
dent’s unlawful termination may have
caused some psychological or ‘personal’
injury comparable to the intangible pain
and suffering caused by an automobile ac-
cident,” but “it is clear that no part of re-
spondent’s recovery of back wages is at-
tributable to that injury.” Ibid. The
respondent countered that at least “the lig-
uidated damages portion of his settle-
ment” could be linked to that psychologi-
cal injury. Ibid. And it was in response to
that argument that we made the statement
which the Court seek. to press into service
for today’s opinion. ADEA liquidated
damages, we said, were punitive in na-
ture, rather than compensatory. Id.,
at , and n. 5 (slip op., at 8-9, and n.
5).

The Court recites this statement as
though the point of it was that punitive
damages could not be received “on ac-
count of” personal injuries, whereas in
fact the point was quite different: Since
the damages were punishment for the con-
duct that gave rise to the (non-
personal-injury) cause of action, they
could not be “linked to” the incidental
psychological injury. In the present cases,
of course, there is no question that a per-
sonal injury occurred and that this per-
sonal injury is what entitled petitioners to
compensatory and punitive damages. We
neither decided nor intimated in Schleier
whether punitive damages that are indis-
putably “linked to” personal injuries or
sickness are received “on account of”” such
injuries or sickness. Indeed, it would have
been odd for us to resolve that question (or
even come “close to resolving” it) without
any discussion of the numerous considera-
tions of text, history and policy high-
lighted by today’s opinion. If one were to

search our opinions for a dictum bearing
upon the present issue, much closer is the
statement in United States v. Burke, 504
U.S. 229 (1992), that a statute confers
“tort or tort type rights” (qualifying a
plaintiff’s recovery for the §104(a)(2) ex-
emption) if it entitles the plaintiff to “a
jury trial at which ‘both equitable and
legal relief, including compensatory and,
under certain circumstances, punitive
damages’ may be awarded.” Id., at 240
(quoting Johnson v. Railway Express
Agency, Inc., 421 U.S. 454, 460 (1975)).

But all of this is really by the way. Be-
cause the statutory text unambiguously
covers punitive damages that are awarded
on account of personal injuries, I conclude
that petitioners were entitled to deduct the
amounts at issue here. This makes it un-
necessary for me to reach the question,
discussed ante, at 1213, whether the gov-
ernment’s refund action against the
O’Gilvie children was commenced within
the two-year period specified by 26 U.S.C.
§6532(b). I note, however, that the Court’s
resolution of these cases also does not de-
mand that this issue be addressed, except
to the extent of rejecting the proposition
that the statutory period begins to run with
the mailing of a refund check. So long as
that is not the trigger, there is no need to
decide whether the proper trigger is re-
ceipt of the check or some later event,
such as the check’s clearance.

For the reasons stated, I respectfully
dissent from the judgment of the Court.

Section 125.—Cafeteria Plans

26 CFR 1.125—4T: Permitted election changes
(temporary).

T.D. 8738

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Tax Treatment of Cafeteria
Plans

AGENCY: Internal Revenue Service
(IRS), Treasury

ACTION: Temporary regulations

SUMMARY: This document contains
temporary regulations that clarify the cir-



cumstances under which an employer
may permit a cafeteria plan participant to
revoke an existing election and make a
new election during a period of coverage.
The text of these temporary regulations
also serves as the text of the proposed reg-
ulations set forth in the REG-243025-96,
page 626.

DATES: These regulations are effective
on December 31, 1998.

SUPPLEMENTARY INFORMATION:

Background

This document contains amendments to
the Income Tax Regulations (26 CFR part
1) under section 125. These temporary
regulations provide guidance relating to
the circumstances under which a cafeteria
plan participant may revoke an existing
election and make a new election during a
period of coverage.

Explanation of Provisions

A “cafeteria plan” under section 125 al-
lows an employee to choose between cash
and certain nontaxable benefits, such as
accident or health coverage. Section 125
generally permits the employee to choose
the nontaxable benefit (rather than the
available cash) without the employee hav-
ing to include the available cash in gross
income. The temporary regulations:

* Permit a cafeteria plan to allow an
employee, during a plan year, to
change his or her health coverage
election to conform with the new
special enrollment rights provided
under the Health Insurance Portabil-
ity and Accountability Act of 1996
(HIPAA), and

» Permit a cafeteria plan to allow a
change in coverage election for a va-
riety of other changes in status.

These regulations are designed to provide
clear, administrable guidelines for deter-
mining when changes can be made in
cafeteria plan elections during a plan year.

These regulations are effective for plan
years beginning after December 31, 1998.
However, taxpayers may rely on the guid-
ance in the temporary regulations (or on
the existing proposed regulations) for
prior periods.

Summary

Section 125 generally provides that an
employee in a cafeteria plan will not have

an amount included in gross income
solely because the employee may choose
among two or more benefits consisting of
cash and “qualified benefits.” A qualified
benefit generally is any benefit that is ex-
cludable from gross income because of an
express provision of the Code, including
coverage under an employer-provided ac-
cident or health plan under sections 105
and 106, group-term life insurance under
section 79, elective contributions under a
qualified cash or deferred arrangement
within the meaning of section 401(k), de-
pendent care assistance under section
129, and adoption assistance under sec-
tion 137.! Under §§1.125-1 and 1.125-2
of the existing proposed regulations,? an
employee is permitted to make an election
between cash and qualified benefits be-
fore the beginning of the period of cover-
age (which generally is the plan year of
the cafeteria plan); changes in the election
during the plan year are permitted only in
limited circumstances.

The temporary regulations clarify the
circumstances under which a cafeteria
plan may permit an employee to change
his or her cafeteria plan election with re-
spect to accident or health coverage or
group-term life insurance coverage during
the plan year. Proposed regulations are
also being published that cross-reference
these temporary regulations, and that re-
place the change in family status provi-
sions in Q&A-6 of proposed §1.125-2
with respect to accident or health plans
and group-term life insurance.

HIPAA Special Enrollment Rules.

The temporary regulations conform the
cafeteria plan rules to the new special en-
rollment rights provided under HIPAA

"(which generally require group health plans

to permit individuals to be enrolled for cov-
erage following the loss of other health
coverage, or if a person becomes the spouse
or dependent of an employee through birth,
marriage, adoption, or placement for adop-

IThe following are not qualified benefits: prod-
ucts advertised, marketed, or offered as long-term
care insurance; medical savings accounts under sec-
tion 106(b); qualified scholarships under section
117; educational assistance programs under section
127; and fringe benefits under section 132.

ZPublished as proposed rules at 49 FR 19321
(May 7, 1984) and 54 FR 9460 (March 7, 1989), re-
spectively.

tion).> Under the regulations, if an em-
ployee has a right to enroll in an employer’s
group health plan or to add coverage for a
family member under HIPAA, the em-
ployee can make a conforming election
under the cafeteria plan. This allows re-
quired contributions for such health cover-
age to be paid on a pre-tax basis.

Changes in Status.

The temporary regulations include
rules for other events, called “changes in
status,” under which a cafeteria plan may
allow an employee to change his or her
election during the plan year. The events
that constitute changes in status under the
regulations are changes in legal marital
status, number of dependents, employ-
ment status, work schedule, and residence
or worksite, and cases where the depen-
dent satisfies or ceases to satisfy the re-
quirements for unmarried dependents.

The regulations permit a cafeteria plan
to allow a change of election during the
plan year if a change in status occurs that
affects eligibility for coverage and the
election change corresponds with the ef-
fect on eligibility. For example, if under
the terms of an accident or health plan a
child of an employee loses eligibility for
coverage upon graduation from college,
the cafeteria plan may allow the employee
to cease payment for the child’s coverage
when the child graduates and coverage
ceases.

Certain of these changes in status (mar-
riage, birth, adoption, and placement for
adoption) overlap with the special enroll-
ment events under HIPAA. The regula-
tions include examples that clarify the re-
lationship between HIPAA’s special
enrollment rights and these change in sta-
tus rules. In addition, if a change in status
occurs that entitles an employee or family
member to “COBRA” continuation cov-
erage (or coverage under a similar State
program) with respect to the employer’s
plan, the regulations permit payments for
the continuation coverage to be made on a
pre-tax basis under a cafeteria plan.

3See section 9801(f). Similar provisions are set
forth in section 701(f) of the Employee Retirement
Income Security Act of 1974 (ERISA), and section
2701(f) of the Public Health Service Act. Regula-
tions under these provisions are set forth in Treas.
Reg. §54.9801-6T; 29 C.F.R. §2590.701-6; and 45
C.FR. §146.117.
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Other Events.

The regulations allow a corresponding
cafeteria plan change if a plan receives a
court order, such as a qualified medical
child support order under section 609 of
ERISA. In addition, if an employee,
spouse, or dependent becomes entitled to
Medicare or Medicaid, a cafeteria plan can
permit a corresponding election change.

Elective Contributions Under a Qualified
Cash or Deferred Arrangement.

The temporary regulations, in provi-
sions similar to those of the existing pro-
posed regulations (proposed §1.125-2(f)),
make clear that the rules of section 401(k)
and (m), rather than the rules in these
temporary regulations (which apply to
other qualified benefits), govern changes
in elections under a qualified cash or de-
ferred arrangement (within the meaning
of section 401(k)) or with respect to em-
ployee after-tax contributions subject to
section 401(m).

Scope of Temporary Regulations and
Reliance on Proposed Regulations.

The temporary regulations do not ad-
dress certain provisions concerning cafete-
ria plan election changes that are included
in the existing proposed regulations.
Guidance on these provisions is reserved
at paragraphs (f)-(i) of the temporary reg-
ulations.

For example, future guidance under the
significant cost change provision (re-
served at paragraph (g) of the temporary
regulations), rather than the change in sta-
tus rules, would determine whether an
employee who switches from full-time to
part-time employment and who remains
eligible under the employer’s health plan
could make an election change if the part-
time employee is required to pay signifi-
cantly higher amounts for the coverage.
The temporary regulations also reserve
guidance with respect to provisions set
forth in the existing proposed regulations
that permit an election change in the case
of a significant change in coverage
(which includes a significant change in
the health coverage of the employee or
spouse attributable to the spouse’s em-
ployment*). Other matters not addressed

“See the second-to-last sentence in Q&A-6(c) of
proposed §1.125-2.

18 1997-2 C.B.

in the temporary regulations include the
application of the cafeteria plan election
change rules to qualified benefits other
than accident or health coverage and
group-term life insurance coverage (for
example, dependent care assistance pro-
grams), and special rules concerning
changes in elections by employees taking
leave under the Family and Medical
Leave Act of 1993 (Public Law 103-3)5.
Pending further guidance, taxpayers can
continue to rely on the existing proposed
regulations® concerning these and other
matters not addressed in the temporary
regulations.’

The temporary regulations are effective
for plan years beginning after December
31, 1998. Prior to that date, however, tax-
payers can rely on the guidance provided
in the temporary regulations (as well as
on the guidance provided in the existing
proposed regulations that relates to mat-
ters addressed in the temporary regula-
tions) in order to comply with the provi-
sions of section 125.

Special Analyses

It has been determined that this Trea-
sury Decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) do not
apply to these regulations, and because the
regulation does not impose a collection of
information on small entities, the Regula-
tory Flexibility Act (5 U.S.C. chapter 6)
does not apply. Pursuant to section
7805(f) of the Internal Revenue Code,
these temporary regulations will be sub-
mitted to the Chief Counsel for Advocacy
of the Small Business Administration for
comment on its impact on small business.

* * * % *
Adoption of Amendments to the

Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

5See §1.125-3, published as a proposed rule at 60
FR 66229 (December 21, 1995).

6See also §1.125-2T, published at 51 FR 4312
(January 29, 1986), which describes benefits that
may be offered under a cafeteria plan.

7See the preambles to proposed §§1.125-1 and
1.125-2 and Q&A-8 of proposed §1.125-3.

PART 1—INCOME TAXES

Paragraph 1. The authority for part 1
continues to read in part as follows:

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

Par. 2. §1.125-4T is added to read as

follows:

§1.125-4T Permitted election changes
(temporary).

(a) Election changes. A cafeteria plan
may permit an employee to revoke an
election during a period of coverage and
to make a new election only as provided
in paragraphs (b) through (i) of this sec-
tion. See paragraph (j) of this section for
special provisions relating to qualified
cash or deferred arrangements.

(b) Special enrollment rights. A cafe-
teria plan may permit an employee to re-
voke an election for accident or health
coverage during a period of coverage and
make a new election that corresponds
with the special enrollment rights pro-
vided in section 9801(f), whether or not
the change in election is permitted under
paragraph (c) of this section.

(c) Changes in status for accident or
health coverage and group-term life. (1)
In general. A cafeteria plan may permit
an employee to revoke an election for ac-
cident or health coverage or group-term
life insurance coverage during a period of
coverage and make a new election for the
remaining portion of the period if, under
the facts and circumstances—

(i) A change in status occurs; and

(i) The election change satisfies the
consistency requirement in paragraph
(c)(3) of this section (consistency rule for
accident or health coverage) or (c)(4) of
this section (consistency rule for group-
term life insurance coverage).

(2) Change in status events. The fol-
lowing events are changes in status for
purposes of this paragraph (c):

(i) Legal marital status. Events that
change an employee’s legal marital status,
including marriage, death of spouse, di-
vorce, legal separation, or annulment;

(i1} Number of dependents. Events that
change an employee’s number of depen-
dents (as defined in section 152), includ-
ing birth, adoption, placement for adop-
tion (as defined in regulations under
section 9801), or death of a dependent;

(iii) Employment status. A termination
or commencement of employment by the
employee, spouse, or dependent;



(iv) Work schedule. A reduction or in-
crease in hours of employment by the em-
ployee, spouse, or dependent, including a
switch between part-time and full-time, a
strike or lockout, or commencement or re-
turn from an unpaid leave of absence;

(v) Dependent satisfies or ceases to
satisfy the requirements for unmarried de-
pendents. An event that causes an em-
ployee’s dependent to satisfy or cease to
satisfy the requirements for coverage due
to attainment of age, student status, or any
similar circumstance as provided in the
accident or health plan under which the
employee receives coverage; and

(vi) Residence or Worksite. A change
in the place of residence or work of the
employee, spouse, or dependent.

(3) Consistency rule for accident or
health coverage. (i) General rule. (A)
An employee s revocation of a cafeteria
plan election during a period of coverage
and new election for the remaining por-
tion of the period (referred to below as an
“election change™) is consistent with a
change in status if, and only if —

(1) The change in status results in the
employee, spouse, or dependent gaining
or losing eligibility for accident or health
coverage under either the cafeteria plan or
an accident or health plan of the spouse’s
or dependent’s employer; and

(2) The election change corresponds
with that gain or loss of coverage.

(B) A change in status results in an em-
ployee, spouse, or dependent gaining (or
losing) eligibility for coverage under a
plan only if the individual becomes eligi-
ble (or ineligible) to participate in the
plan. A cafeteria plan may treat an indi-
vidual as gaining (or losing) eligibility for
coverage if the individual becomes eligi-
ble (or ineligible) for a particular benefit
package option under a plan (e.g., a
change in status results in an individual
becoming eligible for a managed care op-
tion or an indemnity option). If, as a result
of a change in status, the individual gains
eligibility for elective coverage under a
plan of the spouse’s or dependent’s em-
ployer, the consistency rule of this para-
graph (c)(3)(i) is satisfied only if the indi-
vidual elects the coverage under the
spouse’s or dependent’s employer. See the
Examples in paragraph (k) of this section
for illustrations of the consistency rule.

(ii) Exception for COBRA. Notwith-
standing paragraph (¢)(3)(i) of this sec-

tion, if the employee, spouse, or depen-
dent becomes eligible for continuation
coverage under the employer’s group
health plan as provided in section 4980B
or any similar State law, the employee
may elect to increase payments under the
employer’s cafeteria plan in order to pay
for the continuation coverage.

(4) Consistency rule for group-term
life insurance coverage. Except as pro-
vided in this paragraph (c)(4), the provi-
sions of paragraph (c)(3)(i) of this section
apply to group-term life insurance cover-
age. In the case of marriage, birth, adop-
tion, or placement for adoption, a cafete-
ria plan can allow an election change to
increase (but not to reduce) the amount of
the employee’s life insurance coverage.
In the case of divorce, legal separation,
annulment, or death of a spouse or depen-
dent, a cafeteria plan may allow an elec-
tion change to reduce (but not to increase)
the amount of the employee s life insur-
ance coverage.

(d) Judgment, decree, or order. This
paragraph (d) applies to a judgment, de-
cree, or order (“order”) resulting from a
divorce, legal separation, annulment, or
change in legal custody (including a qual-
ified medical child support order defined
in section 609 of the Employee Retire-
ment Income Security Act of 1974) that
requires accident or health coverage for
an employee’s child. Notwithstanding the
provisions of paragraph (c) of this sec-
tion, a cafeteria plan may—

(1) Change the employee s election to
provide coverage for the child if the order
requires coverage under the employee’s
plan; or

(2) Permit the employee to make an
election change to cancel coverage for the
child if the order requires the former
spouse to provide coverage.

() Entitlement to Medicare or Medic-
aid. If an employee, spouse, or dependent
who is enrolled in an accident or health
plan of the employer becomes entitled to
coverage (i.e., enrolled) under Part A or
Part B of Title XVIII of the Social Secu-
rity Act (Medicare) or Title XIX of the
Social Security Act (Medicaid), other
than coverage consisting solely of bene-
fits under section 1928 of the Social Secu-
rity Act (the program for distribution of
pediatric vaccines), a cafeteria plan may
permit the employee to make an election
change to cancel coverage of that em-

ployee, spouse or dependent under the ac-
cident or health plan.

(f) Changes in status for other quali-
fied benefits. [Reserved].

(g) Significant coverage or cost
changes. [Reserved].

(1) Employer’s plan. [Reserved].

(2) Plan of spouse’s or dependent’s
employer. [Reserved].

(h) Cessation of required contribu-
tions. [Reserved].

(i) Special requirements concerning
the Family and Medical Leave Act. [Re-
served].

() Elective contributions under a qual-
ified cash or deferred arrangement. The
provisions of this section do not apply
with respect to elective contributions
under a qualified cash or deferred
arrangement (within the meaning of sec-
tion 401(k)) or employee contributions
subject to section 401(m). Thus, a cafete-
ria plan may permit an employee to mod-
ify or revoke elections in accordance with
sections 401(k) and 401(m) and the regu-
lations thereunder.

(k) Examples. The following examples
illustrate the rules of this section. In each
case involving an accident or health plan,
assume that the plan is subject to section
9801(f) (providing for special enrollment
rights under certain group health plans).

Example 1. (i) Employer M provides health cov-
erage for its employees under which employees may
elect either employee-only coverage or family cov-
erage. M also maintains a calendar year cafeteria
plan under which qualified benefits, including health
coverage, are funded through salary reduction. M’s
employee, A, elects employee-only health coverage
before the beginning of the calendar year. During
the year, A adopts a child, C. Within 30 days there-
after, A wants to revoke A’s election for employee-
only health coverage and obtain family health cover-
age, as of the date of C’s adoption. A satisfies the
conditions for special enroliment of an employee
with a new dependent under section 9801(f)(2), so
that A may enroll in family coverage under M’s acci-
dent or health plan in order to provide coverage for
C, effective as of the date of C’s adoption.

(i1) In this Example 1, M’s cafeteria plan may
permit A to change the employee s salary reduction
election to family coverage for salary not yet cur-
rently available. The increased salary reduction
could reflect the cost of family coverage from the
date of adoption. (The adoption of C is also a
change in status, and the election of family cover-
age is consistent with that change in status. Thus,
under the change in status provisions of paragraph
(c) of this section, M’s cafeteria plan could permit A
to elect family coverage prospectively in order to
cover C for the remaining portion of the coverage
period.)
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Example 2. (i) The employer plans and permis-
sible coverage are the same as in Example 1. Before
the beginning of the calendar year, Employee A
elects employee-only health coverage under M’s
cafeteria plan. A marries B during the plan year. B’s
employer, N, offers health coverage to N’s employ-
ees, and, prior to the marriage, B had elected em-
ployee-only coverage. A wants to revoke the elec-
tion for employee-only coverage, and is considering
electing family health coverage under M’s plan or
obtaining family health coverage under N’s plan.

(ii) In this Example 2, A’s marriage to B is a
change in status. Two possible election changes by
A would be consistent with the change in status: to
cover A and B by electing family health coverage
under M’s plan, or to cancel coverage under M’s
plan (with B electing family health coverage under
N’s plan in order to cover A and B). Thus, M’s cafe-
teria plan may permit A to make either change in
election. (M’s cafeteria plan could also permit A to

change A’s salary reduction election to reflect the
change to family coverage under M’s group health
plan in accordance with paragraph (b) of this section
because the marriage would also create special en-
roliment rights under section 9801(f), pursuant to
which an election of family coverage under M’s plan
would be required to be effective no later than the
first day of the first calendar month beginning after
the completed request for enrollment is received by
the plan.)

Example 3. (i) Employee G, a single parent,
elects family health coverage under a calendar year
cafeteria plan maintained by Employer O. G and
G’s 21-year old child, H, are covered under O’s
health plan. During the year, H graduates from col-
lege. Under the terms of the health plan, dependents
over the age of 19 must be full-time students to re-
ceive coverage. G wants to revoke G’s election for
family health coverage and obtain employee-only
coverage under O’s cafeteria plan.

(ii) In this Example 3, H's loss of eligibility for
coverage under the terms of the health plan is a
change in status. A revocation of G s election for
family coverage and new election of employee-only
coverage is consistent with the change in status.
Thus, O’s cafeteria plan may permit G to elect em-
ployee-only coverage.

Example 4. (i) Employee J is married to K and
they have one child, S. A calendar year cafeteria
plan maintained by Employer P allows employees to
elect no health coverage, employee-only coverage,
employee-plus-one-dependent coverage, or family
coverage. Under the plan, before the beginning of
the calendar year, J elects family health coverage for
J, K, and S. J and K divorce during the year and,
under the terms of P s accident or health plan, K
loses eligibility for P’s health coverage. S does not
lose eligibility for health coverage under P s plan
upon the divorce. J now wants to revoke J’s election
under the cafeteria plan and elect no coverage.

(it) In this Example 4, the divorce is a change in
status. A change in the cafeteria plan election to can-
cel health coverage for K is consistent with that
change in status. However, the divorce does not af-
fect J's or S’s eligibility for health coverage. There-
fore, an election change to cancel J’s or S’s health
coverage is not consistent with the change in status.
The cafeteria plan, however, may permit J to elect
employee-plus-one-dependent health coverage.

Example 5. (i) The facts are the same as Exam-
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ple 4, except that, before the beginning of the year,
Employee J elected employee-only health coverage
(rather than family coverage). Pursuant to I's di-
vorce agreement with K, P’s health plan receives a
qualified medical child support order (as defined in
section 609 of the Employee Retirement Income Se-
curity Act) during the plan year. The order requires
P’s heaith plan to cover S.

(ii) In this Example 5, P’s cafeteria plan may
change I’s election from employee-only health cov-
erage to employee-plus-one-dependent coverage in
order to cover S.

Example 6. (i) Before the beginning of the cov-
erage period, Employee L elects to participate in a
cafeteria plan maintained by L’s Employer, Q. How-
ever, in order to change the election during the cov-
erage period so as to cancel coverage, and by prior
understanding with Q, L terminates employment and
resumes employment one week later.

(ii) In this Example 6, under the facts and circum-
stances, in which a principal purpose of the termina-
tion of employment was to alter the election and rein-
statement of employment was understood at the time
of termination, L does not have a change in status.
However, L’s termination of employment would con-
stitute a change in status, permitting a cancellation of
coverage during the period of unemployment, if L’s
original cafeteria plan election was reinstated upon
resumption of employment (for example, because of
a cafeteria plan provision requiring an employee who
resumes employment within 30 days, without any
other intervening event that would permit a change in
election, to return to the election in effect prior to ter-
mination of employment).

Example 7. (i) Employer R maintains a calendar
year cafeteria plan under which full-time employees
may elect coverage under one of three benefit pack-
age options provided under an accident or health
plan: an indemnity option or either of two HMO op-
tions for employees that work in the respective ser-
vice areas of the two HMOs. Employee T, who
works in the service area of HMO #1, elects the
HMO #1 option. During the year, T is transferred to
another work location which is outside the HMO #1
service area and inside the HMO #2 service area.

(ii) In this Example 7, the transfer is a change in
status and, under the consistency rule, the cafeteria
plan may permit T to make an election change to ei-
ther the indemnity option or HMO #2, or to cancel
accident or health coverage.

Example 8. (i) A calendar year cafeteria plan
maintained by Employer S allows employees to
elect coverage under an accident or health plan pro-
viding indemnity coverage and under a flexible
spending arrangement (FSA). Prior to the beginning
of the calendar year, Employee U elects employee-
only indemnity coverage, and coverage under the
FSA for up to $600 of reimbursements for the year
to be funded by salary reduction contributions of
$600 during the year. U’s spouse, V, has employee-
only coverage under an accident or health plan
maintained by V’s employer. During the year, V ter-
minates employment and loses coverage under that
plan. U now wants to elect family coverage under
S’s accident or health plan and increase U’s FSA
election.

(i) In this Example 8, V’s termination of employ-
ment is a change in status. The cafeteria plan may
permit U to elect family coverage under S’s accident
or health plan, and to increase U’s FSA coverage.

Example 9. (i) Employer T provides group-te.rm
life insurance coverage as described under section
79. Under T’s plan, an employee may elect life in-
surance coverage in an amount up to the lesser of his
or her salary or $50,000. T also maintains a calendar
year cafeteria plan under which qualified benefits,
including the group-term life insurance coverage,
are funded through salary reduction. Before the be-
ginning of the calendar year, Employee W elects
$10,000 of life insurance coverage, with W’s
spouse, X, as the beneficiary. During the year, a
child is placed for adoption with W and X. W wants
to increase W'’s election for life insurance coverage
to $50,000 (without changing the designation of X
as the beneficiary).

(ii) In this Example 9, the placement of a child
for adoption with W is a change in status. The in-
crease in coverage is consistent with the change in
status. Thus, W’s cafeteria plan may permit W to in-
crease W’s life insurance coverage.

(1) Effective Date. This section is ap-
plicable for plan years beginning after
December 31, 1998.

Michael P. Dolan,
Acting Commissioner of
Internal Revenue.

Donald C. Lubick,
Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on No-
vember 6, 1997, 8:45 a.m., and published in the
issue of the Federal Register for November 7, 1997,
62 FR. 60165)

Section 126.—Certain
Cost-Sharing Payments

26 CFR 16A.126-1: Certain cost-sharing
payments—In general (Temporary).

Certain cost-sharing payments. The
Wetlands Reserve Program, the Environ-
mental Quality Incentives Program, and
the Wildlife Habitat Incentives Program
are substantially similar to the type of
programs described in section 126(a)(1)
through (8) of the Code so that cost-share
payments made under such programs and
in connection with small watersheds are
within the scope of section 126(a)(9) and,
thereby, cost-share payments received
under the programs are eligible for exclu-
sion from gross income to the extent per-
mitted by section 126.

Rev. Rul. 97-55
ISSUE

Are the Wetlands Reserve Program, the
Environmental Quality Incentives Pro-



gram, and the Wildlife Habitat Incentives
Program substantially similar to the type
of programs described in § 126(a)(1)
through (8) of the Internal Revenue Code
so that cost-share payments made under
such programs and in connection with
small watersheds are within the scope of §
126(a)(9) and, thereby, cost-share pay-
ments received under the programs are el-
igible for exclusion from gross income to
the extent permitted by § 126?

FACTS

The Wetlands Reserve Program
(WRP), authorized by Title XII of the
Food Security Act of 1985, Pub. L. No.
99-198, 99 Stat. 1504, reauthorized by
the Federal Agriculture Improvement and
Reform Act of 1996 (the 1996 Farm Act),
Pub. L. No. 104-127, 110 Stat. 995, is a
voluntary wetlands conservation program
to restore and protect wetlands on private
property. Landowners who participate in
the WRP may sell a conservation ease-
ment or enter into a restoration cost-share
agreement with the Department of Agri-
culture to restore and protect wetlands.
Under a restoration cost-share agreement,
a landowner agrees to undertake approved
conservation-related improvements on the
property in return for a cost-share pay-
ment, generally between 75 and 100 per-
cent of the costs for restoring the wetland.
A conservation easement and a restoration
cost-share agreement may be combined in
one agreement with the Department of
Agriculture but separate payments are
made for the easement and for the cost-
share agreement.

The 1996 Farm Act also establishes the
Environmental Quality Incentives Pro-
gram (EQIP) and the Wildlife Habitat In-
centives Program (WHIP). EQIP and
WHIP are administered by the Depart-
ment of Agriculture. EQIP combines the
functions of the Agricultural Conserva-
tion Program (ACP), the Great Plains
Conservation Program (GPCP), the
Water Quality Incentives Program
(WQIP), and the Colorado River Basin
Salinity Control Program (CRBSCP).
ACP and GPCP are programs enumerated
in § 126(a)(1) through (8) and the Com-
missioner determined in § 16A.126—-
1(d)(1)(D) that CRBSCP was within the
scope of § 126(2)(9). WQIP was funded
through and administered under ACP.

WHIP was established to help partici-

pants develop habitat for upland wildlife,
wetland wildlife, threatened and endan-
gered species, fish, and other types of
wildlife. Under WHIP, landowners enter
into wildlife habitat development cost-
share contracts for a minimum of 10 years.
The Secretary of Agriculture has made
the requisite determinations under
§ 126(b)(1)(A) that cost-share payments
made under WRP, EQIP, and WHIP are
primarily for purposes of conservation.

LAW AND ANALYSIS

Under § 126(a), gross income does not
include the excludable portion of pay-
ments made to taxpayers by federal and
state governments for a share of the cost
of improvements to property under cer-
tain conservation programs set forth in
§ 126(a)(1) through (8). Under § 126-
(a)(9), programs affecting small water-
sheds are eligible for § 126 treatment if
they are administered by the Secretary of
Agriculture and are determined by the
Secretary of the Treasury or the Secre-
tary’s delegate to be substantially similar
to the type of programs described in
§ 126(a)(1) through (8). Even if the Sec-
retary of the Treasury determines that a
particular program is within the scope of
§ 126(a)(9), not all cost-share payments
under such program will qualify for the
exclusion under § 126. In addition to the
determination requirement, the specific
project must be with respect to a small
watershed and then only the “excludable
portion” of any payment can qualify for
exclusion. See §§ 126(b)(1), 16A.126—
1(b)(5) and 16A.126-1(d)(3) for the defi-
nitions of “excludable portion” and
“small watershed.”

HOLDING

The Commissioner has determined that
WRP, EQIP, and WHIP are substantially
similar to the type of programs described
in § 126(a)(1) through (8) so that cost-
share payments made under such pro-
grams and in connection with small
watersheds are within the scope of
§ 126(a)(9) and, thereby, cost-share pay-
ments received under the programs are el-
igible for exclusion from gross income to
the extent permitted by § 126. See
§ 16A.126-1 to determine what portion, if
any, of the cost-share payments are ex-
cludable from gross income under § 126.

Section 127.—Educational
Assistance Programs

What conditions apply to the extension of tax-
free treatment of employer-provided educational as-
sistance under the Taxpayer Relief Act of 19977 See
Notice 97-60, page 310.

Section 132.—Certain Fringe
Benefits

The Service provides inflation adjustments to the
limitation on the exclusion of income for a qualified
transportation fringe for taxable years beginning in
1998. See Rev. Proc. 97-57, page 584.

Section 135.—Income From
United States Savings Bonds
Used To Pay Higher Education
Tuition and Fees

The Service provides an inflation adjustment to
the limitation on the exclusion of income from
United States savings bonds for taxpayers who pay
qualified higher education expenses for taxable
years beginning in 1998. See Rev. Proc. 97-57,
page 584.

Part V.—Deductions for Personal Exemptions

Section 151.—Allowance of
Deductions for Personal
Exemptions

26 CFR 1.151—4: Amount of deduction for each
exemption under section 151.

The Service provides inflation adjustments to the
personal exemption and to the threshold amounts of
adjusted gross income above which the exemption
amount phases out for taxable years beginning in
1998. See Rev.Proc. 97-57, page 584.

Part VI.—Itemized Deductions for Individuals
and Corporations

Section 162.—Trade or
Business Expenses

What procedures must a lawyer, handling cases
on a contingent fee basis, use to obtain automatic
consent of the Commissioner to change its method
of accounting for advances paid to clients. See Rev.
Proc. 97-37, page 455.

26 CFR 1.162-17: Reporting and substantiation of
certain business expenses of employees.

Optional rules are provided under which an em-
ployee of a federal government agency who is reim-
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bursed for ordinary and necessary business expenses
relating to travel, entertainment, gifts, or listed prop-
erty (such as an employee’s automobile) may make
an adequate accounting to the employer to substanti-
ate those expenses by submitting only an account
book, diary, log, etc., without submitting documen-
tary evidence such as receipts. See Rev. Proc. 97-45
page 499.

Rules are set forth for substantiating the amount
of a deduction or expense for business use of an
automobile that most nearly represents current costs.
See Rev. Proc. 97-58, page 587.

Rules are set forth for substantiating the amount
of a deduction or expense for lodging, meals, and in-
cidental expenses or meal and incidental expenses
incurred while traveling away from home that most
nearly represents current costs. See Rev. Proc.
97-59, page 594.

Section 165.—Losses

26 CFR 1.165-2: Obsolescence of nondepreciable
property.
When may a taxpayer deduct a loss arising from

the obsolescence of a package design. See Rev.
Proc. 97-35, page 448.

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting for package design costs.
See Rev. Proc. 97-37, page 455.

Section 166.—Bad Debts

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
from the § 585 reserve method of accounting to the
§ 166 specific charge-off method. See Rev. Proc.
97-37, page 455.

Section 167.—Depreciation
26 CFR 1.167(a) —1: Depreciation in general.

The cost of recoverable line pack gas or cushion
gas is not depreciable, and the cost of nonrecover-
able line pack gas or cushion gas is depreciable. See
Rev. Rul. 97-54, page 23.

26 CFR 1.167(a)-3: Intangibles.

How may a taxpayer recover the costs of creating
a package design. See Rev. Proc. 97-35, page 448.

26 CFR 1.167(e)-1: Change in method.

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting for depreciation. See Rev.
Proc. 97-37, page 455.
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Section 168.—Accelerated Cost
Recovery System

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting for depreciation. See Rev.
Proc. 97-37, page 455.

Retail motor fuels outlet. A retail
motor fuels outlet is 15-year property for
depreciation purposes whether or not the
taxpayer-owner is the operator of the
motor fuels business.

Rev. Rul. 97-29
ISSUE

If taxpayer is the owner, but not the op-
erator, of a retail motor fuels outlet, is the
outlet 15-year property for depreciation
purposes under § 168(e)(3)(E) of the In-
ternal Revenue Code?

FACTS

A retail motor fuels outlet may be
owned by one entity and operated by an-
other entity. Often, the owner of the prop-
erty leases the property to an operator. In
addition, businesses other than the motor
fuels business may operate in the same
building. For example, an outlet building
may contain a restaurant or video arcade.
These businesses may be owned and op-
erated by different taxpayers that make
payments to the owner of the outlet build-
ing or to a sublessor.

LAW AND ANALYSIS

Section 1120 of the Small Business Job
Protection Act of 1996, Pub. L. No.
104-188, 110 Stat. 1755 (1996) (the Act),
amended § 168(e)(3)(E) to provide that
15-year property includes any § 1250
property that is a retail motor fuels outlet
whether or not food or other convenience
items are sold at the outlet. The legislative
history of the Act provides that property
will qualify as a retail motor fuels outlet if
50 percent or more of the gross revenues
generated from the property are derived
from petroleum sales, or 50 percent or
more of the floor space in the property is
devoted to petroleum marketing sales. A
motor fuels outlet of 1400 square feet or
less qualifies as a retail motor fuels outlet
under the Act without application of ei-

ther 50 percent test. S. Rep. No. 281,
104th Cong., 2d Sess. 14-16 (1996).
Section 168(e)(3)(E) provides that any
§ 1250 property that qualifies as a retail
motor fuels outlet is 15-year property.
There is no distinction between an owner
of a retail motor fuels outlet that also oper-
ates the motor fuels business and an owner
that does not operate the motor fuels busi-
ness. Accordingly, § 1250 property the use
of which meets the definition of a retail
motor fuels outlet is treated as 15-year
property for depreciation purposes
whether or not the owner is the operator.
In applying the 50-percent gross revenues
test to determine if the property qualifies
as a retail motor fuels outlet, the owner of
an outlet building must aggregate the
gross revenues of all businesses operated
in the outlet building whether or not such
businesses are operated by the owner.

HOLDING

A retail motor fuels outlet is 15-year
property for depreciation purposes under
§ 168(e)(3)(E) whether or not the tax-
payer-owner is the operator of the motor
fuels business.

Section 170.—Charitable, Etc.,
Contributions and Gifts

26 CFR 1.170A—1: Charitable, etc., contributions
and gifts; allowance of deduction.

What are the rules for the deductibility, under
§ 162 or 170, of unreimbursed travel and other out-
of-pocket expenses incurred by a member of a fed-
eral advisory committee while performing services
without compensation for the federal government as
a member of that committee? See Rev. Proc. 97-52,
page 527.

26 CFR 1.170-1: Charitable, etc., contributions
and gifts; allowance of deductions.

The Service provides inflation adjustments to the
“insubstantial benefit” guidelines for calendar year
1998. Under the guidelines, a charitable contribution
is fully deductible even though the contributor re-
ceives “insubstantial benefits” from the charity. See
Rev. Proc. 97-57, page 584.

26 CFR 1.170A—1: Charitable, etc., contributions
and gifts; allowance of deduction.

Rules are set forth for substantiating the amount
of a deduction or expense for charitable use of an
automobile. See Rev. Proc. 97-58, page 587.




Section 197.—Amortization of
Goodwill and Certain Other
Intangibles

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting for amortization. See Rev.
Proc. 97-37, page 455.

Part VIl.—Additional Itemized Deductions for
Individuals

Section 213.—Medical, Dental,
Etc., Expenses

The Service provides an inflation adjustment to
the limitation on the amount of eligible long-term
care premiums includible in the term “medical care”
for taxable years beginning in 1998. See Rev. Proc.
97-57, page 584.

26 CFR 1.213-1: Medical, dental, etc., expenses.

Rules are set forth for substantiating the amount
of a deduction or expense for use of an automobile
to obtain medical services. See Rev. Proc. 97-58,
page 587.

Section 217.—Moving Expenses

26 CFR 1.217-2: Moving expenses.

Rules are set forth for substantiating the amount
of a deduction or expense for use of an automobile
as part of a move. See Rev. Proc. 97-58, page 587.

Section 220.—Medical Savings
Accounts

Specifications for paper substitutes for Forms
1096, 1098, 1099, 5498, and W-2G. See Rev. Proc.
97-32, page 342.

Section 221.—Interest on
Education Loans

What are the rules for deducting interest on edu-
cation loans under section 221, added by the Tax-
payer Relief Act of 1997? See Notice 97-60,
page 310.

Part IX.—Items Not Deductible

Section 263.—Capital
Expenditures

26 CFR 1.263(a)-1: Capital expenditures;
in genral.

The cost of recoverable and nonrecoverable line
pack gas or cushion gas is a capital expenditure. See
Rev. Rul. 97-54, page 23.

26 CFR 1.263(a)-1: Capital expenditures; in
general.
(Also sections 167, 168, 471; 1.167(a)-1, 1.471-1.)

Line pack gas; cushion gas. The cost
of recoverable line pack gas or cushion
gas is a capital expenditure and is not de-
preciable. The cost of nonrecoverable line
pack gas or cushion gas is a capital expen-
diture and is depreciable.

Rev. Rul. 97-54

ISSUES

(1) Is the cost of “line pack gas” or
“cushion gas” a capital expenditure under
§ 263 of the Internal Revenue Code or an
amount that is included in inventory
under § 4717

(2) If the cost of “line pack gas” or
“cushion gas” is a capital expenditure
under § 263, is that cost depreciable under
§§ 167 and 168?

FACTS

“Line pack gas” is the minimum vol-
ume of natural gas necessary to provide
the pressure to facilitate the flow of gas
through a pipeline. “Cushion gas” is the
minimum volume of natural gas neces-
sary to provide the pressure to facilitate
the flow of gas from a storage reservoir to
a pipeline. Recoverable line pack gas and
recoverable cushion gas will be available
for sale or other use upon the abandon-
ment of the pipeline or storage reservoir,
respectively. Unrecoverable line pack gas
and unrecoverable cushion gas will not be
available for sale or other use upon the
abandonment of the pipeline or storage
reservoir, but will become obsolete with
that abandonment.

LAW AND ANALYSIS

Section 263(a) provides that no deduc-
tion shall be allowed for amounts paid out
for permanent improvements or better-
ments made to increase the value of any
property or estate.

Section 1.263(a)-2 of the Income Tax
Regulations provides that a “capital ex-
penditure” includes the cost of acquisition,
construction, or erection of buildings, ma-
chinery and equipment, furniture and fix-
tures, and similar property having a useful
life substantially beyond the tax year.

Section 167(a) provides that there shall
be allowed as a depreciation deduction a
reasonable allowance for the exhaustion,
wear and tear (including a reasonable al-
lowance for obsolescence) of property
used in a trade or business or held for the
production of income.

Generally, for tangible property, the de-
preciation deduction under § 167(a) is de-
termined under § 168 by using the applic-
able depreciation method, the applicable
recovery period, and the applicable con-
vention.

Section 471 provides that whenever, in
the opinion of the Secretary, the use of in-
ventories is necessary in order clearly to
determine the income of any taxpayer, in-
ventories shall be taken by that taxpayer,
on the basis the Secretary may prescribe as
conforming as nearly as may be to the best
accounting practice in the trade or business
and as most clearly reflecting income.

Section 1.471-1 provides that in order
to reflect income correctly, inventories at
the beginning and end of each tax year are
necessary in every case in which the pro-
duction, purchase, or sale of merchandise
is an income-producing factor. Invento-
ries should include all finished and partly
finished goods and, in the case of raw ma-
terials and supplies, only those that have
been acquired for sale or that will physi-
cally become a part of merchandise in-
tended for sale.

Rev. Rul. 68-620, 1968-2 C.B. 199,
amplified by Rev. Rul. 78-352, 1978-2
C.B. 168, holds that line pack gas is mer-
chandise in transit that is intended to be
sold to customers and therefore must be
included in the inventory of the taxpayer.

Rev. Rul. 75-233, 1975-1 C.B. 95,
holds that the cost of unrecoverable cush-
ion gas is a capital expenditure under
§ 263, which is recoverable through an an-
nual depreciation deduction under § 167.

With respect to both line pack gas and
cushion gas, several court decisions have
considered the capital expenditure-ver-
sus-inventory issue, as well as the depre-
ciation issue. In Pacific Enterprises v.
Commissioner, 101 T.C. 1 (1993), the
United States Tax Court held that the
costs of line pack gas and cushion gas are
capital expenditures. Accord Transwest-
ern Pipeline Co. v. United States, 639
F.2d 679 (Ct.Cl. 1980), regarding line
pack gas; Arkla, Inc. v. United States, 765
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F.2d 487 (5th Cir. 1985), regarding cush-
lon gas. The United States Court of Ap-
peals for the Fifth Circuit in Arkla further
held that recoverable cushion gas was not
subject to depreciation because it was not
subject to exhaustion, wear, tear, or obso-
lescence. Accord Washington Energy Co.
v. United States, 94 F.3d 1557 (Fed. Cir.
1996). The Fifth Circuit in Arkla distin-
guished unrecoverable cushion gas as
being subject to depreciation because that
gas will become obsolete along with the
storage facility. Accord Rev. Rul. 75—
233. Finally, in Arkla, Inc. v. United
States, 37 F.3d 621 (Fed. Cir. 1994), the
United States Court of Appeals for the
Federal Circuit held that line pack gas
and cushion gas are treated the same for
purposes of depreciation. Accord Wash-
ington Energy Co. v. United States, 94
E.3d 1557.

Line pack gas or cushion gas is recov-
erable if it will be available for sale or
other use upon abandonment of a pipeline
or storage reservoir. See Arkla, Inc. v.
United States, 765 F.2d at 490. The Ser-
vice will treat line pack gas or cushion gas
as being available for sale or other use to
the extent that such gas will be recovered
from an abandoned pipeline or storage
reservoir pursuant to a plan, a require-
ment of law, or economic feasibility,
whichever method projects the greatest
actual recovery of such gas.

The Service will follow the court deci-
sions cited in this revenue ruling to the
extent they hold that the cost of line pack
gas or cushion gas is a capital expendi-
ture, the cost of recoverable line pack gas
or recoverable cushion gas is not depre-
ciable, and the cost of unrecoverable line
pack gas or unrecoverable cushion gas is
depreciable.

HOLDINGS

(1) The cost of line pack gas or cushion
gas is a capital expenditure under § 263.

(2) The cost of recoverable line pack
gas or recoverable cushion gas is not de-
preciable, but the cost of unrecoverable
line pack gas or unrecoverable cushion
gas is depreciable under §§ 167 and 168.
The Service will treat line pack gas or
cushion gas as recoverable to the extent
that such gas will be recovered from an
abandoned pipeline or storage reservoir
pursuant to a plan, a requirement of law,
or economic feasibility, whichever
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method projects the greatest actual recov-
ery of such gas.

APPLICATION

Any change in a taxpayer’s treatment
of the costs of line pack gas or cushion
gas to conform with this revenue ruling is
a change in method of accounting to
which the provisions of §§ 446 and 481
and the regulations thereunder apply. A
taxpayer wanting to change its method of
accounting for the cost of line pack gas or
cushion gas to conform with this revenue
ruling must follow the automatic change
in accounting method provisions of Rev.
Proc. 97-37, 1997-33 I.R.B. 18.

EFFECT ON OTHER DOCUMENTS

Rev. Rul. 68-620 and Rev. Rul. 78-352
are revoked. Rev. Rul. 75-233 is super-
seded. Rev. Proc. 97-37 is amplified to
include this change in the Appendix.

PROSPECTIVE APPLICATION

The Service will not require a taxpayer
to change its method of accounting to
comply with the holding that the cost of
line pack gas or recoverable cushion gas
is a capital expenditure for any taxable
year beginning before December 29,
1997. In addition, the Service will not re-
quire a taxpayer to change its method of
accounting to comply with the holding for
determining the amount of recoverable
line pack gas or recoverable cushion gas
for any taxable year beginning before De-
cember 29, 1997, provided the method
used by the taxpayer projects recoverable
line pack gas or recoverable cushion gas
in an amount equal to or greater than an
amount that would be projected using an
economic feasibility of recovery standard.

26 CFR 1.263(a)-2: Examples of capital expenditures.

Must the costs of creating a package design be
capitalized. See Rev. Proc. 97-35, page 448.

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting for package design costs.
See Rev. Proc. 97-37, page 455.

Section 263A.—Capitalization
and Inclusion in Inventory Costs
of Certain Expenses

26 CFR §1.263A—1: Uniform capitalization of costs.

What procedures must a taxpayer use to obtain

automatic consent of the Commissioner to change
its method of accounting. See Rev. Proc. 97-37,
page 455.

26 CFR 1.263A-2: Rules relating to property
produced by the taxpayer.

Are the costs incurred in connection with the de-
velopment and design of product packages subject
to the rules under section 263A. See Rev. Proc.
97-35, page 448.

26 CFR 1.263A-7: Changing a method of account-
ing under section 263A.

T.D. 8728

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Procedure for Changing a
Method of Accounting under
Section 263A

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains
final regulations relating to the require-
ments for changing a method of account-
ing for costs subject to section 263A. The
regulations provide guidance regarding
changes in method of accounting for costs
incurred in producing property and ac-
quiring property for resale. The regula-
tions affect taxpayers changing their
method of accounting for costs subject to
section 263A.

DATES: These regulations are effective
August 5, 1997.

SUPPLEMENTARY INFORMATION:
Background

On March 30, 1987 and August 7,
1987, temporary regulations under sec-
tion 263A were published in the Federal
Register (T.D. 8131, 52 F.R. 10052
[1987-1 C.B. 98] and T.D. 8148, 52 FR.
29375 [1987-2 C.B. 70]), and cross-refer-
enced to notices of proposed rulemaking
published in the Federal Register on the
same date (52 FR. 10118 {LR-168-86,
1987-1 C.B. 808]and 52 F.R. 29391
[LR-37-87, 1987-2 C.B. 1054]). The
temporary regulations contain rules for



taxpayers changing their method of ac-
counting to comply with the capitalization
rules of section 263A. A public hearing
on these temporary and proposed regula-
tions was held on December 7, 1987.

On August 9, 1993, final regulations
under section 263A were published in the
Federal Register (T.D. 8482, 58 F.R.
42198 [1993 C.B. 77]). These final regu-
lations did not address the accounting
method provisions in the 1987 temporary
regulations, which continued in effect.
On August 5, 1994, final and temporary
regulations were published in the Federal
Register (T.D. 8559, 59 F.R. 39958
[1994-2 C.B. 32]). These final regula-
tions address “pick and pack costs” and
other expenses. The August 5, 1994 tem-
porary regulations renumbered the ac-
counting method provisions in the 1987
temporary regulations from §1.263A-
1T(e) to §1.263A-7T.

This document adopts, with modifica-
tions, §1.263A-7T as final regulations.

Explanation of Provisions

In 1987, the IRS and the Treasury De-
partment issued temporary regulations
that provide guidance to taxpayers chang-
ing their method of accounting to comply
with the capitalization rules of section
263A. The regulations provide automatic
consent for taxpayers required to change
their method of accounting for the first
taxable year section 263 A was effective.

Subsequent to promulgation of the
1987 temporary regulations, the IRS and
the Treasury Department issued various
revenue procedures that set forth rules
and procedures applicable to certain
changes in method of accounting for costs
subject to section 263A for which taxpay-
ers can obtain automatic consent. These
revenue procedures provide automatic
consent to change the method of account-
ing in years other than the first taxable
year section 263A was effective. Where
automatic consent is not available by rev-
enue procedure, taxpayers can obtain the
Commissioner’s consent to change a
method of accounting for costs subject to
section 263A under Rev. Proc. 97-27
(1997-21 LR.B. 10).

Rev. Proc. 97-27 and the automatic
change revenue procedures describe how
a change in method of accounting may be
effected, but they do not describe how in-
ventory and other property on hand at the

beginning of the year of change should be
revalued. These final regulations provide
guidance regarding how taxpayers must
revalue property in connection with a
change in method of accounting for costs
subject to section 263A. The revaluation
rules for inventory are substantially simi-
lar to the revaluation rules contained in
the 1987 temporary regulations. Section
1.263A-7(c) provides guidance regarding
how items or costs included in beginning
inventory in the year of change must be
revalued. Section 1.263A-7(d) provides
guidance regarding how non-inventory
property on hand at the beginning of the
year of change must be revalued.

The regulations also provide certain
rules that apply to changes in method of
accounting for costs subject to section
263A, in addition to the rules and proce-
dures that apply under the applicable rev-
enue procedures. See, §1.263A-7(b).

In addition, the regulations clarify
whether certain changes are changes in
method of accounting under section 263A
and therefore are within the scope of the
regulations. For example, a change from
one permissible capitalization method,
such as the simplified resale method in
former §1.263A-1T(d)(4), to another per-
missible capitalization method, such as
the simplified resale method in §1.263A-
3(d), is a change in method of accounting
under section 263A and is therefore
within the scope of the regulations. See
§1.263A-7(a)(5).

The final regulations delete certain pro-
visions of §1.263A-7T that were primar-
ily applicable to accounting method
changes made in 1987. For example, the
final regulations do not incorporate provi-
sions such as §1.263A-7T(e)(2), which
provide automatic consent to make the
change in method of accounting for the
first taxable year section 263A was effec-
tive, and §1.263A-7T(e)(7)(iii), (iv) and
(v) and §1.263A-7T(e)(8), which provide
special rules for adjusting the revaluation
factor for costs attributable to different
methods of accounting for depreciation
(including cost recovery) and differences
in the percentage of fixed indirect produc-
tion costs that were expensed by taxpay-
ers using the practical capacity concept.

Certain Administrative Guidance

The final regulations incorporate the
provisions of Notice 88-23 (1988-1 C.B.

490) (ordering rules for accounting
method changes), and sections IV (A)
(guidance regarding deferred intercom-
pany exchanges) and IV (B) (permission
to elect a new base year for taxpayers
using the last-in, first-out (LIFO) inven-
tory method) of Notice 88-86 (1988-2
C.B. 401). These notices or portions
thereof are withdrawn for taxable years to
which this Treasury decision applies.

Effect on Other Documents

The following publications are obsolete
as of August 5, 1997:

Notice 88-23 (1988-1 C.B. 490).

Notice 88-86 (1988-2 C.B. 401), sec-

tions IV (A) and IV (B).

Public Comments

The IRS and the Treasury Department
received a number of comments in re-
sponse to the 1987 temporary and pro-
posed regulations. Most of the comments
received in response to the temporary reg-
ulations issued in March 1987 were con-
sidered in connection with the temporary
regulations issued in August 1987. In
general, those comments are not dis-
cussed again here.

REVALUING BEGINNING
INVENTORY—THE 3-YEAR
AVERAGE METHOD

A. Extending availability of the method

Under the temporary regulations, tax-
payers using the dollar-value LIFO inven-
tory method were permitted to use a 3-
year average method for revaluing their
beginning inventory in the year they
changed their method of accounting to
comply with section 263A. Several com-
mentators suggested that taxpayers other
than those on the dollar-value LIFO in-
ventory method should also be permitted
to use this 3-year average method for
revaluing beginning inventory in the year
of change. Specifically, commentators
suggested that the 3-year average method
be made available to taxpayers using the
specific goods LIFO inventory method.
Another suggestion was that taxpayers
using the first-in, first-out (FIFO) inven-
tory method should be permitted to use
the 3-year average method even though
those taxpayers may have sufficient infor-
mation to revalue their inventory under
the facts and circumstances method.
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The final regulations do not adopt these
suggestions. The House and Senate Re-
ports to the Tax Reform Act of 1986 indi-
cate Congress intended that taxpayers
generally revalue their inventory in the
year of change using the facts and circum-
stances method. Because Congress real-
ized that dollar-value LIFO taxpayers
may not have the data needed to use the
facts and circumstances method, it sug-
gested two other revaluation methods that
could be used in conjunction with, or in
lieu of, the facts and circumstances
method. The 3-year average method was
one of those other methods. H.R. Rep.
No. 426, 99th Cong., 1st Sess. 633-637
(1985), 1986-3 (Vol. 2) C.B. 633-637
and S. Rep. No. 313, 99th Cong., 2nd
Sess. 147-152 (1986), 1986-3 (Vol. 3)
C.B. 147-152. The IRS and the Treasury
Department believe that limiting the 3-
year average method to dollar-value LIFO
taxpayers is more consistent with legisla-
tive history which expresses Congress’
concern that dollar-value LIFO taxpayers
may have particular problems in revalu-
ing inventory. H.R. Rep. No. 426, 633,
1986-3 (Vol. 2) C.B. 633 and S. Rep. No.
313,147, 1986-3 (Vol.3) C.B. 147.

B. Altering the mechanics of the method

One commentator suggested that tax-
payers be permitted to revalue items or
costs included in beginning inventory in
the year of change by using data from the
year of change instead of data from the
prior three years, and calculate a section
481(a) adjustment accordingly. This
commentator further suggested that three
years after the year of change, the tax-
payer would recompute the section 481(a)
adjustment using data from the three new
years to test its original adjustment under
section 481(a). If the new adjustment
were larger than the original adjustment
by a substantial amount, the taxpayer
would be required to amend its federal in-
come tax returns. The final regulations
do not adopt this suggestion. Requiring
taxpayers to compute two adjustments
under section 481(a) would unnecessarily
complicate application of the 3-year aver-
age method.

Another commentator suggested that
some taxpayers be permitted to revalue
items or costs included in beginning in-
ventory in the year of change by using
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data from the immediately preceding year
rather than the prior three years. This
proposal to use only the prior year’s data
would be limited to taxpayers that can
show they have not had a significant
change in costs over the preceding three
years. This suggested modification to the
3-year average method was not adopted.
The suggested modification would not
substantially simplify the process of
revaluing beginning inventory because
taxpayers would be required to determine
whether their costs significantly changed
during the preceding three-year period.

C. Limiting costs subject to revaluation

One commentator suggested that LIFO
layers should be revalued only if the items
of inventory comprising those layers are
still in existence in the year of change.
This suggestion was not adopted. How-
ever, the final regulations continue the
rule in the temporary regulations that tax-
payers may adjust the revaluation factor
(under either the 3-year average method
or the weighted average method) to the
extent they can show that additional sec-
tion 263A costs included in the calcula-
tion of the revaluation factor were not in-
curred in the prior years in which the
LIFO layers were accumulated.

D. New base year

Under the 3-year average method, taxpay-
ers generally are required to establish a
new base year. Several commentators
commented that requiring link-chain
LIFO taxpayers to establish a new base
year is costly and pointless and suggested
that these taxpayers be excluded from the
general requirement that all dollar-value
LIFO taxpayers establish a new base year.
The IRS and the Treasury Department did
not adopt this suggestion. If a new base
year is not established, the current-year
index, determined under the taxpayer’s
new method of accounting, would be
multiplied by the prior-year cumulative
index, determined under the taxpayer’s
former method of accounting, and could
distort the taxpayer’s LIFO inventory val-
uation. This distortion is eliminated when
the taxpayer establishes a new base year
and establishes a new index. Accord-
ingly, the final regulations provide that all
dollar-value LIFO taxpayers (whether
using double extension or link-chain)

should generally establish 2 new base
year when they use the 3-year averézige
method to revalue their inventories under
section 263A.

Commentators also suggested that tax-
payers using the 3-year gverage metl‘md
and either the simplified production
method or the simplified resale meth(')d be
allowed, but not required, to estabhsl.l a
new base year. Section IV (B) of Notice
88-86 permits these taxpayers to choose
whether to establish a new base year.
This rule is incorporated into the final

regulations.
One commentator noted that the exam-

ple in the 1987 temporary regulations il-
lustrating the 3-year average method did
not use the current year revaluation factor
in computing the updated base year cost
of inventory. The example has been re-
vised to use the current year revaluation
factor.

REVALUING BEGINNING
INVENTORY—FACTS AND
CIRCUMSTANCES METHOD

One commentator suggested that spe-
cific rules or guidelines be adopted to clar-
ify what is a reasonable estimate or proce-
dure for revaluing beginning inventory in
connection with a change in method of ac-
counting. This suggestion was not
adopted. What is a reasonable estimate or
procedure must be decided on a case-by-
case basis in light of all applicable facts
and circumstances. The final regulations
continue the provision in the temporary
regulations that permissible estimates and
procedures include using information
from a more recent period to estimate the
amount and nature of inventory costs ap-
plicable to earlier periods, and using infor-
mation with respect to comparable items
of inventory to estimate the costs associ-
ated with other items of inventory.

NEW BASE YEAR WHEN THE 3-YEAR
AVERAGE METHOD IS NOT USED

Several commentators suggested that
dollar-value LIFO taxpayers not using the
3-year average method to revalue begin-
ning inventory be permitted to update
their base year if they so choose. Section
IV (B) of Notice 88-86 permits these tax-
payers to establish a new base year. The
final regulations adopt this rule.



SCOPE OF ACCOUNTING METHOD
CHANGE

Several commentators suggested that
the regulations should allow taxpayers to
change from the specific goods LIFO in-
ventory method to the dollar-value LIFO
inventory method in connection with
changing their method of accounting for
costs under section 263A without obtain-
ing the Commissioner’s consent. Gener-
ally, taxpayers must secure the Commis-
sioner’s consent before effecting a change
in method of accounting under section
446(e) unless this requirement is specifi-
cally waived. The IRS and the Treasury
Department do not believe an exception
from this general rule is warranted for
changes from the specific goods LIFO in-
ventory method to the dollar-value LIFO
inventory method except to the extent
permitted by §1.472-8(f)(1).

Several commentators also suggested
that taxpayers that change their method of
accounting for costs subject to section
263A be permitted to make additional
changes in their methods of accounting in
future tax years under section 263A with-
out obtaining additional consents from the
Commissioner. The IRS and the Treasury
Department have issued various revenue
procedures that provide automatic con-
sent procedures for taxpayers to change
their method of accounting for costs
under section 263A.

One commentator suggested that the
regulations provide that when making the
change from the full absorption rules of
§1.471-11 to the uniform capitalization
rules of section 263A, taxpayers may
cease taking into account any costs not
treated as inventoriable under section
263A that may have been erroneously in-
ventoried under prior law. The temporary
regulations issued in August 1987 and the
final regulations permit this result. In
revaluing beginning inventory to include
additional section 263A costs, taxpayers
may cease capitalizing costs that had been
capitalized but are not required to be capi-
talized under section 263A.

AUDIT PROTECTION

Several commentators noted that tax-
payers should be guaranteed audit protec-
tion for costs or items that are part of a
change in method of accounting under
section 263A. The IRS’ long-standing ad-

ministrative position is that if a taxpayer
files an application to change its method
of accounting in accordance with the ap-
plicable administrative guidance, for ex-
ample, Rev. Proc. 97-27, an examining
agent may not later propose that the tax-
payer change its method of accounting for
the same item for a taxable year prior to
the year of change.

ORDERING RULES

One commentator suggested that over-
all accounting method changes (for exam-
ple, the cash receipts and disbursements
method to an accrual method) should be
implemented prior to any change in
method of accounting for costs under sec-
tion 263A. The temporary regulations
generally provide that a change in method
of accounting for costs under section
263A is deemed to occur prior to any
other change in method of accounting ef-
fected during the year of change. The
final regulations continue that general
rule with four modifications. Taxpayers
that are discontinuing the LIFO inventory
method may make that change prior to a
change in method of accounting under
section 263A. Additionaily, taxpayers
that are changing from the specific goods
LIFO inventory method to the dollar-
value LIFO inventory method may make
that change prior to a change in method of
accounting under section 263A. Also,
taxpayers that are changing their overall
method of accounting from the cash
method to an accrual method must make
the change to an accrual method prior to a
change in method of accounting under
section 263A. Finally, taxpayers that are
changing their method of accounting for
depreciation when any portion of the de-
preciation is subject to section 263A must
make the method change for depreciation
prior to a change in method of accounting
under section 263A.

COSTALLOCATION METHOD

Several commentators suggested that
the regulations be clarified to provide that
a taxpayer must use the same cost alloca-
tion method to restate its beginning inven-
tory and to value its ongoing inventory.
The final regulations clarify this point.
Inventory on hand at the beginning of the
year of change is revalued as if the tax-
payer’s new method had applied to all

prior periods. The same cost allocation
method must be used both retroactively
(for purposes of restating beginning in-
ventory) and prospectively (for purposes
of the current year and all subsequent
years, unless the taxpayer seeks specific
consent from the Commissioner to change
this method of accounting).

INTERCOMPANY ITEMS

One commentator suggested that tax-
payers be given automatic consent to dis-
continue filing consolidated federal in-
come tax returns so that they could avoid
the need to revalue the amount of inter-
company items resulting from the sale or
exchange of inventory property in inter-
company transactions. The regulations do
not adopt this suggestion. Generally, tax-
payers must secure the Commissioner’s
consent before discontinuing the filing of
consolidated tax returns. The IRS and the
Treasury Department do not think an ex-
ception from this general rule is war-
ranted in this situation.

Effective Date

These regulations are effective for tax-
able years beginning on or after August 5,
1997.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and because
the notice of proposed rulemaking pre-
ceding the regulations was issued prior to
March 29, 1996, the Regulatory Flexibil-
ity Act (5 U.S.C. chapter 6) does not
apply. Pursuant to section 7805(f) of the
Internal Revenue Code, these regulations
were submitted to the Small Business Ad-
ministration for comment on their impact
on small business.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:
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PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

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

Par. 2. Section 1.263A-0 is amended
by revising the introductory text and
adding entries for §1.263A-7 to read as
follows:

$1.263A-0 Outline of regulations under
section 263A.

This section lists the paragraphs in
§81.263A~1 through 1.263A-3 and
§1.263A-7 through 1.263A-15.

* * * % *

$1.263A-7 Changing a method of
accounting under section 263A.

(a) Introduction.

(1) Purpose.

(2) Taxpayers that adopt a method of
accounting under section 263A.

(3) Taxpayers that change a method
of accounting under section 263A.

(4) Effective date.

(5) Definition of change in method of
accounting.

(b) Rules applicable to a change in
method of accounting.

(1) General rules.

(2) Special rules.

(i) Ordering rules when multiple
changes in method of accounting occur in
the year of change.

(A) In general.

(B) Exceptions to the general ordering
rule.

(1) Change from the LIFO inventory
method.

(2) Change from the specific goods
LIFO inventory method.

(3) Change in overall method of ac-
counting.

(4) Change in method of accounting
for depreciation.

(i1) Adjustment required by section
481(a).

(iii) Base year.

(A) Need for a new base year.

(I) Facts and circumstances revalua-
tion method used.

(2) 3-year average method used.

(9 Simplified method not used.

(ii) Simplified method used.

(B) Computing a new base year.
(¢) Inventory
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(1) Need for adjustments.

(2) Revaluing beginning inventory.

(1) In general.

(ii) Methods to revalue inventory.

(111) Facts and circumstances revalua-
tion method.

(A) In general.

(B) Exception.

(C) Estimates and procedures al-
lowed.

(D) Use by dollar-value LIFO taxpay-
ers.

(E) Examples.

(iv) Weighted average method.

(A) In general.

(B) Weighted average method for
FIFO taxpayers.

(I) In general.

(2) Example.

(C) Weighted average method for spe-
cific goods LIFO taxpayers.

(1) In general.

(2) Example.

(D) Adjustments to inventory costs
from prior years.

(v) 3-year average method.

(A) In general.

(B) Consecutive year requirement.

(C) Example.

(D) Short taxable years.

(E) Adjustments to inventory costs
from prior years.

(I) General rule.

(2) Examples of costs eligible for re-
statement adjustment procedure.

(F) Restatement adjustment proce-
dure.

(1) In general.

(2) Examples of restatement adjust-
ment procedure.

(3) Intercompany items.

(i) Revaluing intercompany transac-
tions.

(i1)

(iii)
ods.

(4) Anti-abuse rule.

(i) In general.

(i1) Deemed avoidance of this section.

(A) Scope.

(B) General rule.

(iii) Election to use transferor’s LIFQ
layers.

(iv)

(v)

(d)

(1

@)

Example.
Availability of revaluation meth-

Tax avoidance intent not required.
Related corporation.
Non-inventory property.

Need for adjustments.

Revaluing property.

§1.263A-1 [Amended]

Par. 3. Section 1.263A-1 is amendeg
by removing «1.263A-TT (e) generally
from the last sentence in pa_ragraph
(a)(2)(i) and replacing 1t with
“1.263A-7". .

Par. 4. Section 1.263A-7 is added to

read as follows:

§1.263A-7 Changing a method of
accounting under section 263A.

(a) Introduction—(1) Purpose. These
regulations provide guidance to taxpayers
changing their methods of accounting for
costs subject to section 263A. The princi-
pal purpose of these regulations is to pro-
vide guidance regarding how taxpayers
are to revalue property on hand at the be-
ginning of the taxable year in which they
change their method of accounting for
costs subject to section 263A. Paragraph
(c) of this section provides guidance re-
garding how items or costs included in
beginning inventory in the year of change
must be revalued. Paragraph (d) of this
section provides guidance regarding how
non-inventory property should be reval-
ued in the year of change.

(2) Taxpayers that adopt a method of
accounting under section 263A. Taxpay-
ers may adopt a method of accounting for
costs subject to section 263A in the first
taxable year in which they engage in re-
sale or production activities. For pur-
poses of this section, the adoption of a
method of accounting has the same mean-
ing as provided in §1.446-1(e)(1). Tax-
payers are not subject to the provisions of
these regulations to the extent they adopt,
as opposed to change, a method of ac-
counting.

(3) Taxpayers that change a method of
accounting under section 263A. Taxpay-
ers changing their method of accounting
for costs subject to section 263 A are sub-
ject to the revaluation and other provi-
sions of this section. Taxpayers subject to
these regulations include, but are not lim-
ited to—

(i) Resellers of personal property
whose average annual gross receipts for
the immediately preceding 3-year period
(or‘ lesser period if the taxpayer was not in
existence for the three preceding taxable
years) exceed $10,000,000 where the tax-

payer was not subject to section 263A in
the prior taxable year;



(ii) Resellers of real or personal prop-
erty that are using a method that fails to
comply with section 263A and desire to
change to a method of accounting that
complies with section 263A;

(itiy Producers of real or tangible per-
sonal property that are using a method
that fails to comply with section 263A and
desire to change to a method of account-
ing that complies with section 263A; and

(iv) Resellers and producers that desire
to change from one permissible method of
accounting for costs subject to section
263A to another permissible method.

(4) Effective date. The provisions of
this section are effective for taxable years
beginning on or after August 5, 1997. For
taxable years beginning before August 5,
1997, the rules of §1.263A-7T contained
in the 26 CFR part 1 edition revised as of
April 1, 1997, as modified by other ad-
ministrative guidance, will apply.

(5) Definition of change in method of
accounting. For purposes of this section,
a change in method of accounting has the
same meaning as provided in §1.446-
1(e)(2)(ii). Changes in method of ac-
counting for costs subject to section 263A
include changes to methods required or
permitted by section 263A and the regula-
tions thereunder. Changes in method of
accounting may be described in the pre-
ceding sentence irrespective of whether
the taxpayer’s previous method of ac-
counting resulted in the capitalization of
more (or fewer) costs than the costs re-
quired to be capitalized under section
263A and the regulations thereunder, and
irrespective of whether the taxpayer’s
previous method of accounting was a per-
missible method under the law in effect
when the method was being used. How-
ever, changes in method of accounting for
costs subject to section 263A do not in-
clude changes relating to factors other
than those described therein. For exam-
ple, a change in method of accounting for
costs subject to section 263A does not in-
clude a change from one inventory identi-
fication method to another inventory
identification method, such as a change
from the last-in, first-out (LIFO) method
to the first-in, first-out (FIFO) method, or
vice versa, or a change from one inven-
tory valuation method to another inven-
tory valuation method under section 471,
such as a change from valuing inventory
at cost to valuing the inventory at cost or

market, whichever is lower, or vice versa.
In addition, a change in method of ac-
counting for costs subject to section 263A
does not inctude a change within the
LIFO inventory method, such as a change
from the double extension method to the
link-chain method, or a change in the
method used for determining the number
of pools. Further, a change from the mod-
ified resale method set forth in Notice 89-
67 (1989-1 C.B. 723), see §601.601(d)(2)
of this chapter, to the simplified resale
method set forth in §1.263A-3(d) is not a
change in method of accounting within the
meaning of §1.446-1(e)(2)(ii) and is
therefore not subject to the provisions of
this section. However, a change from the
simplified resale method set forth in for-
mer §1.263A-1T(d)(4) to the simplified
resale method set forth in §1.263A-3(d) is
a change in method of accounting within
the meaning of §1.446-1(e)(2)(ii) and is
subject to the provisions of this section.

(b) Rules applicable to a change in
method of accounting—(1) General rules.
All changes in method of accounting for
costs subject to section 263 A are subject to
the rules and procedures provided by the
Code, regulations, and administrative pro-
cedures applicable to such changes. The
Internal Revenue Service has issued spe-
cific revenue procedures that govern cer-
tain accounting method changes for costs
subject to section 263A. Where a specific
revenue procedure is not applicable,
changes in method of accounting for costs
subject to section 263A are subject to the
same rules and procedures that govern
other accounting method changes. See
Rev. Proc. 97-27 (1997-21 L.R.B. 10) and
§601.601(d)(2) of this chapter.

(2) Special rules—(i) Ordering rules
when multiple changes in method of ac-
counting occur in the year of change.

(A) In general. A change in method of
accounting for costs subject to section
263A is generally deemed to occur (in-
cluding the computation of the adjustment
under section 481(a)) before any other
change in method of accounting is
deemed to occur for that same taxable
year.

(B) Exceptions to the general ordering
rule—(1) Change from the LIFO inven-
tory method. In the case of a taxpayer
that is discontinuing its use of the LIFO
inventory method in the same taxable
year it is changing its method of account-

ing for costs subject to section 263A, the
change from the LIFO method may be
made before the change in method of ac-
counting (and the computation of the cor-
responding adjustment under section 481
(a)) under section 263A is made.

(2) Change from the specific goods
LIFO inventory method. In the case of a
taxpayer that is changing from the spe-
cific goods LIFO inventory method to the
dollar-value LIFO inventory method in
the same taxable year it is changing its
method of accounting for costs subject to
section 263A, the change from the spe-
cific goods LIFO inventory method may
be made before the change in method of
accounting under section 263A is made.

(3) Change in overall method of ac-
counting. In the case of a taxpayer that is
changing its overall method of accounting
from the cash receipts and disbursements
method to an accrual method in the same
taxable year it is changing its method of
accounting for costs subject to section
263A, the taxpayer must change to an ac-
crual method for capitalizable costs (see
§1.263A~1(c)(2)(i1)) before the change in
method of accounting (and the computa-
tion of the corresponding adjustment
under section 481(a)) under section 263A
is made.

(4) Change in method of accounting
for depreciation. In the case of a taxpayer
that is changing its method of accounting
for depreciation in the same taxable year
it is changing its method of accounting for
costs subject to section 263A and any por-
tion of the depreciation is subject to sec-
tion 263A, the change in method of ac-
counting for depreciation must be made
before the change in method of account-
ing (and the computation of the corre-
sponding adjustment under section
481(a)) under section 263A is made.

(ii) Adjustment required by section
481(a). In the case of any taxpayer re-
quired or permitted to change its method
of accounting for any taxable year under
section 263A and the regulations thereun-
der, the change will be treated as initiated
by the taxpayer for purposes of the adjust-
ment required by section 481(a). The ad-
justment required by section 481(a) is to
be taken into account in computing tax-
able income over a period not to exceed 4
taxable years.

(iii) Base year—(A) Need for a new
base year. Certain dollar-value LIFO tax-
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payers (whether using double extension
or link-chain) must establish a new base
year when they revalue their inventories
under section 263A.

(1) Facts and circumstances revalua-
tion method used. A dollar-value LIFO
taxpayer that uses the facts and circum-
stances revaluation method is permitted,
but not required, to establish a new base
year.

(2) 3-year average method used—(i)
Simplified method not used. A dollar-
value LIFO taxpayer using the 3-year av-
erage method but not the simplified pro-
duction method or the simplified resale
method to revalue its inventory is re-
quired to establish a new base year.

(i) Simplified method used. A dollar-
value LIFO taxpayer using the 3-year av-
erage method and either the simplified
production method or the simplified re-
sale method to revalue its inventory is
permitted, but not required, to establish a
new base year.

(B) Computing a new base year. For
purposes of determining future indexes,
the year of change becomes the new base
year (that is, the index at the beginning of
the year of change generally must be
1.00) and all costs are restated in new
base year costs for purposes of extending
such costs in future years. However,
when a new base year is established, costs
associated with old layers retain their sep-
arate identity within the base year, with
such layers being restated in terms of the
new base year index. For example, for
purposes of determining whether a partic-
ular layer has been invaded, each layer
must retain its separate identity. Thus, if a
decrement in an inventory pool occurs,
layers accumulated in more recent years
must be viewed as invaded first, in order
of priority.

(¢) Inventory—(1) Need for adjust-
ments. When a taxpayer changes its
method of accounting for costs subject to
section 263A, the taxpayer generally
must, in computing its taxable income for
the year of change, take into account the
adjustments required by section 481(a).
The adjustments required by section
481(a) relate to revaluations of inventory
property, whether the taxpayer produces

the inventory or acquires it for resale. See
paragraph (d) of this section in regard to
the adjustments required by section 481(a)
that relate to non-inventory property.
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(2) Revaluing beginning inventory—
(1) In general. If a taxpayer changes its
method of accounting for costs subject to
section 263A, the taxpayer must revalue
the items or costs included in its begin-
ning inventory in the year of change as if
the new method (that is, the method to
which the taxpayer is changing) had been
in effect during all prior years. In revalu-
ing inventory costs under this procedure,
all of the capitalization provisions of sec-
tion 263A and the regulations thereunder
apply to all inventory costs accumulated
in prior years. The necessity to revalue
beginning inventory as if these capitaliza-
tion rules had been in effect for all prior
years includes, for example, the revalua-
tion of costs or layers incurred in taxable
years preceding the transition period to
the full absorption method of inventory
costing as described in §1.471-11(e), re-
gardless of whether a taxpayer employed
a cut-off method under those regulations.
The difference between the inventory as
originally valued using the former method
(that is, the method from which the tax-
payer is changing) and the inventory as
revalued using the new method is equal to
the amount of the adjustment required
under section 481(a).

(ii) Methods to revalue inventory.
There are three methods available to
revalue inventory. The first method, the
facts and circumstances revaluation
method, may be used by all taxpayers.
Under this method, a taxpayer determines
the direct and indirect costs that must be
assigned to each item of inventory based
on all the facts and circumstances. This
method is described in paragraph
(c)(2)(iii) of this section. The second
method, the weighted average method, is
available only in certain situations to tax-
payers using the FIFO inventory method
or the specific goods LIFO inventory
method. This method is described in
paragraph (¢)(2)(iv) of this section. The
third method, the 3-year average method,
is available to all taxpayers using the dol-
lar-value LIFO inventory method of ac-
counting. This method is described in
paragraph (c)(2)(v) of this section. The
weighted average method and the 3-year
average method revalue inventory
through processes of estimation and ex-
trapolation, rather than based on the facts
and circumstances of a particular year’s
data. All three methods are available re-

gardless of whether the taxpayer ?leCtS to
use a simplified method to capitalize COSts
under section 263A.

(ili) Facts and circumstances revalua-
tion method—(A) In general. Under the
facts and circumstances revaluation
method, a taxpayer generally is required
to revalue inventories by applying the
capitalization rules of section 263A and
the regulations thereunder to the produc-
tion and resale activities of the taxpayer,
with the same degree of specificity as re-
quired of inventory manufacturers under
the law immediately prior to the effective
date of the Tax Reform Act of 1986 (Pub-
lic Law 99-514, 100 Stat. 2085, 1986-3
C.B. (Vol. 1)). Thus, for example, with
respect to any prior year that is relevant in
determining the total amount of the reval-
ued balance as of the beginning of the
year of change, the taxpayer must analyze
the production and resale data for that
particular year and apply the rules and
principles of section 263A and the regula-
tions thereunder to determine the appro-
priate revalued inventory costs. However,
under the facts and circumstances revalu-
ation method, a taxpayer may utilize rea-
sonable estimates and procedures in valu-
ing inventory costs if—

(1) The taxpayer lacks, and is not able
to reconstruct from its books and records,
actual financial and accounting data
which is required to apply the capitaliza-
tion rules of section 263A and the regula-
tions thereunder to the relevant facts and
circumstances surrounding a particular
item of inventory or cost; and

(2) The total amounts of costs for
which reasonable estimates and proce-
dures are employed are not significant in
comparison to the total restated value (in-
cluding costs previously capitalized under
the taxpayer’s former method) of the
items or costs for the period in question.

(B) Exception. A taxpayer that is not
able to comply with the requirement of
paragraph (c)(2)(iii)(A)(2) of this section
because of the existence of a significant
amount of costs that would require the use
of estimates and procedures must revalue
its inventories under the procedures pro-
vided in paragraph (c)(2)(iv) or (v) of this
section.

(C) Estimates and procedures allowed.
The estimates and procedures of this para-
graph (c)(2)(iii) include—



(I) The use of available information
from more recent years to estimate the
amount and nature of inventory costs ap-
plicable to earlier years; and

(2) The use of available information
with respect to comparable items of in-
ventory produced or acquired during the
same year in order to estimate the costs
associated with other items of inventory.

(D) Use by dollar-value LIFO taxpay-
ers. Generally, a dollar-value LIFO tax-
payer must recompute its LIFO inventory
for each taxable year that the LIFO inven-
tory method was used.

(E) Examples. The provisions of this
paragraph (c)(2)(iii) are illustrated by the
following three examples. The principles
set forth in these examples are applicable
both to production and resale activities and
the year of change in all three examples is
1997. The examples read as follows:

Example 1. Taxpayer X lacks information for the
years 1993 and earlier, regarding the amount of
costs incurred in transporting finished goods from
X’s factory to X’s warehouse and in storing those
goods at the warehouse until their sale to customers.
X determines that, for 1994 and subsequent years,
these transportation and storage costs constitute 4
percent of the total costs of comparable goods under
X’s method of accounting for such years. Under this
paragraph (c)(2)(iii), X may assume that transporta-
tion and storage costs for the years 1993 and earlier
constitute 4 percent of the total costs of such goods.

Example 2. Assume the same facts as in Example
1, except that for the year 1993 and earlier, X used a
different method of accounting for inventory costs
whereunder significantly fewer costs were capital-
ized than amounts capitalized in later years. Thus,
the application of transportation and storage based
on a percentage of costs for 1994 and later years
would not constitute a reasonable estimate for use in
earlier years. X may use the information from 1994
and later years, if appropriate adjustments are made
to reflect the differences in inventory costs for the
applicable years, including, for example—

(i) Increasing the percentage of costs that are in-
tended to represent transportation and storage costs
to reflect the aggregate differences in capitalized
amounts under the two methods of accounting; or

(ii) Taking the absolute dollar amount of trans-
portation and storage costs for comparable goods in
inventory and applying that amount (adjusted for
changes in general price levels, where appropriate)
to goods associated with 1993 and prior periods.

Example 3. Taxpayer Z lacks information for
certain years with respect to factory administrative
costs, subject to capitalization under section 263A
and the regulations thereunder, incurred in the pro-
duction of inventory in factory A. Z does have suffi-
cient information to determine factory administra-
tive costs with respect to production of inventory in
factory B, wherein inventory items were produced
during the same years as factory A. Z may use the
information from factory B to determine the appro-
priate amount of factory administrative costs to cap-
italize as inventory costs for comparable items pro-
duced in factory A during the same years.

(iv) Weighted average method—(A)
In general. A taxpayer using the FIFO

method or the specific goods LIFO
method of accounting for inventories may
use the weighted average method as pro-
vided in this paragraph (c)(2)(iv) to esti-
mate the change in the amount of costs
that must be allocated to inventories for
prior years. The weighted average
method under this paragraph (c)(2)(iv) is
only available to a taxpayer that lacks suf-
ficient data to revalue its inventory costs
under the facts and circumstances revalu-
ation method provided for in paragraph
(c)(2)(ii1) of this section. Moreover, a
taxpayer that qualifies for the use of the
weighted average method under this para-
graph (c)(2)(iv) must utilize such method
only with respect to items or costs for
which it lacks sufficient information to
revalue under the facts and circumstances
revaluation method. Particular items or
costs must be revalued under the facts and
circumstances revaluation method if suf-
ficient information exists to make such a
revaluation. If a taxpayer lacks sufficient
information to otherwise apply the
weighted average method under this para-
graph (¢)(2)(iv) (for example, the tax-
payer is unable to revalue the costs of any
of its items in inventory due to a lack of
information), then the taxpayer must use
reasonable estimates and procedures, as
described in the facts and circumstances
revaluation method, to whatever extent is
necessary to allow the taxpayer to apply
the weighted average method.

(B) Weighted average method for
FIFO taxpayers—(1) In general. This
paragraph (c)(2)(iv)(B) sets forth the me-
chanics of the weighted average method
as applicable to FIFO taxpayers. Under
the weighted average method, an item in
ending inventory for which sufficient data
is not available for revaluation under sec-
tion 263A and the regulations thereunder
must be revalued by using the weighted
average percentage increase or decrease
with respect to such item for the earliest
subsequent taxable year for which suffi-
cient data is available. With respect to an
item for which no subsequent data exists,
such item must be revalued by using the
weighted average percentage increase or
decrease with respect to all reasonably
comparable items in the taxpayer’s inven-
tory for the same year or the earliest sub-
sequent taxable year for which sufficient
data is available.

(2) Example. The provisions of this
paragraph (c)(2)(iv)(B) are illustrated by

the following example. The principles set
forth in this example are applicable both
to production and resale activities and the
year of change in the example is 1997.
The example reads as follows:

Example. Taxpayer A manufactures bolts and
uses the FIFO method to identify inventories. Under
A’s former method, A did not capitalize all of the
costs required to be capitalized under section 263A.
A maintains inventories of bolts, two types of which
it no longer produces. Bolt A was last produced in
1994. The revaluation of the costs of Bolt A under
this section for bolts produced in 1994 results in a 20
percent increase of the costs of Bolt A. A portion of
the inventory of Bolt A, however, is attributable to
1993. A does not have sufficient data for revaluation
of the 1993 cost for Bolt A. With respect to Bolt A,
A may apply the 20 percent increase determined for
1994 to the 1993 production as an acceptable esti-
mate. Bolt B was last produced in 1992 and no data
exists that would allow revaluation of the inventory
cost of Bolt B. The inventories of all other bolts for
which information is available are attributable to
1994 and 1995. Revaluation of the costs of these
other bolts using available data results in an average
increase in inventory costs of 15 percent for 1994
production. With respect to Bolt B, the overall 15
percent increase for A’s inventory for 1994 may be
used in revaluing the cost of Bolt B.

(C) Weighted average method for spe-
cific goods LIFO taxpayers—(1) In gen-
eral. This paragraph (c)(2)(iv)(C) sets
forth the mechanics of the weighted aver-
age method as applicable to LIFO taxpay-
ers using the specific goods method of
valuing inventories. Under the weighted
average method, the inventory layers with
respect to an item for which data is avail-
able are revalued under this section and
the increase or decrease in amount for
each layer is expressed as a percentage of
change from the cost in the layer as origi-
nally valued. A weighted average of the
percentage of change for all layers for
each type of good is computed and ap-
plied to all earlier layers for each type of
good that lack sufficient data to allow for
revaluation. In the case of earlier layers
for which sufficient data exists, such lay-
ers are to be revalued using actual data.
In cases where sufficient data is not avail-
able to make a weighted average estimate
with respect to a particular item of inven-
tory, a weighted average increase or de-
crease is to be determined using all other
inventory items revalued by the taxpayer
in the same specific goods grouping. This
percentage increase or decrease is then
used to revalue the cost of the item for
which data is lacking. If the taxpayer
lacks sufficient data to revalue any of the
inventory items contained in a specific
goods grouping, then the weighted aver-
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age increase or decrease of substantially
similar items (as determined by principles
similar to the rules applicable to dollar-
value LIFO taxpayers in §1.472-8(b)(3))
must be applied in the revaluation of the
items in such grouping. If insufficient
data exists with respect to all the items in
a specific goods grouping and to all items
that are substantially similar (or such
items do not exist), then the weighted av-
erage for all revalued items in the tax-
payer’s inventory must be applied in
revaluing items for which data is lacking.

(2) Example. The provisions of this
paragraph (c)(2)(iv)(C) are illustrated by
the following example. The principles set
forth in this example are applicable both
to production and resale activities and the
year of change in the example is 1997.
The example reads as follows:

Example. (i) Taxpayer M is a manufacturer that
produces two different parts. Under M’s former
method, M did not capitalize all of the costs required
to be capitalized under section 263A. Work-in-
process inventory is recorded in terms of equivalent
units of finished goods. M'’s records show the fol-
lowing at the end of 1996 under the specific goods
LIFO inventory method:

LIFO Carrying

Product and layer ~ Number  Cost  values

Product #1:
1993 ... ... 150 $5.00 $750
1994 .. ... 100 6.00 600
1995 ... 100 6.50 650
1996 ............. 50 7.00 350
$2,350

Product #2:
1993 .. ........... 200 $4.00 $800
1994 ... ... ... .. 200 4.50 900
1995 (... 100 5.00 500
1996 ... ......... 100 6.00 600
$2,800

Total carrying value of
Products #1 and #2 under

M’s formermethod .................. $5,150

(ii) M has sufficient data to revalue the unit costs
of Product #1 using its new method for 1994, 1995
and 1996. These costs are: $7.00 in 1994, $7.75 in
1995, and $9.00 in 1996. This data for Product #1
results in a weighted average percentage change of
20.31 percent {(100 X ($7.00 — $6.00)) + (100 X
($7.75 — $6.50)) + (50 X ($9.00 — $7.00)) divided by
(100 x $6.00) + (100 x $6.50) + (50 X $7.00)]. M
has sufficient data to revalue the unit costs of Prod-
uct #2 only in 1995 and 1996. These costs are:
$6.00 in 1995 and $7.00 in 1996. This data for
Product #2 results in a weighted average percentage
change of 18.18 percent {(100 X ($6.00 — $5.00)) +
(100 X ($7.00 — $6.00)) divided by (100 X $5.00) +
(100 X $6.00)].

(1ii) M can estimate its revalued costs for Product
#1 for 1993 by applying the weighted average in-
crease computed for Product #1 (20.31 percent) to
the unit costs originally carried on M’s records for
1993 under M’s former method. The estimated
revalued unit cost of Product #1 would be $6.02
($5.00 X 1.2031). M estimates its revalued costs for

32 1997-2 C.B.

Product #2 for 1993 and 1994 in a similar fashion.
M applies the weighted average increase determined
for Product #2 (18.18 percent) to the unit costs of
$4.00 and $4.50 for 1993 and 1994 respectively.
The revalued unit costs of Product #2 are $4.73 for
1993 ($4.00 X 1.1818) and $5.32 for 1994 (34.50 X
1.1818).

(iv) M’s inventory would be revalued as follows:

LIFO Carrying
Product and layer ~ Number  Cost values
Product #1:
1993 .. .......... 150 $6.02 $903
1994 ... ....... 100 7.00 700
1995 .. ... ... 100 7.75 775
1996. ............ 50 9.00 450
$2,828
Product #2:
1993 ............ 200 $4.73 $946
1994 ............ 200 5.32 1,064
1995 ... ..., .. 100 6.00 600
1996 ............ 100 7.00 700
$3,310
Total value of Products #1 and #2
as revalued under M’s new method .. ... $6,138

Total amount of adjustment required under
section 481(a) [$6,138 — $5,150] ......... $988

(D) Adjustments to inventory costs
from prior years. For special rules applic-
able when a revaluation using the
weighted average method includes costs
not incurred in prior years, see paragraph
(©)2)(v)(E) of this section.

(v) 3-year average method—(A) In
general. A taxpayer using the dollar-
value LIFO method of accounting for in-
ventories may revalue all existing LIFO
layers of a trade or business based on the
3-year average method as provided in this
paragraph (c)(2)(v). The 3-year average
method is based on the average percent-
age change (the 3-year revaluation factor)
in the current costs of inventory for each
LIFO pool based on the three most recent
taxable years for which the taxpayer has
sufficient information (typically, the three
most recent taxable years of such trade or
business). The 3-year revaluation factor
is applied to all layers for each pool in be-
ginning inventory in the year of change.
The 3-year average method is available to
any dollar-value taxpayer that complies
with the requirements of this paragraph
(c)(2)(v) regardless of whether such tax-
payer lacks sufficient data to revalue its
inventory costs under the facts and cir-
cumstances revaluation method prescribed
in paragraph (c)(2)(iii) of this section. The
3-year average method must be applied
with respect to all inventory in a tax-
payer’s trade or business. A taxpayer is
not permitted to apply the method for the

revaluation of some, but not all, inventory
costs on the basis of pools, business umnits,
or other measures of inventory amounts
that do not constitute a separate trade' or
business. Generally, a taxpayer revaluing
its inventory using the 3-year average
method must establish a new base year.
See, paragraph (b)(2)({ii)(A)(2)(i) of this
section. However, a dollar-value LIFO
taxpayer using the 3-year average method
and either the simplified production
method or the simplified resale method to
revalue its inventory is permitted, but not
required, to establish a new base year.
See, paragraph (b)(2)(iil)(A)}2)(ii) of this
section. If a taxpayer lacks sufficient in-
formation to otherwise apply the 3-year
average method under this paragraph
(©)(2)(v) (for example, the taxpayer is un-
able to revalue the costs of any of its LIFO
pools for three years due to a lack of infor-
mation), then the taxpayer must use rea-
sonable estimates and procedures, as de-
scribed in the facts and circumstances
revaluation method under paragraph
(c)(2)(ii1) of this section, to whatever ex-
tent is necessary to allow the taxpayer to
apply the 3-year average method.

(B) Consecutive year requirement.
Under the 3-year average method, if suffi-
cient data is available to calculate the
revaluation factor for more than three
years, the taxpayer may use data from
such additional years in determining the
average percentage increase or decrease
only if the additional years are consecu-
tive to and prior to the year of change.
The requirement under the preceding sen-
tence to use consecutive years is applica-
ble under this method regardless of
whether any inventory costs in beginning
inventory as of the year of change are
viewed as incurred in, or attributable to,
those consecutive years under the LIFO
inventory method. Thus, the requirement
to use data from consecutive years may
result in using information from a year in
which no LIFO increment occurred. For
example, if a taxpayer is changing its
method of accounting in 1997 and has suf-
ficient data to revalue its inventory for the
years 1991 through 1996, the taxpayer
may calculate the revaluation factor using
all six years. If, however, the taxpayer has
sufficient data to revalue its inventory for
the years 1990 through 1992, and 1994
through 1996, only the three years consec-
utive to the year of change, that is, 1994



through 1996, may be used in determining
the revaluation factor. Similarly, for ex-
ample, a taxpayer with LIFO increments
in 1995, 1993, and 1992 may not calculate
the revaluation factor based on the data
from those years alone, but instead must
use the data from consecutive years for
which the taxpayer has information.

(C) Example. The provisions of this
paragraph (c)(2)(v) are illustrated by the
following example. The principles set
forth in this example are applicable both
to production and resale activities and the
year of change in the example is 1997.
The example reads as follows:

Example. (i) Taxpayer G, a calendar year tax-
payer, is a reseller that is required to change its
method of accounting under section 263A. G will
not use either the simplified production method or
the simplified resale method. G adopted the dollar-
value LIFO inventory method in 1991, using a sin-
gle pool and the double extension method. G’s be-
ginning LIFO inventory as of January 1, 1997,
computed using its former method, for the year of
change is as follows:

Base year LIFO

costs Index carrying value
Base layer . .. $14,000 1.00 $14,000
1991 layer ... .. 4,000 1.20 4,800
1992 layer .. ... 5,000 1.30 6,500
1993 layer . . ... 2,000 1.35 2,700
1994 layer. ........ 0 1.40 0
1995 layer . . . .. 4,000 1.50 6,000
1996 layer . . . . . 5,000 1.60 8,000
Total........ $34,000 $42,000

(ii) G is able to recompute total inventoriable
costs incurred under its new method for the three
preceding taxable years as follows:

Current Current

cost as cost as

recorded  adjusted

(former (new Percentage

method) method) change
1994 ....... $35,000 $45,150 .29
1995 ........ 43,500 54,375 25
1996 ........ 54,400 70,720 .30
Total ...... $132,900 $170,245 .28

(iii) Applying the average revaluation factor of
.28 to each layer, G’s inventory is restated as fol-
lows:

Restated Restated

base year LIFO carrying

costs Index value
Base layer . . .$17,920 1.00 $17,920
1991 layer. . . .. 5,120 1.20 6,144
1992 layer. . ... 6,400 1.30 8,320
1993 layer . ... 2,560 1.35 3,456
1994 layer ........ 0 1.40 0
1995 layer .. ... 5,120 1.50 7,680
1996 layer .. .. 6,400 1.60 10,240
Total ....... $43,520 $53,760

(iv) The adjustment required by section 481(a) is
$11,760. This amount may be computed by multi-
plying the average percentage of .28 by the LIFO
carrying value of G’s inventory valued using its for-
mer method ($42,000). Alternatively, the adjust-

ment required by section 481(a) may be computed
by the difference between—

(A) The revalued costs of the taxpayer’s inven-
tory under its new method ($53,760), and

(B) The costs of the taxpayer’s inventory using its
former method ($42,000).

(v) In addition, the inventory as of the first day of
the year of change (January 1, 1997) becomes the
new base year cost for purposes of determining the
LIFO index in future years. See, paragraphs
(b)(2)(iii)(A)(2)(i) and (b)(2)(iii)(B) of this section.
This requires that layers in years prior to the base
year be restated in terms of the new base year index.
The current year cost of G’s inventory, as adjusted,
is $70,720. Such cost must be apportioned to each
layer in proportion to the restated base year cost of
that layer to total restated base year costs ($43,520),
as follows:

Restated Restated

base year Restated LIFO carrying

costs index value
Old base layer $29,120  .615 $17,920
1991 layer ..... 8,320 738 6,144
1992 layer ....10,400 .80 8,320
1993 layer ..... 4,160  .831 3,456
1994 layer ........ 0 — 0
1995 layer ..... 8,320 923 7,680
1996 layer . ...10,400 985 10,240
Total........ $70,720 $53,760

(D) Short taxable years. A short tax-
able year is treated as a full 12 months.

(E) Adjustments to inventory costs
from prior years—(1) General rule—(i)
The use of the revaluation factor, based
on current costs, to estimate the revalua-
tion of prior inventory layers under the 3-
year average method, as described in
paragraph (c)(2)(v) of this section, may
result in an allocation of costs that include
amounts attributable to costs not incurred
during the year in which the layer arose.
To the extent a taxpayer can demonstrate
that costs that contributed to the determi-
nation of the revaluation factor could not
have affected a prior year, the revaluation
factor as applied to that year may be ad-
justed under the restatement adjustment
procedure, as described in paragraph
(©)(2)(V)(F) of this section. The determi-
nation that a cost could not have affected
a prior year must be made by a taxpayer
only upon showing that the type of cost
incurred during the years used to calculate
the revaluation factor (revaluation years)
was not present during such prior year.
An item of cost will not be eligible for the
restatement adjustment procedure simply
because the cost varies in amount from
year to year or the same type of cost is de-
scribed or referred to by a different name
from year to year. Thus, the restatement
adjustment procedure allowed under para-
graph (c)(2)(v)(F) of this section is not

available in a prior year with respect to a
particular cost if the same type of cost
was incurred both in the revaluation years
and in such prior year, although the
amount of such cost and the name or de-
scription thereof may vary.

(if) The provisions of this paragraph
(c)(2)(v)(E) are also applicable to taxpay-
ers using the weighted average method in
revaluing inventories under paragraph
(©)(2)(iv) of this section. Thus, to the ex-
tent a taxpayer can demonstrate that costs
that contributed to the determination of
the restatement of a particular year or
item could not have affected a prior year
or item, the taxpayer may adjust the reval-
uation of that prior year or item accord-
ingly under the weighted average method.
All the requirements and definitions,
however, applicable to the restatement ad-
justment procedure under this paragraph
(©)(2)(v)(E) fully apply to a taxpayer
using the weighted average method to
revalue inventories.

(2) Examples of costs eligible for re-
statement adjustment procedure. The
provisions of this paragraph (c)(2)(v)(E)
are illustrated by the following four ex-
amples. The principles set forth in these
examples are applicable both to produc-
tion and resale activities and the year of
change in the four examples is 1997. The
examples read as follows:

Example 1. Taxpayer A is a reseller that intro-
duced a defined benefit pension plan in 1994, and
made the plan available to personnel whose labor
costs were (directly or indirectly) properly allocable
to resale activities. A determines the revaluation fac-
tor based on data available for the years 1994 through
1996, for which the pension plan was in existence.
Based on these facts, the costs of the pension plan in
the revaluation years are eligible for the restatement
adjustment procedure for years prior to 1994.

Example 2. Assume the same facts as in Example
1, except that a defined contribution plan was avail-
able, during prior years, to personnel whose labor
costs were properly allocable to resale activities.
The defined contribution plan was terminated before
the introduction of the defined benefit plan in 1994,
Based on these facts, the costs of the defined benefit
pension plan in the revaluation years are not eligible
for the restatement adjustment procedure with re-
spect to years for which the defined contribution
plan existed.

Example 3. Taxpayer C is a manufacturer that es-
tablished a security department in 1995 to patrol and
safeguard its production and warehouse areas used
in C’s trade or business. Prior to 1995, C had not
been required to utilize security personnel in its
trade or business; C established the security depart-
ment in 1995 in response to increasing vandalism
and theft at its plant locations. Based on these facts,
the costs of the security department are eligible for
the restatement adjustment procedure for years prior
to 1995.
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Example 4. Taxpayer D is a reseller that estab-
lished a payroll department in 1995 to process the
company’s weekly payroll. In the years 1991
through 1994, D engaged the services of an outside
vendor to process the company’s payroll. Prior to
1991, D’s payroll processing was done by D’s ac-
counting department, which was responsible for
payroll processing as well as for other accounting
functions. Based on these facts, the costs of the pay-
roll department are not eligible for the restatement
adjustment procedure. D was incurring the same
type of costs in earlier years as D was incurring in
the payroll department in 1995 and subsequent
years, although these costs were designated by a dif-
ferent name or description.

(F) Restatement adjustment pro-
cedure—(1) In general—(i) This para-
graph (c)(2)(v)(F) provides a restatement
adjustment procedure whereunder a tax-
payer may adjust the restatement of in-
ventory costs in prior taxable years in
order to produce a different restated value
than the value that would otherwise occur
through application of the revaluation fac-
tor to such prior taxable years.

(ii) Under the restatement adjustment
procedure as applied to a particular prior
year, a taxpayer must determine the par-
ticular items of cost that are eligible for
the restatement adjustment with respect to
such prior year. The taxpayer must then
recompute, using reasonable estimates
and procedures, the total inventoriable
costs that would have been incurred for
each revaluation year under the tax-
payer’s former method and the taxpayer’s
new method by making appropriate ad-
justments in the data for such revaluation
year to reflect the particular costs eligible
for adjustment.

(iii) The taxpayer must then compute
the total percentage change with respect
to each revaluation year, using the revised
estimates of total inventoriable costs for
such year as described in paragraph
©)2Y(W)F)(1)(Hi) of this section. The
percentage change must be determined by
calculating the ratio of the revised total of
the inventoriable costs for such revalua-
tion year under the taxpayer’s new
method to the revised total of the invento-
riable costs for such revaluation year
under the taxpayer’s former method.

(iv) An average of the resulting per-
centage change for all revaluation years is
then calculated, and the resulting average
is applied to the prior year in issue.

(2) Examples of restatement adjust-
ment procedure. The provisions of this
paragraph (c)(2)(v)(F) are illustrated by
the following two examples. The princi-
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ples set forth in these examples are ap-
plicable both to production and resale ac-
tivities and the year of change in the two
examples is 1997. The examples read as
follows:

Example 1. Taxpayer A is a reseller that is eligible
to make a restatement adjustment by reason of the
costs of a defined benefit pension plan that was intro-
duced in 1994, during the revaluation period. The
revaluation factor, before adjustment of data to reflect
the pension costs, is as provided in the example in
paragraph (c)(2)(v)(C) of this section. Thus, for ex-
ample, with respect to the year 1994, the total inven-
toriable costs under A’s former method is $35,000, the
total inventoriable costs under A’s new method is
$45,150, and the percentage change is .29. Under the
method of accounting used by A during 1994 (the for-
mer method), none of the pension costs were included
as inventoriable costs. Thus, under the restatement
adjustment procedure, the total inventoriable cost
under A’s former method would remain at $35,000 if
the pension plan had not been in existence. Similarly,
A determines that the total inventoriable costs for
1994 under A’s new method, if the pension plan had
not been in existence, would have been $42,000. The
restatement adjustment for 1994 determined under
this paragraph (¢)(2)(v)(F) would then be equal to .20
([$42,000 — $35,000)/$35,000). A would make simi-
lar calculations with respect to 1995 and 1996. The
average of such amounts for each of the three years in
the revaluation period would then be determined as in
the example in paragraph (c)(2)(v)(C) of this section.
Such average would be used to revalue cost layers for
years for which the pension plan was not in existence.
Such revalued layers would then be viewed as re-
stated in compliance with the requirements of this
paragraph. With respect to cost layers incurred during
years for which the pension plan was in existence, no
adjustment of the revaluation factor would occur.

Example 2. Assume the same facts as in Example
1, except that a portion of the pension costs were in-
cluded as inventoriable costs under the method used
by A during 1994 (the former method). Under the
restaterent adjustment procedure, A determines that
the total inventoriable costs for 1994 under the for-
mer method, if the pension plan had not been in ex-
istence, would have been $34,000. Similarly, A de-
termines that the total inventoriable costs for 1994
under A’s new method, if the pension plan had not
been in existence, would have been $42,000. The
restatement adjustment for 1994 determined under
this paragraph (c)(2)(v)}(F) would then be equal to
.24 ([$42,000 — $34,0001/$34,000). A would make
similar calculations with respect to 1995 and 1996.
The average of such amounts for each of the three
years in the revaluation period would then be deter-
mined as in the example in paragraph (c)(2)(v)(C) of
this section. Such average would be used to revalue
cost layers for years for which the pension plan was
not in existence.

(3) Intercompany items—(i) Revaluing
intercompany transactions. Pursuant to
any change in method of accounting for
costs subject to section 263A, taxpayers
are required to revalue the amount of any
intercompany item resulting from the sale
or exchange of inventory property in an
intercompany transaction to an amount
equal to the intercompany item that would
have resulted had the cost of goods sold

for that inventory property been deter-
mined under the taxpayer’s nCW.methOd'
The requirement of the preceding sen-
tence applies with respect t0 both inven-
tory produced by a taxpayer and inven-
tory acquired by the taxpayer for. resale.
In addition, the requirements of this para-
graph (c)(3) apply only to any intercom-
pany item of the taxpayer as ‘of the begin-
ning of the year of change in method of
accounting. See §1.1502-13(b)(2)(i1). A
taxpayer must revalue the amount of any
intercompany item only if the inventory
property sold in the intercompany trans-
action is held as inventory by a buying
member as of the date the taxpayer
changes its method of accounting under
section 263A. Corresponding changes to
the adjustment required under section
481(a) must be made with respect to any
adjustment of the intercompany item re-
quired under this paragraph (c)(3). More-
over, the requirements of this paragraph
()(3) apply regardless of whether the tax-
payer has any items in beginning inven-
tory as of the year of change in method of
accounting. See §1.1502-13 for the defi-
nition of intercompany transaction.

(ii) Example. The provisions of this
paragraph (c)(3) are illustrated by the fol-
lowing example. The principles set forth
in this example are applicable both to pro-
duction and resale activities and the year
of change in the example is 1997. The
example reads as follows:

Example. (i) Assume that S, a member of a con-
solidated group filing its federal income tax return
on a calendar year, manufactures and sells inventory
property to B, a member of the same consolidated
group, in 1996. The sale between S and B is an in-
tercompany transaction as defined under §1.1502-
13(b)(1). The gain from the intercompany transac-
tion is an intercompany item to S under §1.1502-
13(b)(2). As of the beginning of the year of change
in method of accounting (January 1, 1997), the in-
ventory property is still held by B based on the par-
ticular inventory method of accounting used by B
for federal income tax purposes (for example, the
LIFO or FIFO inventory method). The property was
sold by S to B in 1996 for $150; the cost of goods
sold with respect to the property under the method in
effect at the time the inventory was produced was
$100, resulting in an intercompany item of $50 to S
under §1.1502-13. As of January 1, 1997, S still has
an intercompany item of $50.

(i) S is required to revalue the amount of its in-
tercompany i.tem {0 an amount equal to what the in-
tercompany item would have been had the cost of
goods sold for that inventory property been deter-
mined under S’s new method. Assume that the cost
of the inventory under this method would have been
$110, had the method applied to S’s manufacture of
the property in 1996. Thus, S is required to revalue
the amount of its intercompany item to $40 (that is
$150 less $110), necessitating a negative adjustmen;



to the intercompany item of $10. Moreover, S is re-
quired to increase its adjustment under section
481(a) by $10 in order to prevent the omission of
such amount by virtue of the decrease in the inter-
company item,

(iii) Availability of revaluation meth-
ods. In revaluing the amount of any in-
tercompany item resulting from the sale
or exchange of inventory property in an
intercompany transaction to an amount
equal to the intercompany item that would
have resulted had the cost of goods sold
for that inventory property been deter-
mined under the taxpayer’s new method,
a taxpayer may use the other methods and
procedures otherwise properly available
to that particular taxpayer in revaluing in-
ventory under section 263A and the regu-
lations thereunder, including, if appropri-
ate, the various simplified methods
provided in section 263A and the regula-
tions thereunder and the various proce-
dures described in this paragraph (c).

(4) Anti-abuse rule—(1) In general.
Section 263A(i)(1) provides that the Sec-
retary shall prescribe such regulations as
may be necessary or appropriate to carry
out the purposes of section 263A, includ-
ing regulations to prevent the use of re-
lated parties, pass-thru entities, or inter-
mediaries to avoid the application of
section 263A and the regulations thereun-
der. One way in which the application of
section 263A and the regulations thereun-
der would be otherwise avoided is
through the use of entities described in the
preceding sentence in such a manner as to
effectively avoid the necessity to restate
beginning inventory balances under the
change in method of accounting required
or permitted under section 263A and the
regulations thereunder.

(ii) Deemed avoidance of this
section—(A) Scope. For purposes of this
paragraph (c), the avoidance of the appli-
cation of section 263A and the regulations
thereunder will be deemed to occur if a
taxpayer using the LIFO method of ac-
counting for inventories, transfers inven-
tory property to a related corporation in a
transaction described in section 351, and
such transfer occurs:

(I) On or before the beginning of the
transferor’s taxable year beginning in
1987; and

(2) After September 18, 1986.

(B) General rule. Any transaction de-
scribed in paragraph (c)(4)(ii)(A) of this

section will be treated in the following
manner:

(I) Notwithstanding any provision to
the contrary (for example, section 381),
the transferee corporation is required to
revalue the inventories acquired from the
transferor under the provisions of this
paragraph (c) relating to the change in
method of accounting and the adjustment
required by section 481(a), as if the inven-
tories had never been transferred and were
still in the hands of the transferor; and

(2) Absent an election as described in
paragraph (c)(4)(iii) of this section, the
transferee must account for the invento-
ries acquired from the transferor by treat-
ing such inventories as if they were con-
tained in the transferee’s LIFO layer(s).

(iii) Election to use transferor’s LIFO
layers. If a transferee described in para-
graph (c)(4)(ii) of this section so elects,
the transferee may account for the inven-
tories acquired from the transferor by al-
locating such inventories to LIFO layers
corresponding to the layers to which such
properties were properly allocated by the
transferor, prior to their transfer. The
transferee must account for such invento-
ries for all subsequent periods with refer-
ence to such layers to which the LIFO
costs were allocated. Any such election is
to be made on a statement attached to the
timely filed federal income tax return of
the transferee for the first taxable year for
which section 263A and the regulations
thereunder applies to the transferee.

(iv) Tax avoidance intent not required.
The provisions of paragraph (c)(4)(ii) of
this section will apply to any transaction
described therein, without regard to
whether such transaction was consum-
mated with an intention to avoid federal
income taxes.

(v) Related corporation. For purposes
of this paragraph (c)(4), a taxpayer is re-
lated to a corporation if—

(A) the relationship between such per-
sons is described in section 267(b)(1), or

(B) such persons are engaged in trades
or businesses under common control
(within the meaning of paragraphs (a) and
(b) of section 52).

(d) Non-inventory property—(1) Need
for adjustments. A taxpayer that changes
its method of accounting for costs subject
to section 263A with respect to non-in-
ventory property must revalue the non-in-
ventory property on hand at the beginning

of the year of change as set forth in para-
graph (d)(2) of this section, and compute
an adjustment under section 481(a). The
adjustment under section 481(a) will
equal the difference between the adjusted
basis of the property as revalued using the
taxpayer’s new method and the adjusted
basis of the property as originally valued
using the taxpayer’s former method.

(2) Revaluing property. A taxpayer
must revalue its non-inventory property
as of the beginning of the year of change
in method of accounting. The facts and
circumstances revaluation method of
paragraph (c)(2)(iii) of this section must
be used to revalue this property. In
revaluing non-inventory property, how-
ever, the only additional section 263A
costs that must be taken into account are
those additional section 263A costs in-
curred after the later of December 31,
1986, or the date the taxpayer first be-
comes subject to section 263A, in taxable
years ending after that date. See
§1.263A-1(d)(3) for the definition of ad-
ditional section 263A costs.

§ 1.263A—7T [Removed]
Par. 5. Section 1.263A-7T is removed.
§ 1.263A~15 [Amended]

Par. 6. Section 1.263A-15 is amended
by removing “1.263A-7T (e) generally”
from the last sentence in paragraph (a)(1)
and replacing it with “1.263A-7".

Michael P. Dolan,
Acting Commissioner of
Internal Revenue.

Approved July 28, 1997.

Donald C. Lubick,
Acting Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on Au-
gust 4, 1997, 8:45 a.m., and published in the issue of
the Federal Register for August 5, 1997, 62 FR.
42051)
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Rules for Property Produced in
a Farming Business

AGENCY: Internal Revenue Service
(IRS), Treasury

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains
final and temporary regulations relating to
the application of section 263A of the In-
ternal Revenue Code to property pro-
duced in a farming business. These regu-
lations affect certain taxpayers engaged in
the trade or business of farming. These
regulations are necessary to provide guid-
ance with respect to section 263A(d).

The text of the temporary regulations
also serves as the text of REG-208151~
91 on page 625 of this Bulletin.

DATES: These regulations are effective
August 22, 1997. For dates of applicabil-
ity, see §1.263A—4T(f) of these regula-
tions.

SUPPLEMENTARY INFORMATION:
Background

Prior to the enactment of section 263A,
the rules that governed the deduction or
capitalization of costs incurred with re-
spect to property produced in the trade or
business of farming were set forth in sev-
eral different statutory and regulatory pro-
visions. Costs regarded as preparatory
expenditures were required to be capital-
ized under section 263. Preparatory ex-
penditures are expenditures incurred prior
to raising agricultural or horticultural
commodities or that otherwise enable a
farmer to begin the farming process. See,
e.g., Rev. Rul. 83-28, 1983-1 C.B. 47.
Preparatory expenditures include the
costs of clearing land, leveling and grad-
ing land, drilling and equipping wells, ac-
quiring irrigation systems, acquiring
seeds or seedlings, budding trees, and ac-
quiring animals.

Costs regarded as developmental ex-
penditures (sometimes referred to as cul-
tural practices expenditures) were gener-
ally permitted to be deducted, or, at a
taxpayer’s election, could be capitalized.
See, e.g., Wilbur v. Commissioner, 43 T.C.
322 (1964), acq., 1965-2 C.B. 7. Devel-
opmental expenditures are those expendi-
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tures incurred by a taxpayer so that the
growing process may continue in the de-
sired manner. Developmental expendi-
tures are expenditures that, if incurred
while the plant or animal was in a produc-
tive state, would be deductible. See
Maple v. Commissioner, 27 T.C.M. 944
(1968), aff’d, 440 F.2d 1055 (9th Cir.
1971). Developmental expenditures in-
clude the costs of irrigating, fertilizing,
spraying, cultivating, pruning, feeding,
providing veterinary services, rent on
land, and depreciation allowances on irri-
gation systems or structures.

Former sections 278 and 447 provided
special rules requiring the capitalization
of certain developmental expenditures.
Former section 278(a) provided special
rules for citrus and almond groves. Under
former section 278(a), all otherwise de-
ductible costs of developing citrus or al-
mond groves incurred before the end of
the fourth taxable year after permanent
planting were required to be capitalized.
Rev. Rul. 83-128, 1983-2 C.B. 57, clari-
fied that the costs incurred prior to perma-
nent planting were also required to be
capitalized.

Former sections 278(b) and 447(b) pro-
vided special rules for farming syndi-
cates, corporations, and partnerships with
a corporate partner. Section 447 requires
certain corporations and partnerships with
a corporate partner to use an accrual
method of accounting (accrual method).
Former section 447(b) required these tax-
payers to capitalize preproductive period
expenses. Preproductive period expenses
were defined as any expenses attributable
to crops, animals, trees, or other property
having a crop or yield and that are in-
curred during the preproductive period of
such property. Soil and water conserva-
tion expenditures, as defined in section
175, and land-clearing expenditures as
defined in former section 182, are prepro-
ductive period expenses if they are in-
curred in a preproductive period of an
agricultural or horticultural activity and if
the taxpayer elects to deduct these ex-
penses rather than capitalize them. House
Comm. on Ways and Means, Tax Reform
Act of 1975, H.R. Rep. No. 94-658, 94th
Cong., 1st Sess. 93 (1975).

In the case of a farming syndicate en-
gaged in planting, cultivating, maintain-
ing, or developing an orchard, vineyard,
or grove, former section 278(b) required

the capitalization of all otherwise de-

ductible expenditures incurred with re-
spect to the orchard, vineyard, or grove, if
incurred prior to the first taxable.year n
which there was a crop or yield in com-
mercial quantities.

Former section 278(c) provided a relief
provision. Under this provisi'on, sections
278(a) or (b) would not require the capi-
talization of developmental expenditures
attributable to an orchard, vineyard, or
grove that was replanted after having
been lost or damaged by reason of freez-
ing temperatures, disease, drought, pests,
or casualty.

Section 263A, enacted in the Tax Re-
form Act of 1986, Pub. L. 99-514, 100
Stat. 2085, 1986-3 C.B. Vol. 1 (the 1986
Act), provides uniform capitalization
rules that govern the treatment of costs in-
curred in the production of property or the
acquisition of property for resale. Section
263A was enacted, in part, to prevent the
inappropriate mismatching of income and
expense that results from the current de-
duction of the costs of producing prop-
erty. Section 263A generally incorporates
and expands upon the rules set forth in
several code and regulatory sections, in-
cluding section 263, and former sections
278 and 447.

Section 263A(b) generally provides
that the uniform capitalization rules apply
to the taxpayer’s production of real or tan-
gible personal property. Section 1.263A-
2(a)(1)(i) clarifies that for purposes of
section 263A, produce includes the fol-
lowing: construct, build, install, manu-
facture, develop, improve, create, raise, or
grow. Sections 263A(d) and (e) provide
special rules for property produced in a
farming business.

Section 263A, as enacted in 1986, gen-
erally required taxpayers to capitalize the
costs of producing plants and animals.
Taxpayers not required by section 447 or
448(a)(3) to use an accrual method were
excepted from capitalizing the preproduc-
tive period costs of plants and animals
(except animals held for slaughter) that
had a preproductive period of 2 years or
less. Section 263A was amended as part
of the Omnibus Budget Reconciliation
Act of 1987, Pub. L. 100-203, 101 Stat.
1330, 1987-3 C.B. Vol. 1 (the 1987 Act),
the Technical and Miscellaneous Revenye
Act of 1988, Pub. L. 100647, 102 Stat.
3342, 1988-3 C.B. Vol. 1 (the 1988 Act),



and the Omnibus Budget Reconciliation
Act of 1989, Pub. L. 101-239, 103 Stat.
2106 (the 1989 Act). Under the 1988 Act,
the scope of the exception for these tax-
payers is expanded to include all animals
irrespective of the length of the prepro-
ductive period.

In addition, taxpayers not required by
section 447 or 448(a)(3) to use an accrual
method may elect not to capitalize the
costs of plants (other than certain costs of
producing citrus and almond trees) with a
preproductive period in excess of 2 years.
If a taxpayer makes this election, the tax-
payer must treat such plants as section
1245 property and upon disposition of
these plants any amount allowable as a
deduction that would, but for the election,
have been capitalized must be recaptured
and treated as a deduction allowed for de-
preciation with respect to such property.
See section 263A(e)(1). Also, if the tax-
payer makes the election, the taxpayer
and related persons must apply the alter-
native depreciation system provided in
section 168(g)(2) to all property used by
the taxpayer or related person predomi-
nantly in a farming business and placed in
service in any taxable year in which the
election out of section 263A is in effect.
See section 263A(e)(2).

On March 30, 1987, the IRS published
in the Federal Register a notice of pro-
posed rulemaking (52 FR 10118) by cross
reference to temporary regulations pub-
lished the same day (T.D. 8131, 52 FR
10052). Amendments to the notice of
proposed rulemaking and temporary regu-
lations were published in the Federal
Register on August 7, 1987, by a notice of
proposed rulemaking (52 FR 29391) that
cross referenced to temporary regulations
published the same day (T.D. 8148, 52 FR
29375). Notice 88-24, 1988-1 C.B. 491,
provided that forthcoming regulations
would modify the temporary regulations
and the regulations under §1.471-6. No-
tice 88-86, 1988-2 C.B. 401, provided
that forthcoming regulations would clarify
the definition of a related person for pur-
poses of the election out of section 263A.
In addition, Notice 88-86 provided that
forthcoming regulations would provide
that certain taxpayers could elect to use
the simplified production method for
property used in the trade or business of
farming. On August 5, 1994, the tempo-
rary regulations relating to property pro-

duced in a farming business were reissued
and published in the Federal Register
(T.D. 8559, 59 FR 39958). Because sub-
stantial changes are being made from the
1994 temporary regulations, the IRS and
Treasury Department have decided to
issue, in part, new proposed and tempo-
rary, rather than final, regulations.

Explanation of Provisions

Property Produced In The Trade Or
Business Of Farming

The temporary regulations clarify that
the special rules of section 263A(d) apply
only to property produced in a farming
business. The temporary regulations pro-
vide that for purposes of section 263A,
the term farming means the cultivation of
land or the raising or harvesting of any
agricultural or horticultural commodity.
Examples include the trade or business of
operating a nursery or sod farm; the rais-
ing or harvesting of trees bearing fruit,
nuts, or other crops; the raising of orna-
mental trees (other than evergreen trees
that are more than six years old at the time
they are severed from their roots); and the
raising, shearing, feeding, caring for,
training, and management of animals.
The regulations clarify that for this pur-
pose harvesting does not include contract
harvesting of an agricultural or horticul-
tural commodity grown or raised by an-
other taxpayer. Accordingly, while a tax-
payer that grows a plant may apply the
special rules of section 263A(d) to the
costs of growing and harvesting the plant,
the special rules of section 263A(d) do
not apply to a taxpayer that merely con-
tract harvests agricultural or horticultural
commodities grown or raised by another
taxpayer. Similarly, the temporary regu-
lations clarify that the special rules of sec-
tion 263A(d) do not apply to a taxpayer
that merely buys and resells plants or ani-
mals grown or raised by another. In eval-
uating whether a taxpayer is engaged in
the production, or merely the resale, of
plants or animals, it is anticipated that
consideration will be given to factors in-
cluding: the length of time between the
taxpayer’s acquisition of a plant or animal
and the time the plant or animal is made
available for sale to the taxpayer’s cus-
tomers, and, in the case of plants, whether
plants acquired by the taxpayer are
planted in the ground or kept in temporary
containers.

The temporary regulations provide that
a farming business does not include the
processing of commodities or products
beyond those activities that are incident to
the growing, raising, or harvesting of such
products.

Preparatory And Developmental Costs

The IRS and Treasury Department be-
lieve that, in general, section 263A does
not change the rules regarding capitaliza-
tion of costs during the preparatory pe-
riod. Thus, the temporary regulations
clarify that, as under prior law, taxpayers
generally must capitalize preparatory ex-
penditures, including the cost of seeds,
seedlings, and animals; clearing, leveling
and grading land; drilling and equipping
wells; irrigation systems; and budding
trees. However, because section 263A re-
quires the capitalization of certain indirect
costs as well as direct costs, the amount of
preparatory expenditures capitalized may
be greater under section 263A than under
prior law.

Section 263A expands the circum-
stances under which costs that were once
termed developmental expenditures must
be capitalized. The temporary regulations
clarify that costs that were, in years prior
to the enactment of section 263A, re-
garded as developmental are included in
the category of preproductive period
costs. Section 263A generally requires
the capitalization of preproductive period
costs including the costs of irrigating, fer-
tilizing, spraying, cultivating, pruning,
feeding, providing veterinary services,
rent on land, and depreciation allowances
on irrigation systems or structures. Pre-
productive period costs also include real
estate taxes, interest, and soil and water
conservation expenditures incurred dur-
ing the preproductive period of a plant.

Taxpayers that are required by section
447 or 448(a)(3) to use an accrual
method must capitalize all preproductive
period costs of plants (without regard to
the length of the preproductive period)
and animals. Taxpayers that are not re-
quired by section 447 or 448(a)(3) to use
an accrual method qualify for an excep-
tion to this general rule. Under this ex-
ception, taxpayers are not required to
capitalize preproductive period costs in-
curred with respect to animals, or with
respect to plants that have a preproduc-
tive period of 2 years or less. Thus,
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under this exception, taxpayers are re-
quired to capitalize only those preproduc-
tive period costs incurred with respect to
plants that have a preproductive period in
excess of 2 years. The temporary regula-
tions clarify that, for purposes of deter-
mining whether a plant has a preproduc-
tive period in excess of 2 years, in the
case of a plant grown in commercial
quantities in the United States, the na-
tionwide weighted average preproductive
period of such plant is used.

The IRS and Treasury Department are
considering the publication of guidance
with respect to the length of the prepro-
ductive period of certain plants that will
have more than one crop or yield. At the
present time, the IRS and Treasury De-
partment anticipate that such guidance
would provide that plants producing the
following crops or yields have a nation-
wide weighted average preproductive pe-
riod in excess of 2 years: almonds, ap-
ples, apricots, avocados, blueberries,
blackberries, cherries, chestnuts, coffee
beans, currants, dates, figs, grapefruit,
grapes, guavas, kiwifruit, kumquats,
lemons, limes, macadamia nuts, man-
goes, nectarines, olives, oranges,
peaches, pears, pecans, persimmons, pis-
tachio nuts, plums, pomegranates,
prunes, raspberries, tangelos, tangerines,
tangors, and walnuts. The IRS and Trea-
sury Department invite comments on this
issue.

Capitalization Period

Preproductive period costs (e.g., irri-
gating, fertilizing, real estate taxes, etc.)
are capitalized during the preproductive
period of a plant or animal. A taxpayer
that grows a plant that will have more
than one crop or yield is engaged in the
production of two types of property, the
plant and the crop or yield of the plant
(e.g., the orange tree and the orange). The
temporary regulations clarify the capital-
ization period for plants that will have
more than one crop or yield, for crops or
yields of plants that will have more than
one crop or yield, and for other plants.

The temporary regulations clarify that
the preproductive period of a plant gener-
ally begins when a taxpayer first incurs
costs with respect to the plant, e.g., when
the plant is acquired or the seed is
planted. In the case of the crop or yield of
a plant that has become productive in
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marketable quantities, the preproductive
period of the crop or yield begins when
the crop or yield first appears, whether in
the form of a sprout, bloom, blossom,
bud, etc.

In the case of a plant that will have
more than one crop or yield, the prepro-
ductive period of the plant ends when the
plant becomes productive in marketable
quantities (i.e., when the plant is placed in
service for purposes of depreciation). In
the case of the crop or yield of a plant that
has become productive in marketable
quantities, the preproductive period of the
crop or yield ends when the crop or yield
is disposed of. Finally, in the case of
other plants, the preproductive period
ends when the plant is disposed of.

The temporary regulations provide that
the preproductive period of an animal be-
gins at the time of acquisition, breeding,
or embryo implantation. The temporary
regulations clarify that, in the case of an
animal that will be used in the trade or
business of farming, the preproductive
period generally ends when the animal is
placed in service for purposes of depreci-
ation. However, in the case of an animal
that will have more than one yield, the
preproductive period ends when the ani-
mal produces (e.g., gives birth to) its first
yield. In the case of any other animal, the
preproductive period ends when the ani-
mal is sold or otherwise disposed of. The
temporary regulations additionally clarify
that, in the case of an animal that will
have more than one yield, the costs in-
curred after the beginning of the prepro-
ductive period of the first yield but before
the end of the preproductive period of the
animal must be allocated between the ani-
mal and the yield on a reasonable and
consistent basis. Any depreciation al-
lowance on the animal may be allocated
entirely to the yield.

Method Of Capitalizing Costs

The temporary regulations provide that
the costs required to be capitalized with
respect to farming property may, if the
taxpayer chooses, be determined using
any reasonable inventory valuation
method, such as the farm-price method of
accounting (farm-price method) or the
unit-livestock-price method of accounting
(unit-livestock-price method). The use of
these inventory valuation methods avoids
the necessity of accounting for the costs

of raising plants or animals by traciig
costs to each separate plant or amma%. In
addition, under the temporary regulations,
these inventory methods may be used by a
taxpayer regardless of whether the farm-
ing property being produced is otherwise
treated as inventory by the taxpayer, and
regardless of whether the taxpayer is oth-
erwise using the cash method or an ac-
crual method.

The temporary regulations clarify that
notwithstanding a taxpayer’s use of the
farm-price method with respect to farm-
ing property to which the provisions of
section 263A apply, the taxpayer is not re-
quired, solely by such use, to use the same
method of accounting with respect to
farming property to which the provisions
of section 263A do not apply.

Under the unit-livestock-price method,
the taxpayer adopts a standard unit price
for each animal within a particular class.
This standard unit price is used by the tax-
payer in lieu of specifically identifying
and tracing the costs of raising each ani-
mal in the taxpayer’s farming business.
Taxpayers using the unit-livestock-price
method must adopt a reasonable method
of classifying animals with respect to
their age and kind so that the unit prices
assigned by the taxpayer to animals in
each class are reasonable. Thus, taxpay-
ers using the unit-livestock-price method
typically classify livestock based on their
age (for example, a separate class will
typically be established for calves, year-
lings, and 2-year olds).

The temporary regulations under sec-
tion 263A modify the rule set forth in
§1.471-6 providing that no increase in
unit cost is required under the unit-live-
stock-price method with respect to the
taxable year in which certain animals are
purchased, if the purchases occur in the
last 6 months of the taxable year. The
temporary regulations provide that any
taxpayer required to use an accrual
method under section 448(a)(3) must in-
clude in inventory the annual standard
unit price for all animals purchased dur-
ing the taxable year, regardless of when in
the taxable year the purchases are made.
The temporary regulations further amend
this rule and provide that all taxpayers
using the unit-livestock-price method
must modify the annual standard price to
reasonably reflect the particular period in
the taxable year in which purchases of



livestock are made, if such modification
is necessary in order to avoid significant
distortions in income that would other-
wise occur through operation of the unit-
livestock-price method. The temporary
regulations do not specify the particular
modification that must be made to the an-
nual standard price for any particular tax-
payer, but rather allow any reasonable
modification made by the taxpayer to the
annual standard price to avoid significant
distortions in income. For example, as-
sume a taxpayer purchases and raises cat-
tle for slaughter. Assume further that the
taxpayer is required to use an accrual
method under section 447 so that section
263A applies to the taxpayer’s costs of
raising the cattle. The temporary regula-
tions provide that the taxpayer may not
expense the costs of raising cattle that are
purchased in the latter half of the tax-
payer’s taxable year. Instead, the tax-
payer must modify the annual standard
price so as to reasonably capitalize the
costs of raising the cattle, based on the
date of their purchase.

In Notice 88—86, the IRS noted that
commentators had inquired as to the
availability of the simplified production
method of accounting (simplified produc-
tion method) for farmers using the unit-
livestock-price method for the costs of
raising livestock. The temporary regula-
tions clarify that farmers using the unit-
livestock-price method are permitted to
elect the simplified production method, as
well as the simplified service cost method
of accounting, under section 263A. In
such a situation, section 471 costs are the
costs taken into account by the taxpayer
under the unit-livestock-price method
using the taxpayer’s standard unit price
determined under these temporary and
final regulations. The term additional
section 263A costs includes all additional
costs required to be capitalized under sec-
tion 263A including costs that are re-
quired to be capitalized under section
263A that are not reflected in the standard
unit prices (e.g., general and administra-
tive costs and depreciation, including de-
preciation on a calf’s mother).

In light of the additional costs required
to be capitalized under section 263A, tax-
payers should not adopt unit prices uti-
lized under pre-section 263A unit-live-
stock-price rules without carefully
analyzing whether these unit prices reflect

all of the costs required to be capitalized
under section 263A.

Election Not To Capitalize Costs

Certain taxpayers, other than those re-
quired to use an accrual method by sec-
tion 447 or 448(a)(3), may elect not to
capitalize the preproductive period costs
of certain plants even though such plants
have a preproductive period in excess of 2
years and would otherwise be subject to
the capitalization requirements of section
263A. Taxpayers making this election
may continue to deduct (subject to other
limitations of the Code) the preproductive
period costs that were deductible under
the rules in effect before the enactment of
section 263A. The temporary regulations
clarify that although a taxpayer producing
a citrus or almond grove may make this
election, the election does not apply to the
preproductive period costs of a citrus or
almond grove that are incurred before the
close of the fourth taxable year beginning
with the taxable year in which the trees
were planted.

If a taxpayer makes this election with
respect to any plant, the taxpayer must
treat the plant as section 1245 property.
In addition, the taxpayer, and any person
related to the taxpayer, must use the alter-
native depreciation system of section
168(g)(2) for any property used predomi-
nantly in a farming business that is placed
in service in a taxable year for which the
election is in effect.

Casualty Loss Exception

Section 263A(d) provides an exception
from capitalization for preproductive pe-
riod costs incurred with respect to plants
that are replacing certain plants that were
lost by reason of certain casualties. The
temporary regulations clarify that this ex-
ception for preproductive period costs
does not apply to preparatory expendi-
tures or the costs of capital assets. In ad-
dition, the temporary regulations clarify
that the casualty loss exception applies
whether the plants are replanted on the
same parcel of land as the plants de-
stroyed by casualty or a parcel of land of
the same acreage in the United States.
The temporary regulations additionally
clarify that the exception applies to all
plants replanted on such acreage, even if
the plants are replanted in greater density

than the plants destroyed by the casualty.
Final Regulations

In final regulations, cross references to
§1.263A-AT are provided in §§1.61-4,
1.162-12, 1.263A-1, and 1.471-6.

Under §1.471-6(f), taxpayers using the
unit livestock method may not subse-
quently change the classification or unit
costs they initially adopted without ob-
taining the approval of the Commissioner.
As provided in Notice 88-24, the final
regulations modify the rule in §1.471-6(f)
and require that taxpayers adjust the unit
prices upward from time to time, to re-
flect increases in costs taxpayers experi-
ence in raising livestock. Any other
changes in the classification or unit prices
used in the unit- livestock-price method
will continue to be allowed only with the
consent of the Commissioner.

Effective Date And Transitional Rule

The temporary regulations provide
that, in the case of property that is not in-
ventory in the hands of the taxpayer, the
regulations are generally effective for
costs incurred on or after August 22,
1997, in taxable years ending after such
date. In the case of inventory property,
the temporary regulations are generally
effective for taxable years beginning after
August 22, 1997. However, taxpayers in
compliance with §1.263A-4T in effect
prior to August 22, 1997 (See 26 CFR
part 1 edition revised as of April 1,
1997.), as modified by other administra-
tive guidance, that continue to comply
with §1.263A—4T in effect prior to August
22, 1997 (See 26 CFR part 1 edition re-
vised as of April 1, 1997.), as modified by
other administrative guidance, will not be
required to apply these new temporary
rules until the notice of proposed rulemak-
ing that cross-references these temporary
regulations is finalized. The amendment
to §1.471-6(f) is effective for taxable
years beginning after August 22, 1997.

Effect on Other Documents

The following publications will be
obsolete when the notice of proposed
rulemaking that cross-references these
temporary regulations is finalized: Notice
87-76, 1987-2 C.B. 384; Notice 88-24,
1988-1 C.B. 491; and section V of Notice
88-86, 1988-2 C.B. 401.
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Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It has also been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and because
the regulations do not impose a collection
of information on small entities, the Reg-
ulatory Flexibility Act (5 U.S.C. chapter
6) does not apply. Pursuant to section
7805(f) of the Internal Revenue Code, the
temporary regulations will be submitted,
and the notice of proposed rulemaking
that preceded the final regulations were
submitted, to the Chief Counsel for Advo-
cacy of the Small Business Administra-
tion for comment on their impact on small
business.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR Part 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:
Authority: 26 U.S.C. 7805 * * *

§1.61-4 [Amended]

Par. 2. Section 1.61-4 is amended by:

1. Adding a new sentence “See section
263 A for rules regarding costs that are re-
quired to be capitalized.” at the end of the
concluding text of paragraph (a).

2. Adding a new sentence “See section
263 A for rules regarding costs that are re-
quired to be capitalized.” after the fourth
sentence of the concluding text of para-

graph (b).
§1.162-12 [Amended]

Par. 3. Section 1.162-12(a) is amended
by:

1. Removing the eighth sentence, and
adding the sentence “For rules regarding
the capitalization of expenses of produc-
ing property in the trade or business of
farming, see section 263A and §1.263A-
4T.” in its place.

2. Adding a new sentence “For rules

40 1997-2 C.B.

regarding the capitalization of expenses
of producing property in the trade or busi-
ness of farming, see section 263A and the
regulations thereunder.” after the third
sentence.

Par. 4. Section 1.263A-0T is added to
read as follows:

§1.263A-0T Outline of regulations under
section 263A (temporary).

This section lists the paragraphs in
§1.263A-4T.

§1.263A—4T Rules for property produced
in a farming business (temporary).

(a) Introduction.

(1) In general.

(2) Exception.

(i) In general.

(ii)) Tax shelter.

(i11) Presumption.

(iv) Costs required to be capitalized or
inventoried under another provision.

(v) Examples.

(3) Farming business.

(i) In general.

(A) Plant.

(B) Animal.

(ii) Incidental activities.

(A) In general.

(B) Activities that are not incidental.

(I) In general.

(2) Examples.

(b) Application of section 263A to
property produced in a farming business.

(1) In general.

(i) Plants.

(i) Animals.

(2) Preproductive period.

(i) Plant.

(A) In general.

(B) Applicability of section 263A.

(C) Actual preproductive period.

(/) Beginning of the preproductive
period.

(2) End of the preproductive period.

(7) In general.

(ii) Marketable quantities.

(D) Exampies.

(i) Animal.

(A) Beginning of the preproductive
period.

(B) End of the preproductive period.

(C) Allocation of costs between ani-
mal and first yield.

(¢) Inventory methods.

(1) In general. _

(2) Available for property used in a
trade or business.

(3) Exclusion of property 0 which
section 263A does not apply.

(d) Election not to have section 263A
apply.

(1) Introduction.

(2) Availability of the election.

(3) Time and manner of making the
election.

(4) Special rules.

(i) Section 1245 treatment.

(ii) Required use of alternative depre-
ciation system.

(iii) Related person.

(A) In general.

(B) Members of family.

(5) Examples.

(e) Exception for certain costs result-
ing from casualty losses.

(1) In general.

(2) Ownership.

(3) Examples.

(4) Special rule for citrus and almond
groves.

(1) In general.

(ii)) Example.

(f) Effective date and transition rule.

§1.263A-1 [Amended]

Par. 5. Section 1.263A-1 is amended
by:

1. Removing the last sentence of para-
graph (b)(3) and adding the sentence “See
§1.263A-4T for specific rules relating to
taxpayers engaged in the trade or business
of farming.” in its place.

2. Removing the last sentence of para-
graph (b)(4) and adding the sentence “See
§1.263A—4T, however, for rules relating
to taxpayers producing certain trees to
which section 263A applies.” in its place.

Par. 6. Section 1.263A—4T is revised to
read as follows:

§1.263A—4T Rules for property produced
in a farming business (temporary).

(a) Introduction—(1) In general. The
regulations under this section provide
guidance with respect to the application
of section 263A to property produced in a
farming business as defined in paragraph
(a)(3) of this section. Except as otherwise
provided by the rules of this section, the
general rules of §§1.263A-1 through
1.263A-3 and 1.263A-7 through 1.263A-
15 apply to property produced in a farm-
ing business. A taxpayer that engages in
the raising or growing of any agricultural
or horticultural commodity, including



both plants and animals, is engaged in the
production of property. Section 263A
generally requires the capitalization of the
direct costs and an allocable portion of the
indirect costs that benefit or are incurred
by reason of the production of this prop-
erty. Taxpayers that do not qualify for the
exception described in paragraph (a)(2) of
this section must capitalize these costs of
producing all plants and animals unless
the election described in paragraph (d) of
this section is made.

(2) Exception—(i) In general. A tax-
payer is not required to capitalize the pre-
productive period costs of producing
plants with a preproductive period of 2
years or less or the costs of producing ani-
mals, if the taxpayer is not—

(A) A corporation or partnership re-
quired to use an accrual method of ac-
counting (accrual method) under section
447 in computing its taxable income from
farming; or

(B) A tax shelter required to use an ac-
crual method under section 448(a)(3).

(ii) Tax shelter. A farming business is
considered a tax shelter, and thus a tax-
payer required to use an accrual method
under section 448(a)(3), if the farming
business is—

(A) A farming syndicate as defined in
section 464(c); or

(B) A tax shelter, within the meaning
of section 6662(d)(2)(C)(iii).

(i) Presumption. Marketed arrange-
ments in which persons carry on farming
activities using the services of a common
managerial or administrative service will
be presumed to have the principal purpose
of tax avoidance, within the meaning of
section 6662(d)(2)(C)(iii), if such persons
prepay a substantial portion of their farm-
ing expenses with borrowed funds.

(iv) Costs required to be capitalized or
inventoried under another provision. The
exception from capitalization provided in
this paragraph (a)(2) does not apply to
any cost that is required to be capitalized
or inventoried under another Code or reg-
ulatory provision, such as section 263 or
section 471.

(v) Examples. The following exam-
ples illustrate the provisions of this para-

graph (a)(2):

Example 1. Farmer A grows trees that have a
preproductive period in excess of 2 years, and that
produce an annual crop. Farmer A is not required by
section 447 or 448(a)(3) to use an accrual method.
Accordingly, Farmer A qualifies for the exception

described in this paragraph (a)(2). Since the trees
have a preproductive period in excess of 2 years,
Farmer A must capitalize the direct costs and an al-
locable portion of the indirect costs that benefit or
are incurred by reason of the production of the trees.
Since the annual crop has a preproductive period of
2 years or less, Farmer A is not required to capitalize
the costs of the crops.

Example 2. Assume the same facts as Example 1,
except that Farmer A is required by section 447 or
448(a)(3) to use an accrual method. Farmer A does
not qualify for the exception described in this para-
graph (a)(2). Farmer A is required to capitalize the
direct costs and an allocable portion of the indirect
costs that benefit or are incurred by reason of the
production of the trees and crops, including all pre-
productive period costs.

(3) Farming business—(i) In general.
A farming business means a trade or busi-
ness involving the cultivation of land or
the raising or harvesting of any agricul-
tural or horticultural commodity. Exam-
ples include the trade or business of oper-
ating a nursery or sod farm; the raising or
harvesting of trees bearing fruit, nuts, or
other crops; the raising of ornamental
trees (other than evergreen trees that are
more than 6 years old at the time they are
severed from their roots); and the raising,
shearing, feeding, caring for, training, and
management of animals. For purposes of
this section, the term harvesting does not
include contract harvesting of an agricul-
tural or horticultural commeodity grown or
raised by another. Similarly, the trade or
business of merely buying and reselling
plants or animals grown or raised by an-
other is not a farming business.

(A) Plant. A plant produced in a farm-
ing business includes, but is not limited
to, a fruit, nut, or other crop bearing tree,
an ornamental tree, a vine, a bush, sod,
and the crop or yield of a plant that will
have more than one crop or yield. Sea
plants are produced in a farming business
if they are tended and cultivated as op-
posed to merely harvested.

(B) Animal. An animal produced in a
farming business includes, but is not lim-
ited to, any stock, poultry or other bird,
and fish or other sea life raised by the tax-
payer. Thus, for example, the term ani-
mal may include a cow, chicken, emu, or
salmon raised by the taxpayer. Fish and
other sea life are produced in a farming
business if they are raised on a fish farm.
A fish farm is an area where fish or other
sea life are grown or raised as opposed to
merely caught or harvested.

(ii) Incidental activities—(A) In gen-
eral. Farming business includes process-
ing activities that are normally incident to

the growing, raising, or harvesting of
agricultural products. For example, a tax-
payer in the trade or business of growing
fruits and vegetables may harvest, wash,
inspect, and package the fruits and veg-
etables for sale. Such activities are nor-
mally incident to the raising of these
crops by farmers. The taxpayer will be
considered to be in the trade or business
of farming with respect to the growing of
fruits and vegetables and the processing
activities incident to their harvest.

(B) Activities that are not incidental—
(1) In general. Farming business does not
include the processing of commodities or
products beyond those activities that are
normally incident to the growing, raising,
or harvesting of such products.

(2) Examples. The following exam-
ples illustrate the provisions of this para-
graph (a)(3)(ii):

Example 1. Individual A is in the business of
growing and harvesting wheat and other grains. In-
dividual A also processes grain that Individual A has
harvested in order to produce breads, cereals, and
other similar food products, which Individual A then
sells to customers in the course of its business. Al-
though Individual A is in the farming business with
respect to the growing and harvesting of grain, Indi-
vidual A is not in the farming business with respect
to the processing of such grain to produce the food
products.

Example 2. Individual B is in the business of
raising poultry and other livestock. Individual B
also operates a meat processing operation in which
the poultry and other livestock are slaughtered,
processed, and packaged or canned. The packaged
or canned meat is sold to Individual B’s customers.
Although Individual B is in the farming business
with respect to the raising of poultry and other live-
stock, Individual B is not in the farming business
with respect to the slaughtering, processing, packag-
ing, and canning of such animals to produce the food
products.

(b) Application of section 263A to
property produced in a farming busi-
ness—(1) In general. Unless otherwise
provided in this section, section 263A re-
quires the capitalization of the direct costs
and an allocable portion of the indirect
costs that benefit or are incurred by rea-
son of the production of any property in a
farming business (including animals and
plants without regard to the length of their
preproductive period).

(i) Plants. Costs typically required to
be capitalized under section 263A include
the acquisition costs of the seed, seedling,
or plant, and the costs of planting, culti-
vating, maintaining, or developing such
plant during the preproductive period.
These costs include, but are not limited to,
management, irrigation, pruning, fertiliz-
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ing (including costs that the taxpayer has
elected to deduct under section 180), soil
and water conservation (including costs
that the taxpayer has elected to deduct
under section 175), frost protection,
spraying, upkeep, electricity, tax depreci-
ation and repairs on buildings and equip-
ment used in raising the plants, farm over-
head, taxes (except state and federal
income taxes), and interest required to be
capitalized under section 263A(f).

(i1) Animals. Costs typically required
to be capitalized under section 263A in-
clude the acquisition cost of the animal,
and the costs of raising or caring for such
animal during the preproductive period.
Preproductive period costs include, but
are not limited to, the costs of manage-
ment, feed (such as grain, silage, concen-
trates, supplements, haylage, hay, pasture
and other forages), maintaining pasture or
pen areas (including costs that the tax-
payer has elected to deduct under sections
175 or 180), breeding, artificial insemina-
tion, veterinary services and medicine,
livestock hauling, bedding, fuel, electric-
ity, hired labor, tax depreciation and re-
pairs on buildings and equipment used in
raising the animals (for example, barns,
trucks, and trailers), farm overhead, taxes
(except state and federal income taxes),
and interest required to be capitalized
under section 263A(f).

(2) Preproductive period—(i) Plant—
(A) In general. The preproductive period
of property produced in a farming busi-
ness means —

(1) In the case of a plant that will have
more than one crop or yield, the period
before the first marketable crop or yield
from such plant;

(2) In the case of the crop or yield of a
plant that will have more than one crop or
yield, the period before such crop or yield
is disposed of; or

(3) In the case of any other plant, the
period before such plant is disposed of.

(B) Applicability of section 263A. For
purposes of determining whether a plant
has a preproductive period in excess of 2
years, the preproductive period of plants
grown in commercial quantities in the
United States is based on the nationwide
weighted average preproductive period
for such plant. For all other plants, the
taxpayer is required, at or before the time
the seed or plant is acquired or planted, to
reasonably estimate the preproductive pe-
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riod of the plant. If the taxpayer estimates
a preproductive period in excess of 2
years, the taxpayer must capitalize pre-
productive period costs. If the estimate is
reasonable, based on the facts in existence
at the time it is made, the determination of
whether section 263 A applies is not modi-
fied at a later time even if the actual
length of the preproductive period differs
from the estimate. The actual length of
the preproductive period will, however,
be considered in evaluating the reason-
ableness of the taxpayer’s future esti-
mates. Thus, the nationwide weighted av-
erage preproductive period or the
estimated preproductive period are only
used for purposes of determining whether
the preproductive period of a plant is
greater than 2 years.

(C) Actual preproductive period. The
plant’s actual preproductive period is used
for purposes of determining the period
during which a taxpayer must capitalize
preproductive period costs with respect to
a particular plant.

(1) Beginning of the preproductive pe-
riod. The actual preproductive period of a
plant begins when the taxpayer first in-
curs costs that directly benefit or are in-
curred by reason of the plant. Generally,
this occurs when the taxpayer plants the
seed or plant. In the case of a taxpayer
that acquires plants that have already been
planted, or plants that are tended, by the
taxpayer or another, prior to permanent
planting, the actual preproductive period
of the plant begins upon acquisition of the
plant by the taxpayer. In the case of the
crop or yield of a plant that will have
more than one crop or yield and that has
become productive in marketable quanti-
ties, the actual preproductive period be-
gins when the crop or yield first appears,
for example, in the form of a sprout,
bloom, blossom, or bud.

(2) End of the preproductive period—
(i) In general. In the case of a plant that
will have more than one crop or yield, the
actual preproductive period ends when
the plant first becomes productive in mar-
ketable quantities. In the case of any
other plant (including the crop or yield of
a plant that will have more than one crop
or yield), the actual preproductive period
ends when the plant, crop, or yield is sold
or otherwise disposed of.

(if) Marketable quantities. A plant that
will have more than one crop or yield be-

comes productive in marketable guantl—
ties when it is (or would be conmdergd)
placed in service for purposes of section
168 (without regard to the applicable con-

vention). '
(D) Examples. The following exam-

ples illustrate the provisions of this para-
graph (b)(2)(1):

Example 1. (i) Farmer A, a taxpayer that -quali-
fies for the exception in paragraph (a)(2) of this sec-
tion, grows plants that will havq more than one crop
or yield. The plants are grown in commercu%l quan-
tities in the United States. Farmer A acquires the
plants by purchasing them from an unre.lated party,
Corporation B, and plants them immediately. The
nationwide weighted average preproductive period
of the plant is 4 years. The particular plants grown
by Farmer A do not begin to produce in marketable
quantities until 4 years and 6 months after they are
planted by Farmer A.

(ii) Since the plants are deemed to have a prepro-
ductive period in excess of 2 years, Farmer A is re-
quired to capitalize the preproductive period costs of
the plants. See paragraphs (a)(2) and (b)(2)(1)(B) of
this section. In accordance with paragraph
®R)E(C)(J) of this section, Farmer A must begin
to capitalize such costs when the plants are planted.
In accordance with paragraph (b)(2)(i)(C)(2) of this
section, Farmer A must continue to capitalize costs
to the plants until the plants begin to produce in mar-
ketable quantities. Thus, Farmer A must capitalize
the preproductive period costs of the plants for a pe-
riod of 4 years and 6 months, notwithstanding the
fact that the plants, in general, have a nationwide
weighted average preproductive period of 4 years.

Example 2. (i) Farmer B, a taxpayer that quali-
fies for the exception in paragraph (a)(2) of this sec-
tion, grows plants that will have more than one crop
or yield. The plants are grown in commercial quan-
tities in the United States. The nationwide weighted
average preproductive period of the plant is 2 years
and 5 months. Farmer B acquires the plants by pur-
chasing them from an unrelated party, Corporation
B. Farmer B enters into a contract with Corporation
B under which Corporation B will retain and tend
the plants for 7 months following the sale. At the
end of 7 months, Farmer B takes possession of the
plants and plants them in the permanent orchard.
The plants become productive in marketable quanti-
ties 1 years and 11 months after they are planted by
Farmer B.

(ii) Since the plants are deemed to have a prepro-
ductive period in excess of 2 years, Farmer B is re-
quired to capitalize the preproductive period costs of
the plants. See paragraphs (a)(2) and (b)(2)(i)(B) of
this section. In accordance with paragraph
(b)(2)(A)C)(I) of this section, Farmer B must begin
to capitalize such costs when the purchase occurs.
In accordance with paragraph (b)(2)(1)(C)(2) of this
section, Farmer B must continue to capitalize costs
to the plants until the plants begin to produce in mar-
ketable quantities. Thus, Farmer B must capitalize
the preproductive period costs of the plants for a pe-
riod of 2 years and 6 months (the 7 months the
plants are tended by Corporation B and the 1 year
and 11 months after the plants are planted by Farmer
B), notw1thstand_mg the fact that the plants, in gen-
eral, have a nationwide weighted average prepro-
ductive period of 2 years and 5 months.

Example 3. (i) Assume the same facts as in Ex-
ample 2, except that Farmer B acquires the plants by
purchasing them from Corporation B when the
plants are 7 months old and that the plants are
planted by Farmer B upon acquisition.



(ii) Since the plants are deemed to have a prepro-
ductive period in excess of 2 years, Farmer B is re-
quired to capitalize the preproductive period costs of
the plants. See paragraphs (a)(2) and (b)(2)(i)(B) of
this section. In accordance with paragraph
(B)(2)E(C)(J) of this section, Farmer B must begin
to capitalize such costs when the plants are planted.
In accordance with paragraph (b)(2)(i)(C)(2) of this
section, Farmer B must continue to capitalize costs
to the plants until the plants begin to produce in mar-
ketable quantities. Thus, Farmer B must capitalize
the preproductive period costs of the plants for a pe-
riod of 1 year and 11 months.

Example 4. (i) Farmer C, a taxpayer that quali-
fies for the exception in paragraph (a)(2) of this sec-
tion, grows plants that will have more than one crop
or yield. The plants are grown in commercial quan-
tities in the United States. Farmer C acquires the
plants from an unrelated party and plants them im-
mediately. The nationwide weighted average pre-
productive period of the plant is 2 years and 3
months. The particular plants grown by Farmer C
begin to produce in marketable quantities 1 year and
10 months after they are planted by Farmer C.

(ii) Since the plants are deemed to have a nation-
wide weighted average preproductive period in ex-
cess of 2 years, Farmer C is required to capitalize the
preproductive period costs of the plants, notwith-
standing the fact that the particular plants grown by
Farmer C become productive in less than 2 years.
See paragraph (b)(2)(i)(B) of this section. In accor-
dance with paragraph (b)(2)(1)(C)(J) of this section,
Farmer C must begin to capitalize such costs when it
plants the plants. In accordance with paragraph
(b)(2)(A)(C)(2) of this section, Farmer C properly
ceases capitalization of preproductive period costs
when the plants become productive in marketable
quantities (i.e., after 1 year and 10 months).

Example 5. (i) Farmer D, a taxpayer that quali-
fies for the exception in paragraph (a)(2) of this sec-
tion, grows plants that will have more than one crop
or yield. The plants are not grown in commercial
quantities in the United States. At the time the plants
are planted Farmer D reasonably estimates that the
plants will have a preproductive period of 4 years.
The actual plants grown by Farmer D do not begin to
produce in marketable quantities until 4 years and 6
months after they are planted by Farmer D.

(ii) Since the plants have an estimated prepro-
ductive period in excess of 2 years, Farmer D is re-
quired to capitalize the preproductive period costs of
the plants. See paragraph (b)(2)(i)(B) of this sec-
tion. In accordance with paragraph (b)(2)()(C)(1)
of this section, Farmer D must begin to capitalize
such costs when it plants the plants. In accordance
with paragraph (b)(2)(i)(C)(2) of this section,
Farmer D must continue to capitalize costs until the
plants begin to produce in marketable quantities.
Thus, Farmer D must capitalize the preproductive
period costs of the plants for a period of 4 years and
6 months, notwithstanding the fact that Farmer D es-
timated that the plants would become productive
after 4 years.

Example 6. (i) Farmer E, a taxpayer that quali-
fies for the exception in paragraph (a)(2) of this sec-
tion grows plants that are not grown in commercial
quantities in the United States. The plants do not
have more than | crop or yield. At the time the
plants are planted Farmer E reasonably estimates
that the plants will have a preproductive period of 1
year and 10 months. The actual plants grown by
Farmer E are not ready for harvesting and disposal
until 2 years and 2 months after the seeds are planted
by Farmer E.

(ii) Because Farmer E’s estimate of the prepro-
ductive period (which was 2 years or less) was rea-
sonable at the time made based on the facts, Farmer
E will not be required to capitalize the preproductive

period costs of the plants notwithstanding the fact
that the actual preproductive period of the plants ex-
ceeded 2 years. See paragraph (b)(2)(i)(B) of this
section. However, Farmer E must take the actual
preproductive period of the plants into consideration
when making future estimates of the preproductive
period of such plants.

Example 7. Farmer F, a calendar year taxpayer
that does not qualify for the exception in paragraph
(a)(2) of this section, grows trees that will have more
than one crop. Farmer F acquires and plants the
trees in April, 1998. On October 1, 2003, the trees
are placed in service within the meaning of section
168. Under paragraph (b)(2)(i)(C)(2)(ii) of this sec-
tion, the trees become productive in marketable
quantities on October 1, 2003. The preproductive
period costs incurred by Farmer F on or before Oc-
tober 1, 2003, are capitalized to the trees. Prepro-
ductive period costs incurred after October 1, 2003,
are capitalized to a crop when incurred during the
preproductive period of the crop and expensed when
incurred between the disposal of one crop and the
appearance of the next crop. See paragraphs
(B)2)(E)(A), (b)2)(IHC)(I) and (b)(2)INC)(2) of

this section.

(ii) Animal. An animal’s actual pre-
productive period is used to determine the
period that the taxpayer must capitalize
preproductive period expenses with re-
spect to a particular animal.

(A) Beginning of the preproductive pe-
riod. The preproductive period of an ani-
mal begins at the time of acquisition,
breeding, or embryo implantation.

(B) End of the preproductive period.
In the case of an animal that will be used
in the trade or business of farming (e.g., a
dairy cow), the preproductive period gen-
erally ends when the animal is (or would
be considered) placed in service for pur-
poses of section 168 (without regard to
the applicable convention). However, in
the case of an animal that will have more
than one yield (e.g., a breeding cow), the
preproductive period ends when the ani-
mal produces (e.g., gives birth to) its first
yield. In the case of any other animal, the
preproductive period ends when the ani-
mal is sold or otherwise disposed of.

(C) Allocation of costs between animal
and first yield. In the case of an animal
that will have more than one yield, the
costs incurred after the beginning of the
preproductive period of the first yield but
before the end of the preproductive period
of the animal must be allocated between
the animal and the yield on a reasonable
basis. Any depreciation allowance on the
animal may be allocated entirely to the
yield. The allocation method used by a
taxpayer is a method of accounting that
must be used consistently and is subject to
the rules of section 446 and the regula-
tions thereunder.

(c) Inventory methods—(1) In gen-
eral. Except as otherwise provided, the
costs required to be allocated to any plant
or animal under this section may be deter-
mined using reasonable inventory valua-
tion methods such as the farm-price
method or the unit-livestock-price
method. See §1.471-6. Under the unit-
livestock-price method, unit prices must
include all costs required to be capitalized
under section 263A. A taxpayer using the
unit-livestock-price method may elect to
use the cost allocation methods in
§1.263A—-1(f) or 1.263A-2(b) to allocate
its direct and indirect costs to the property
produced in the business of farming. In
such a situation, section 471 costs are the
costs taken into account by the taxpayer
under the unit-livestock-price method
using the taxpayer’s standard unit price as
modified by this paragraph (c)(1). The
term additional section 263A costs in-
cludes all additional costs required to be
capitalized under section 263A. Tax shel-
ters, as defined in paragraph (a)(2)(ii) of
this section, that use the unit-livestock-
price method for inventories must include
in inventory the annual standard unit price
for all animals that are acquired during
the taxable year, regardless of whether the
purchases are made during the last 6
months of the taxable year. Taxpayers re-
quired by section 447 or 448(a)(3) to use
an accrual method that use the unit-live-
stock-price method must modify the an-
nual standard price in order to reasonably
reflect the particular period in the taxable
year in which purchases of livestock are
made, if such modification is necessary in
order to avoid significant distortions in in-
come that would otherwise occur through
operation of the unit livestock method.

(2) Available for property used in a
trade or business. The farm price method
or the unit livestock method may be used
by any taxpayer to allocate costs to any
plant or animal under this section, regard-
less of whether the plant or animal is held
or treated as inventory property by the
taxpayer. Thus, for example, a taxpayer
may use the unit livestock method to ac-
count for the costs of raising livestock
that will be used in the trade or business
of farming (e.g., a breeding animal or a
dairy cow) even though the property in
question is not inventory property.

(3) Exclusion of property to which sec-
tion 263A does not apply. Notwithstand-
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ing a taxpayer’s use of the farm price
method with respect to farm property to
which the provisions of section 263A
apply, that taxpayer is not required, solely
by such use, to use the farm price method
with respect to farm property to which the
provisions of section 263A do not apply.
Thus, for example, assume Farmer A
raises fruit trees that have a preproductive
period in excess of 2 years and to which
the provisions of section 263A, therefore,
apply. Assume also that Farmer A raises
cattle and is not required to use an accrual
method by section 447 or 448(a)(3). Be-
cause Farmer A qualifies for the exception
in paragraph (a)(2) of this section, Farmer
A is not required to capitalize the costs of
raising the cattle. Although Farmer A
may use the farm price method with re-
spect to the fruit trees, Farmer A is not re-
quired to use the farm price method with
respect to the cattle. Instead, Farmer A’s
accounting for the cattle is determined
under other provisions of the Code and
regulations.

(d) Election not to have section 263A
apply—(1) Introduction. This paragraph
(d) permits certain taxpayers to make an
election not to have the rules of this sec-
tion apply to any plant produced in a
farming business conducted by the elect-
ing taxpayer. The election is a method of
accounting under section 446, and once
an election is made, it is revocable only
with the consent of the Commissioner.

(2) Availability of the election. The
election described in this paragraph (d) is
available to any taxpayer that produces
plants in a farming business, except that
no election may be made by a corporation,
partnership, or tax shelter required to use
the accrual method under section 447 or
448(a)(3). Moreover, the election does
not apply to the costs of planting, cultiva-
tion, maintenance, or development of a

citrus or almond grove (or any part
thereof) incurred prior to the close of the
fourth taxable year beginning with the tax-
able year in which the trees were planted
in the permanent grove (including costs
incurred prior to the permanent planting).
If a citrus or almond grove is planted in
more than one taxable year, the portion of
the grove planted in any one taxable year
is treated as a separate grove for purposes
of determining the year of planting.
(3) Time and manner of making the
election. A taxpayer makes the election
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under this paragraph (d) by not capitaliz-
ing the preproductive period costs of pro-
ducing property in a farming business and
by applying the special rules in paragraph
(d)(4) of this section, on its timely filed
original return (including extensions) for
the first taxable year in which the tax-
payer is otherwise required to capitalize
preproductive period costs under section
263A. Thus, in order to be treated as hav-
ing made the election under this para-
graph (d), it is necessary to report both in-
come and expenses in accordance with
the rules of this paragraph (d) (e.g., it is
necessary to use the alternative deprecia-
tion system as provided in paragraph
(d)(4)(ii) of this section). Thus, for exam-
ple, a farmer who deducts preproductive
period costs that are otherwise required to
be capitalized under section 263A but
fails to use the alternative depreciation
system under section 168(g)(2) for applic-
able property placed in service has not
made an election under this paragraph (d)
and is not in compliance with the provi-
sions of section 263A. In the case of a
partnership or S corporation, the election
must be made by the partner, shareholder,
or member.

(4) Special rules. If the election under
this paragraph (d) is made, the taxpayer is
subject to the special rules in this para-
graph (d)(4).

(1) Section 1245 treatment. The plant
produced by the taxpayer is treated as sec-
tion 1245 property and any gain resulting
from any disposition of the plant is recap-
tured (i.e., treated as ordinary income) to
the extent of the total amount of the de-
ductions that, but for the election, would
have been required to be capitalized with
respect to the plant. In calculating the
amount of gain that is recaptured under
this paragraph (d)(4)(i), a taxpayer may
use the farm price method or another sim-
plified method permitted under these reg-
ulations in determining the deductions
that otherwise would have been capital-
ized with respect to the plant.

(ii) Required use of alternative depre-
ciation system. If the taxpayer or a re-
lated person makes an election under this
paragraph (d), the alternative depreciation
system (as defined in section 168(g)(2))
must be applied to all property used pre-
dominantly in any farming business of the
taxpayer or related person and placed in
service in any taxable year during which

the election is in effect. The requirement

to use the alternative depreciation_SYStem
by reason of an election under this para-
graph (d) will not prevent a taxpayer from
making an election under section 179 to
deduct certain depreciable business as-
sets.

(iii) Related person—(A) In general.
For purposes of this paragraph (d)(4), re-
lated person means —

(I) The taxpayer and members of the
taxpayer’s family;

(2) Any corporation (including an §
corporation) if 50 percent or more of the
stock (in value) is owned directly or indi-
rectly (through the application of section
318) by the taxpayer or members of the
taxpayer’s family;

(3) A corporation and any other corpo-
ration that is a member of the same con-
trolled group (within the meaning of sec-
tion 1563(a)(1)); and

(4) Any partnership if 50 percent or
more (in value) of the interests in such
partnership is owned directly or indirectly
by the taxpayer or members of the tax-
payer’s family.

(B) Members of family. For purposes
of this paragraph (d)(4)(iii), members of
the taxpayer’s family, and members of
Sfamily (for purposes of applying section
318(a)(1)), means the spouse of the tax-
payer (other than a spouse who is legally
separated from the individual under a de-
cree of divorce or separate maintenance)
and any of the taxpayer’s children (in-
cluding legally adopted children) who
have not reached the age of 18 as of the
last day of the taxable year in question.

(5) Examples. The following exam-
ples illustrate the provisions of this para-
graph (d):

Example 1. (i) Farmer A, an individual, is en-
gaged in the trade or business of farming. Farmer A
grows apple trees that have a preproductive period
greater than 2 years. In addition, Farmer A grows
and harvests wheat and other grains. Farmer A
elects under this paragraph (d) not to have the rules

of section 263A apply to the preproductive period
costs of growing the apple trees.

(i) In accordance with paragraph (d)(4) of this
section, Farmer A is required to use the alternative
depreciation system described in section 168(g)(2)
with respect to all property used predominantly in
any farming business in which Farmer A engages
(including the growing and harvesting of wheat) if
such property is placed in service during a year for
which the election is in effect. Thus, for example,
all assets and equipment (including trees and any
equipment used to grow and harvest wheat) placed
in service during a year for which the election is in
effect must be depreciated as provided in section
168(g)(2).



Example 2. Assume the same facts as in Example
1, except that Farmer A and members of Farmer A’s
family (as defined in paragraph (d)(4)(iii)(B) of this
section) also own 51 percent (in value) of the inter-
ests in Partnership P, which is engaged in the trade
or business of growing and harvesting corn. Part-
nership P is a related person to Farmer A under the
provisions of paragraph (d)(4)(iii) of this section.
Thus, the requirements to use the alternative depre-
ciation system under section 168(g)(2) also apply to
any property used predominantly in a trade or busi-
ness of farming which Partnership P places in ser-
vice during a year for which an election made by
Farmer A is in effect.

(e) Exception for certain costs resulting
from casualty losses—(1) In general.
Section 263 A does not require the capital-
ization of costs that are attributable to the
replanting, cultivating, maintaining, and
developing of any plants bearing an edible
crop for human consumption (including,
but not limited to, plants that constitute a
grove, orchard, or vineyard) that were lost
or damaged while owned by the taxpayer
by reason of freezing temperatures, dis-
ease, drought, pests, or other casualty (re-
planting costs). Such replanting costs may
be incurred with respect to property other
than the property on which the damage or
loss occurred to the extent the acreage of
the property with respect to which the re-
planting costs are incurred is not in excess
of the acreage of the property on which
the damage or loss occurred. This para-
graph (e) applies only to the replanting of
plants of the same type as those lost or
damaged. This paragraph (e) applies to
plants replanted on the property on which
the damage or loss occurred or property of
the same or lesser acreage in the United
States irrespective of differences in den-
sity between the lost or damaged and re-
planted plants. Plants bearing crops for
human consumption are those crops nor-
mally eaten or drunk by humans. Thus,
for example, costs incurred with respect to
replanting plants bearing jojoba beans do
not qualify for the exception provided in
this paragraph (e) because that crop is not
normally eaten or drunk by humans.

(2) Ownership. Replanting costs de-
scribed in paragraph (e)(1) of this section
generally must be incurred by the tax-
payer that owned the property at the time
the plants were lost or damaged. Para-
graph (e)(1) of this section will apply,
however, to costs incurred by a person
other than the taxpayer that owned the
plants at the time of damage or loss if—

(i) The taxpayer that owned the plants
at the time the damage or loss occurred

owns an equity interest of more than 50
percent in such plants at all times during
the taxable year in which the replanting
costs are paid or incurred; and

(ii) Such other person owns any por-
tion of the remaining equity interest and
materially participates in the replanting,
cultivating, maintaining, or developing of
such plants during the taxable year in
which the replanting costs are paid or in-
curred. A person will be treated as materi-
ally participating for purposes of this pro-
vision if such person would otherwise
meet the requirements with respect to ma-
terial participation within the meaning of
section 2032A(e)(6).

(3) Examples. The following exam-
ples illustrate the provisions of this para-

graph (e):

Example 1. (i) Farmer T grows cherry trees that
have a preproductive period in excess of 2 years and
produce an annual crop. These cherries are nor-
mally eaten by humans. Farmer T grows the trees
on a 100 acre parcel of land (parcel 1) and the
groves of trees cover the entire acreage of parcel 1.
Farmer T also owns a 150 acre parcel of land (parcel
2) that Farmer T holds for future use. Both parcels
are in the United States. In 1998, the trees and the
irrigation and drainage systems that service the trees
are destroyed in a casualty (within the meaning of
paragraph (e)(1) of this section). Farmer T installs
new irrigation and drainage systems on parcel 1,
purchases young trees (seedlings), and plants the
seedlings on parcel 1.

(1i) The costs of the irrigation and drainage sys-
tems and the seedlings must be capitalized under
section 263A. In accordance with paragraph (e)(1)
of this section, the costs of planting, cultivating, de-
veloping, and maintaining the seedlings during their
preproductive period are not required to be capital-
ized by section 263A.

Example 2. (i) Assume the same facts as in Ex-
ample 1 except that Farmer T decides to replant the
seedlings on parcel 2 rather than on parcel 1. Ac-
cordingly, Farmer T installs the new irrigation and
drainage systems on 100 acres of parcel 2 and plants
seedlings on those 100 acres.

(11) The costs of the irrigation and drainage sys-
tems and the seedlings must be capitalized under
section 263A. Because the acreage of the related
portion of parcel 2 does not exceed the acreage of
the destroyed orchard on parcel 1, the costs of plant-
ing, cultivating, developing, and maintaining the
seedlings during their preproductive period are not
required to be capitalized by section 263A. See
paragraph (e)(1) of this section.

Example 3. (i) Assume the same facts as in Ex-
ample 1 except that Farmer T replants the seedlings
on parcel 2 rather than on parcel 1, and Farmer T ad-
ditionally decides to expand its operations by grow-
ing 125 rather than 100 acres of trees. Accordingly,
Farmer T installs new irrigation and drainage sys-
tems on 125 acres of parcel 2 and plants seedlings
on those 125 acres.

(ii) The costs of the irrigation and drainage sys-
tems and the seedlings must be capitalized under
section 263A. The costs of planting, cultivating, de-
veloping, and maintaining 100 acres of the trees dur-
ing their preproductive period are not required to be
capitalized by section 263A. The costs of planting,
cultivating, maintaining, and developing the addi-

tional 25 acres are, however, subject to capitaliza-
tion. See paragraph (e)(1) of this section.

(4) Special rule for citrus and almond
groves—(i) In general. The exception in
this paragraph (e) is available with respect
to a citrus or almond grove, notwithstand-
ing the taxpayer’s election not to have
section 263A apply (described in para-
graph (d) of this section).

(i) Example. The following example
illustrates the provisions of this paragraph

(e)4):

Example. (i) Farmer A, an individual, is en-
gaged in the trade or business of farming. Farmer A
grows citrus trees that have a preproductive period
of 5 years. Farmer A elects, under paragraph (d) of
this section, not to have section 263A apply to the
preproductive period costs. This election, however,
is unavailable with respect to the preproductive pe-
riod costs of a citrus grove incurred within the first 4
years after the trees were planted. See paragraph
(d)(2) of this section. After the citrus grove has be-
come productive in marketable quantities, the citrus
grove is destroyed by a casualty within the meaning
of paragraph (e)(1) of this section.

(i) Farmer A must capitalize the preproductive
period costs incurred before the close of the fourth
taxable year beginning with the year in which the
trees were permanently planted. As a result of the
election not to have section 263A apply to prepro-
ductive period costs, Farmer A may deduct the pre-
productive period costs incurred in the fifth year.
The costs of replanting, cultivating, maintaining, and
developing the trees destroyed by a casualty are ex-
empted from capitalization under this paragraph (e).

(f) Effective date and transition rule.
In the case of property that is not inven-
tory in the hands of the taxpayer, this sec-
tion is generally effective for costs in-
curred on or after August 22, 1997, in
taxable years ending after such date. In
the case of inventory property, this sec-
tion is generally effective for taxable
years beginning after August 22, 1997.
However, taxpayers in compliance with
§1.263A4T in effect prior to August 22,
1997 (See 26 CFR part 1 edition revised
as of April 1, 1997.), and other adminis-
trative guidance, that continue to comply
with §1.263A—4T in effect prior to August
22, 1997 (See 26 CFR part 1 edition re-
vised as of April 1, 1997.), and other ad-
ministrative guidance, will not be re-
quired to apply these new temporary rules
until final regulations are published in the
Federal Register.

§1.471-6 [Amended]

Par. 7. Section 1.471-6 is amended as
follows:

1. Adding two sentences to the end of
paragraph (c).
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2. Removing the second sentence in
paragraph (d) and adding two sentences in
its place.

3. Revising the last three sentences of
paragraph (f).

The additions and revision read as fol-
lows:

$1.471-6 Inventories of livestock raisers
and other farmers.

* * * * *

(c) * * * In addition, these inventory
methods may be used to account for the
costs of property produced in a farming
business that are required to be capital-
ized under section 263A regardless of
whether the property being produced is
otherwise treated as inventory by the tax-
payer, and regardless of whether the tax-
payer is otherwise using the cash or an ac-
crual method of accounting. Thus, for
example, the unit livestock method may
be utilized by a taxpayer in accounting
under section 263A for the costs of raising
animals that will be used for draft, breed-
ing, or dairy purposes.

(d) * * * If this method of valuation is
used, it generally must be applied to all
property produced by the taxpayer in the
trade or business of farming, except as to
livestock accounted for, at the taxpayer’s
election, under the unit livestock method
of accounting. However, see §1.263A—
4T(c)(3) for an exception to this rule. * * *

* * * * *

(f) * * * Except as otherwise provided
in this paragraph, once established, the
unit prices and classifications selected by
the taxpayer must be consistently applied
in all subsequent taxable years. For tax-
able years beginning after August 22,
1997, a taxpayer using the unit livestock
method must, however, annually reevalu-
ate the unit livestock prices and must ad-
just the prices upward to reflect increases
in the costs of raising livestock. The con-
sent of the Commissioner is not required
to make such upward adjustments. No
other changes in the classification of ani-
mals or unit prices shall be made without
the consent of the Commissioner. See
§1.263A—4T for rules regarding the com-
putation of costs for purposes of the unit
livestock method.

* % * * *
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Michael P. Dolan,
Acting Commissioner of
Internal Revenue.

Approved July 28, 1997.

Donald C. Lubick,
Acting Assistant Secretary of
the Treasury.

(Filed by the Office of the Federal Register on Au-
gust 21, 1997, 8:45 a.m., and published in the issue
of the Federal Register for August 22, 1997, 62 FR.
44542)

Section 267.—Losses, Expenses,
and Interest With Respect to
Transactions Between Related
Taxpayers

26 CFR 1.267(a)-1: Deductions disallowed.

When a payor provides a per diem allowance to
an employee who is a related party, the rules set forth
for the deemed substantiation to the payor of the
amount of the employee’s ordinary and necessary
business expenses for lodging, meal, and/or inciden-
tal expenses incurred while traveling away from
home, do not apply. See Rev. Proc. 97-59, page 594.

Section 274.—Disallowance of
Certain Entertainment, Etc.,
Expenses

26 CFR 1.274-5T: Substantiation requirements
(temporary).

Optional rules are provided under which an em-
ployee of a federal government agency who is reim-
bursed for ordinary and necessary business expenses
relating to travel, entertainment, gifts, or listed prop-
erty (such as an employee’s automobile) may make
an adequate accounting to the employer to substanti-
ate those expenses by submitting only an account
book, diary, log, etc., without submitting documen-
tary evidence such as receipts. See Rev. Proc. 97-45
page 499.

26 CFR 1.274(d}-1: Substantiation requirements.

Optional rules are provided under which an em-
ployee of a federal government agency who is reim-
bursed for ordinary and necessary business expenses
relating to travel, entertainment, gifts, or listed prop-
erty (such as an employee’s automobile) may make
an adequate accounting to the employer to substanti-
ate those expenses by submitting only an account
book, diary, log, etc., without submitting documen-
tary evidence such as receipts. See Rev. Proc. 9745
page 499.

26 CFR 1.274(d)-1(a): Substantiation requirements.

Simplified optional method for substantiating the
amount of a deduction or expense for business use
of an automobile. See Rev. Proc. 97-58, page 587.

26 CFR 1.274-5T: Substantiation requirements
(temporary).
Simplified optional method for substantiating the

amount of a deduction or expense for business use
of an automobile. See Rev. Proc. 97-58, page 587.

26 CFR 1.274(d)~1(a): Substantiation
requirements.

Rules are set forth for substantiating the amount
of ordinary and necessary business expense of an
employee for lodging, meals, and incidental ex-
penses or meal and incidental expenses incurred
while traveling away from home when a payor pro-
vides a per diem allowance under a reimbursement
or other expense allowance arrangement to pay for
such expenses. See Rev. Proc. 97-59, page 594.

26 CFR 1.274-5T: Substantiation requirements
(temporary).

Rules are set forth for substantiating the amount
of ordinary and necessary business expense of an
employee for lodging, meals, and incidental ex-
penses or meal and incidental expenses incurred
while traveling away from home when a payor pro-
vides a per diem allowance under a reimbursement
or other expense allowance arrangement to pay for
such expenses. Rules are also set forth for an op-
tional method for employees and self-employed in-
dividuals to use in computing the deductible costs of
business meal and incidental expenses paid or in-
curred while traveling away from home. See Rev.
Proc. 97-59, page 594.

Section 280G.—Golden
Parachute Payments

Federal short-term, mid-term, and long-term
rates are set forth for the month of July 1997. See
Rev. Rul. 97-27, page 97.

Federal short-term, mid-term, and long-term
rates are set forth for the month of August 1997. See
Rev. Rul. 97-30, page 99.

Federal short-term, mid-term, and long-term
rates are set forth for the month of September 1997.
See Rev. Rul. 97-36, page 101.

Federal short-term, mid-term, and long-term
rates are set forth for the month of QOctober 1997.
See Rev. Rul. 97-41, page 102.

Federal short-term, mid-term, and long-term
rates are set forth for the month of November 1997.
See Rev. Rul. 9744, page 104.

Federal short-term, mid-term, and long-term
rates are set forth for the month of December 1997.
See Rev. Rul. 97-50, page 106.



Subchapter C.—Corporate Distributions and
Adjustments

Part lil.—Corporate Organizations and
Reorganizations

Subpart B.—Effects on Shareholder and
Security Holders

Section 355.—Distribution of
Stock and Securities of a
Controlled Corporation

26 CFR 1.355-2: Limitations.

The revenue procedure modifies the “No Rule”
revenue procedure, Rev. Proc. 97-3, 1997-1 LR.B.
85, to delete certain transactions under § 355 of the
Code. See Rev. Proc. 97-53, page 528.

Part V.—Carryovers

Section 382.—Limitation on Net
Operating Loss Carryforwards
and Certain Built-In Losses
Following Ownership Change

The adjusted federal long-term rate is set forth for
the month of July 1997. See Rev. Rul. 97-27,
page 97.

The adjusted federal long-term rate is set forth for
the month of August 1997. See Rev. Rul. 97-30,
page 99.

The adjusted federal long-term rate is set forth for
the month of September 1997. See Rev. Rul. 97-36,
pagel01.

The adjusted federal long-term rate is set forth for
the month of October 1997. See Rev. Rul. 97-41,
page 102.

The adjusted federal long-term rate is set forth for
the month of November 1997. See Rev. Rul. 9744,
page 104.

The adjusted federal long-term rate is set forth for
the month of December 1997. See Rev. Rul. 97-50,
page 106.

Subchapter D.—Deferred Compensation, Etc.
Part |.—Pension, Profit-Sharing, Stock Bonus
Plans, Etc.

Subpart A.—General Rules

Section 401.—Qualified
Pension, Profit-Sharing, and
Stock Bonus Plans

26 CFR 1.401(b)-1: Certain retroactive changes in
plan.

A procedure describes when plans that are quali-
fied under § 401(a) or § 403(a) must be amended for
the Small Business Job Protection Act of 1996, Pub.
L. 104-188, the Uruguay Round Agreements Act,
Pub. L. 103465, and the Uniformed Services Em-
ployment and Reemployment Rights Act of 1994,
Pub. L. 103-353. See Rev. Proc. 97-41, page 489.

T.D. 8727

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Remedial Amendment Period

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains
final and temporary regulations relating
to the remedial amendment period, dur-
ing which a sponsor of a qualified retire-
ment plan or an employer that maintains
a qualified retirement plan can make
retroactive amendments to the plan to
eliminate certain qualification defects
for the entire period. These final and
temporary regulations clarify the scope
of the Commissioner’s authority to pro-
vide relief from plan disqualification
under the regulations, to enable the
Commissioner to provide appropriate re-
lief for plan amendments relating to
changes to the plan qualification rules
made in the Small Business Job Protec-
tion Act of 1996 and the Uruguay Round
Agreements Act of 1994. These final
and temporary regulations affect spon-
sors of qualified retirement plans, and
employers that maintain qualified retire-
ment plans. The text of the temporary
regulations also serves as the text of the
proposed regulations set forth in
REG-106043-97, page 654.

DATES: These regulations are effective
August 1, 1997.

SUPPLEMENTARY INFORMATION:
Background

This document contains amendments
to the Income Tax Regulations (26 CFR
part 1) under section 401(b). The tempo-
rary regulations provide guidance to clar-

ify the scope of the Commissioner’s au-
thority to provide relief from plan dis-
qualification under section 401(b) and
the regulations. This guidance will en-
able the Commissioner to provide appro-
priate relief concerning the timing of plan
amendments relating to changes to the
plan qualification rules made in the Small
Business Job Protection Act of 1996,
Pub. L. No. 104-188, and the Uruguay
Round Agreements Act of 1994, Pub. L.
No. 103-465, as well as for other plan
amendments that may be needed as a re-
sult of future changes to the Internal Rev-
enue Code.

Explanation of Provisions

Section 401(b) provides that a plan is
considered to satisfy the qualification re-
quirements of section 401(a) for the pe-
riod beginning with the date on which it
was put into effect, or for the period be-
ginning with the earlier of the date on
which any amendment that caused the
plan to fail to satisfy those requirements
was adopted or put into effect, and ending
with the time prescribed by law for filing
the employer’s return for the taxable year
in which that plan or amendment was
adopted (including extensions) or such
later time as the Secretary may designate.
The relief provided under section 401(b)
applies only if all provisions of the plan
needed to satisfy the qualification require-
ments are in effect by the end of the spec-
ified period and have been made effective
for all purposes for the entire period.

Section 1.401(b)-1(b) lists the plan
provisions that may be amended retroac-
tively pursuant to rules of section 401(b).
These plan provisions, termed “disquali-
fying provisions,” include the plan provi-
sions listed in section 401(b), as well as
plan provisions that result in failure of a
plan to satisfy the qualification require-
ments of the Code by reason of a change
in those requirements effected by the leg-
islation listed in §1.401(b)-1(b)(2)(1) and
(i1). Under §1.401(b)-1(b)(2)(ii), a dis-
qualifying provision also includes a plan
provision that is integral to a qualification
requirement changed by specified legisla-
tion. Section 1.401(b)-1(b)(2)(iii), as in
effect prior to amendment by the final
regulations, provided that a disqualifying
provision includes a plan provision that
results in failure of the plan to satisfy the
Code’s qualification requirements by rea-

1997-2 C.B. 47



son of a change in those requirements ef-
fected by amendments to the Code, that is
designated by the Commissioner, at the
Commissioner’s discretion, as a disquali-
fying provision.

Former §1.401(b)-1(c), which has been
redesignated §1.401(b)-1(d) under the
final regulations, provides rules for deter-
mining the period for which the relief pro-
vided under section 401(b) applies (the
“remedial amendment period”). Former
§1.401(b)-1(c)(1) defines the beginning
of the remedial amendment period for the
disqualifying provisions listed in
§1.401(b)-1(b)(1) and §1.401(b)-1(b)(2)-
(1) and (i1).

The temporary regulations make cer-
tain changes to clarify the scope of the
Commissioner’s authority to provide re-
lief from plan disqualification under sec-
tion 401(b). These changes are needed to
clarify the rules relating to the plan provi-
sions that may be designated by the Com-
missioner as disqualifying provisions
based on amendments to the plan qualifi-
cation requirements of the Internal Rev-
enue Code. Section 1.401(b)-1T(b)(3)
provides that a disqualifying provision

includes a plan provision designated by
the Commissioner, at the Commis-
sioner’s discretion, as a disqualifying
provision that either (1) results in the fail-
ure of the plan to satisfy the qualification

requirements of the Code by reason of a
change in those requirements; or (2) is in-
tegral to a qualification requirement of
the Code that has been changed. Section
1.401(b)-1T(c)(2) provides the Commis-
sioner with explicit authority to impose
limits and provide additional rules re-
garding the amendments that may be
made with respect to disqualifying provi-
sions during the remedial amendment pe-
riod. Section 1.401(b)-1T(d)(1)(iv) and
(v) provide conforming rules regarding
the beginning of the remedial amendment
period for disqualifying provisions de-
scribed in §1.401(b)-1T(b)(3).

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations and, because
the regulation does not impose a collec-
tion of information on small entities, the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue
Code, these temporary regulations will be
submitted to the Chief Counsel for Advo-
cacy of the Small Business Administra-

tion for comment on their impact on small
business.

* * * * *

Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding one entry for
§1.401(b)-1 to read in part as follows:

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

§1.401(b)-1 also issued under 26
U.S.C. 401(b). * * *

§1.401(b)-1 [Amended]

Par. 2. Section 1.401(b)-1 is amended
as follows:

1. Paragraphs (c), (d) and (e) are redes-
ignated as paragraphs (d), (e) and (f), re-
spectively.

2. Following newly redesignated para-
graph (d)(2)(iv), the two undesignated
paragraphs are designated as paragraphs
(d)(3) and (d)(4), respectively.

Par. 3. In the list below, for each sec-
tion indicated in the left column, remove
the language in the middle column, and
add the language in the right column.

SECTION

1.401(b)-1 (a), first sentence
1.401(b)-1 (b)(1)

1.401(b)-1 (d)(1)(i1)

1.401(b)-1 (d)}(1)(ii)

1.401(b)-1 (d)(2) introductory text
1.401(b)-1 (d)(3)

1.401(b)-1 (d)(4)

1.401(b)-1 (d)(4)

1.401(b)-1 (e)(1)(ii)(C), third sentence
1.401(b)-1 (e)(2)(11)(C), third sentence
1.401(b)-1 (e)(3) introductory text
1.401(b)-1 (e)(3) introductory text
1.401(b)-1 (e)(3) introductory text
1.401(b)-1 (e)(4)

1.401(b)-1 (e)(4)

1.401(b)-1 (e)(5) introductory text

1.401(b)-1 (e)(5) introductory text
1.401(b)-1 (e)(5)(ii1)

REMOVE

(¢), (d) and (e)

effective or

earlier), or

such provision.

paragraph (d)

(©)(2)(1), (c)(2)(ii), and (c)(2)(iii)

(©)(2)

(©)2)®

paragraph (d)(1)

paragraph (d)(2)

this paragraph (d)

which paragraph (d)(1) or (2)

in paragraph (d)(1) or (2)

paragraph (d)(3)

paragraph (c)

subdivisions (i), (ii) and (iii) of this
subparagraph

paragraph (¢)

paragraph (d)(5)(ii)

ADD

(d), (e) and (f)

effective.

earlier),

such provision, or
paragraph (e)

(d)2)D), (d)(2)(ii) and (d)(2)(iii)
(d(2)

(D)D)

paragraph (e)(1)

paragraph (e)(2)

this paragraph (e)

which paragraph (e)(1) or (2)
in paragraph (e)(1) or (2)
paragraph (e)(3)
paragraph (d)
paragraphs (e)(5)(i), (ii) and

(ii1) of this section

paragraph (d)
paragraph (e)(5)(ii)
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Par. 4. Section 1.401(b)-1 is further
amended as follows:

1. Paragraph (b)(2)(iii) is removed. .

2. Paragraphs (b)(3), (c) and (d)(1)(iv)
are added.

The additions read as follows:

§1.401(b)—1 Certain retroactive changes
in plan.

* * * * ES

(b) * * *

(3) A plan provision described in
§1.401(b)-1T(b)(3).

(c) Special rules applicable 1o disquali-
fying provisions. For special rules applic-
able to disqualifying provisions, see
§1.401(b)-1T(c).

(d) * * *

(1) % * *

(iv) In the case of a disqualifying provi-
sion described in §1.401(b)-1T(b)(3), the
date described in §1.401(b)-1T(d)(1)(iv)
or (v), whichever applies to the disquali-
fying provision.

Par. 5. Section 1.401(b)-1T is added to
read as follows:

§1.401(b)-1T Certain retroactive
changes in plan (temporary).

(a) [Reserved]. For further informa-
tion, see §1.401(b)-1(a).

(b) Disqualifying provisions. For pur-
poses of §1.401(b)-1, with respect to a
plan described in §1.401(b)-1(a), the term
“disqualifying provision” means:

(1) and (2) [Reserved]. For further in-
formation, see §1.401(b)-1(b)(1) and (2).

(3) A plan provision designated by the
Commissioner, at the Commissioner’s
discretion, as a disqualifying provision
that either—

(i) Results in the failure of the plan to
satisfy the qualification requirements of
the Code by reason of a change in those
requirements; or

(ii) Is integral to a qualification require-
ment of the Code that has been changed.

(c) Special rules applicable to disquali-
fying provisions—(1) Absence of plan
provision. For purposes of paragraph
(b)(3) of this section and §1.401(b)-
1(b)(2), a disqualifying provision in-
cludes the absence from a plan of a provi-
sion required by, or, if applicable, integral
to the applicable change to the qualifica-
tion requirements of the Internal Revenue
Code, if the plan was in effect on the date

the change became effective with respect
to the plan.

(2) Method of designating of disquali-
fying provisions. The Commissioner may
designate a plan provision as a disqualify-
ing provision pursuant to paragraph (b)(3)
of this section only in revenue rulings, no-
tices, and other guidance published in the
Internal Revenue Bulletin. See §601.601-
(d)(2)(ii)(b) of this chapter.

(3) Authority to impose limitations. In
the case of a provision that has been des-
ignated as a disqualifying provision by
the Commissioner pursuant to paragraph
(b)(3) of this section, the Commissioner
may impose limits and provide additional
rules regarding the amendments that may
be made with respect to that disqualifying
provision during the remedial amendment
period. The Commissioner may impose
these limits and provide these additional
rules only in revenue rulings, notices, and
other guidance published in the Internal
Revenue Bulletin. See §601.601(d)-
(2)(ii)(b) of this chapter.

(d) Remedial amendment period. (1)
The remedial amendment period with re-
spect to a disqualifying provision begins:

(i) through (iii) [Reserved]. For further
information, see §1.401(b)-1(d)(1)(i)
through (iii).

(iv) In the case of a disqualifying provi-
sion described in paragraph (b)(3)(i) of
this section, the date on which the change
effected by an amendment to the Internal
Revenue Code became effective with re-
spect to the plan, or

(v) In the case of a disqualifying provi-
sion described in paragraph (b)(3)(ii) of
this section, the first day on which the
plan was operated in accordance with
such provision, as amended, unless an-
other time is specified by the Commis-
sioner in revenue rulings, notices, and
other guidance published in the Internal
Revenue Bulletin. See §601.601(d)-
(2)(ii)(b) of this chapter.

(2) [Reserved]

Michael P. Dolan,
Acting Commissioner of
Internal Revenue.

Approved July 22, 1997.

(Filed by the Office of the Federal Register on July
31, 1997, 8:45 a.m., and published in the issue of the
Federal Register for August 1, 1997, 62 FR. 41272)

26 CFR 1.401(1)-1: Permitted disparity with
respect to employer-provided contributions or
benefits.

Covered compensation tables; 1998.
The covered compensation tables for the
1998 calendar year for determining con-
tributions to defined benefit plans and
permitted disparity are set forth.

Rev. Rul. 9745

This revenue ruling provides tables of
covered compensation under § 401(1)-
(5)(E) of the Internal Revenue Code (the
“Code”) and the Income Tax Regulations,
thereunder, for the 1998 plan year.

Section 401(1)(5)(E)(i) defines covered
compensation with respect to an em-
ployee, as the average of the contribution
and benefit bases in effect under § 230 of
the Social Security Act (the “Act”) for
each year in the 35-year period ending
with the year in which the employee at-
tains social security retirement age.

Section 401(1)(5)(E)(ii) of the Code
states that the determination for any year
preceding the year in which the employee
attains social security retirement age shall
be made by assuming that there is no in-
crease in covered compensation after the
determination year and before the em-
ployee attains social security retirement
age.

Section 1.401(1)~1(c)(34) of the regula-
tions defines the taxable wage base as the
contribution and benefit base under § 230
of the Act.

Section 1.401(1)-1(c)(7)(i) defines cov-
ered compensation for an employee as the
average (without indexing) of the taxable
wage bases in effect for each calendar
year during the 35-year period ending
with the last day of the calendar year in
which the employee attains (or will attain)
social security retirement age. A 35-year
period is used for all individuals regard-
less of the year of birth of the individual.
In determining an employee’s covered
compensation for a plan year, the taxable
wage base for all calendar years begin-
ning after the first day of the plan year is
assumed to be the same as the taxable
wage base in effect as of the beginning of
the plan year. An employee’s covered
compensation for a plan year beginning
after the 35-year period applicable under
§ 1.401(1)-1(c)(7)(i) is the employee’s
covered compensation for a plan year dur-
ing which the 35-year period ends. An
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employee’s covered compensation for a
plan year beginning before the 35-year
period applicable under this § 1.401(1)-
1(c)(7)() is the taxable wage base in ef-
fect as of the beginning of the plan year.
Section 1.401(1)-1(c)(7)(ii) provides

Calendar
Year of
Birth
1907
1908
1909
1910
1911
1912
1913
1914
1915
1916
1917
1918
1919
1920
1921
1922
1923
1924
1925
1926
1927
1928
1929
1930
1931
1932
1933
1934
1935
1936
1937
1938
1939
1940
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that, for purposes of determining the
amount of an employee’s covered com-
pensation under section 1.401(1)-1(c)-
(7)(1), a plan may use tables, provided by
the Commissioner, that are developed by
rounding the actual amounts of covered

1998 Covered Compensation Table

Calendar Year of
Social Security
Retirement Age

1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2004
2005
2006

compensation for different years of birth.
For purposes of determining covered
compensation for the 1998 year the tax-
able wage base is $68,400.
The following tables provide covered
compensation for 1998:

1998 Covered
Compensation

$4,488
4,704
5,004
5,316
5,664
6,060
6,480
7,044
7,692
8,460
9,300
10,236
11,232
12,276
13,368
14,520
15,708
16,968
18,312
19,728
21,192
22,716
24,312
25,920
27,576
29,304
31,128
32,940
34,752
36,528
38,292
41,748
43,488
45,216



1998 Covered Compensation Table—Continued

Calendar Calendar Year of 1998 Covered
Year of Social Security Compensation

Birth Retirement Age

1941 2007 46,908
1942 2008 48,552
1943 2009 50,136
1944 2010 51,684
1945 2011 53,208
1946 2012 54,684
1947 2013 56,136
1948 2014 57,432
1949 2015 58,644
1950 2016 59,760
1951 2017 60,780
1952 2018 61,716
1953 2019 62,592
1954 2020 63,420
1955 2022 64,872
1956 2023 65,544
1957 2024 66,120
1958 2025 66,612
1959 2026 67,044
1960 2027 67,404
1961 2028 67,716
1962 2029 67,944
1963 2030 68,148
1964 2031 68,304
1965 or later 2032 68,400

1998 Rounded Covered Compensation Table

Year of Birth Covered Compensation
1933 $30,000
1934 33,000
1935-1936 36,000
1937 39,000
1938 - 1939 42,000
1940 45,000
1941 - 1942 48,000
1943 - 1944 51,000
1945 — 1946 54,000
1947 - 1948 57,000
1949 — 1951 60,000
1952 — 1954 63,000
1955 - 1959 66,000
1960 or later 68,400
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Section 403.—Taxation of
Employee Annuities

A procedure describes when tax-sheltered annu-
ity plans within the meaning of § 403(b) must be
amended for the Small Business Job Protection Act
of 1996, Pub. L. 104-188. See Rev. Proc. 97-41,
page 489.

Section 408.—Individual
Retirement Accounts

26 CFR 1.408-5: Annual reports by trustees or
issuers.

Specifications for paper substitutes for Forms
1096, 1098, 1099, 5498, and W-2G. See Rev. Proc.
97-32, page 342.

26 CFR 1.408-7: Reports on distributions from
individual retirement plans.

Specifications for paper substitutes for Forms
1096, 1098, 1099, 5498, and W-2G. See Rev. Proc.
97-32, page 342.

Subpart B.—Special Rules

Section 412.—Minimum Funding
Standards

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 1997. See Rev. Rul. 97-27, page 97.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 1997. See Rev. Rul. 97-30, page 99.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of September 1997. See Rev. Rul. 97-36, page 101.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of October 1997. See Rev. Rul. 9741, page 102.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of November 1997. See Rev. Rul. 97-44,
page 104.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of December 1997. See Rev. Rul. 97-50,
page 106.
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Subchapter E.—Accounting Periods and
Methods of Accounting

Part li.—Methods of Accounting

Subpart A.—Methods of Accounting in General

Section 446.—General Rule for
Methods of Accounting

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

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting for package design costs.
See Rev. Proc. 97-35, page 448.

How may an automobile dealer change its
method of accounting to use the Alternative LIFO
Method. See Rev. Proc. 97-36, page 450.

26 CFR 1.446-1: General rule for methods of
accounting.
Questions and answers about the application of

section 475 and the regulations thereunder. See Rev.
Rul. 97-39, page 62.

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

What information must a taxpayer provide in
order to obtain automatic consent to change ac-
counting method when section 475(a) becomes ap-
plicable as a result of the taxpayer making an elec-
tion (i) to treat transactions within a consolidated
group as transactions with customers as provided by
section 1.475(c)-1(a), or (ii) not to be governed by
the exemptions from the status of a dealer in securi-
ties provided by section 1.475(c)-1(b) or —1(c)? See
Rev. Proc. 9743, page 494.

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

What procedures should taxpayers follow to ob-
tain automatic consent to change their method of ac-
counting for costs paid or incurred to convert or re-
place computer software to recognize dates
beginning in the year 2000. See Rev. Proc. 97-50,
page 525.

Subpart B.—Taxable Year For Which items of
Gross Income included

Section 451.—General Rule for
Taxable Year of Inclusion

What procedures must a taxpayer use to obtain au-
tomatic consent of the Commissioner to change its
method of accounting for the income from an advance
payment related to the sale of a multi-year service
warranty contract. See Rev. Proc. 97-37, page 455.

- —

Section 454.—Obligations
Issued at a Discount

26 CFR § 1.454-1: Obligations issued at a
discount.

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting for the interest income on
Series E or EE U.S. savings bonds. See Rev. Proc.

97-37, page 455.

- —

Section 455.—Prepaid
Subscription Income

26 CFR § 1.455-6: Time and manner of making
election.

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting for prepaid subscription in-
come. See Rev. Proc. 97-37, page 455.

Subpart C.—Taxable Year For Which
Deductions Taken

Section 461.—General Rule for
Taxable Year of Deduction
26 CFR § 1.461—4: Economic performance.

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
its method of accounting. See Rev. Proc. 97-37,
page 455.

Section 467.—Certain
Payments for the Use of
Property or Services

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 1997. See Rev. Rul. 97-27, page 97.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 1997. See Rev. Rul. 97-30, page 99.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of September 1997. See Rev. Rul. 97-36, page 101.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of October 1997. See Rev. Rul. 97-41, page 102.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of November 1997. See Rev. Rul. 97-44, page 104.



The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of December 1997. See Rev. Rul. 97-50, page 106.

Section 468.—Special Rules for
Mining and Solid Waste
Reclamation and Closing Costs

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of July 1997. See Rev. Rul. 97-27, page 97.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of August 1997. See Rev. Rul. 97-30, page 99.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of September 1997. See Rev. Rul. 97-36, page 101.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of October 1997. See Rev. Rul. 9741, page 102.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of November 1997. See Rev. Rul. 97-44, page 104.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of December 1997. See Rev. Rul. 97-50, page 106.

Subpart D.—Inventories

Section 471.—General Rule for
Inventories

26 CFR 1.471-1: Need for inventories.

The cost of recoverable and nonrecoverable line
pack gas or cushion gas is a capital expenditure.
Line pack gas or cushion gas in not inventory. See
Rev. Rul. 97-54, page 23.

26 CFR § 1.471-1: Need for inventories;
26 CFR § 1.471-2: Valuation of inventories;
26 CFR § 1.471-3: Inventories at cost.
What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change

its method of accounting for certain cash discounts.
See Rev. Proc. 97-37, page 455.

Section 472.—Last-in, First-out
Inventories

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The May 1997 Bureau of Labor
Statistics price indexes are accepted for
use by department stores employing the
retail inventory and last-in, first-out in-
ventory methods for valuing inventories

for tax years ended on, or with reference
to, May 31, 1997.

Rev. Rul. 97-28

The following Department Store Inven-
tory Price Indexes for May 1997 were is-
sued by the Bureau of Labor Statistics on
June 17, 1997. The indexes are accepted
by the Internal Revenue Service, under
§1.472—1(k) of the Income Tax Regula-
tions and Rev. Proc. 86-46, 1986-2 C.B.
739, for appropriate application to inven-
tories of department stores employing the
retail inventory and last-in, first-out in-
ventory methods for tax years ended on,
or with reference to, May 31, 1997.

The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of de-
partments, (b) three special combinations
of the major groups — soft goods,
durable goods, and miscellaneous goods,
and (c) a store total, which covers all de-
partments, including some not listed sep-
arately, except for the following: candy,
foods, liquor, tobacco, and contract de-
partments.

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS

(January 1941 = 100, unless otherwise noted)

Percent Change

Groups May May from May 1996
1996 1997 to May 1997!
l. PieceGoods. ...........oiviiiniin.. 545.1 529.2 -2.9
2. Domestics and Draperies.................... 649.3 649.3 0.0
3. Women’s and Children’s Shoes............... 659.7 663.7 0.6
4. Men’sShoes. . ........... ..., 906.5 918.8 14
S.Infants’Wear ............................. 631.2 642.0 0.7
6. Women’sUnderwear....................... 534.1 537.7 0.7
7. Women’s Hosiery. . ........... ... ... ....... 286.8 296.7 35
8. Women’s and Girls’ Accessories . ............. 550.8 566.2 2.8
9. Women'’s Outerwear and Girls’Wear .......... 4179 435.1 4.1
10. Men’sClothing . ................. ..., 626.1 630.2 0.7
11. Men’s Furnishings . ........................ 593.3 601.9 1.4
12. Boys’ Clothing and Furnishings .............. 4933 500.2 1.4
13 Jewelry ... ..o 1020.1 1004.9 -1.5
14, Notions . .......ovviniiiniiiiiiinnon.. 773.8 755.8 -23
15. Toilet Articlesand Drugs. .. ................. 883.8 907.2 2.6
16. Furniture and Bedding. ..................... 668.0 6734 0.8
17. Floor Coverings. . ............ooviivinn.. 576.1 592.7 2.9
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS—Continued

(January 1941 = 100, unless otherwise noted)

Percent Change

Groups June June from June 1996
1996 1997 to June 1997!

18. HOUSEWATES . . o oottt ieee e eene e 803.9 806.3 03
19. Major APpliances. . .. .....oovvnvennennrenee e 245.1 242.0 -1.3
20. Radio and TeleviSion . . ... vveeeevrvnrnnnennnnns 79.2 76.7 -3.2
21. Recreation and Education? ..............c.ooonn 112.8 109.8 2.7
22. Home Improvements? . .. ..........voveeenens 127.2 1324 4.1
23. AULO ACCESSOTIES? . . oot v v veneenneannneannens 107.4 107.2 -0.2
Groups 1—15: SoftGoods ............oviiineennn. 603.0 612.3 1.5
Groups 16 —20: Durable Goods. ...........c.oooenenn 467.6 4654 -0.5
Groups 21 —23: Misc. Goods? ... .....coviiiininns 113.7 112.2 -1.3

StOre TOtAl® - . oo e ettt e e 556.3 560.7 0.8

! Absence of a minus sign before percentage change in this column signifies price increase.

2 Indexes on a January 1986 = 100 base.

3 The store total index covers all departments, including some not listed separately, except for the following: candy, foods, liquor, to-

bacco, and contract departments.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The June 1997 Bureau of Labor
Statistics price indexes are accepted for
use by department stores employing the
retail inventory and last-in, first-out in-
ventory methods for valuing inventories
for tax years ended on, or with reference
to, June 30, 1997.

Rev. Rul. 97-32

The following Department Store Inven-

tory Price Indexes for June 1997 were is-
sued by the Burean of Labor Statistics on
July 16, 1997. The indexes are accepted
by the Internal Revenue Service, under
§1.472-1(k) of the Income Tax Regula-
tions and Rev. Proc. 86-46, 1986-2 C.B.
739, for appropriate application to inven-
tories of department stores employing the
retail inventory and last-in, first-out in-
ventory methods for tax years ended on,
or with reference to, June 30, 1997.

The Department Store Inventory Price
Indexes are prepared on a national basis

and include (a) 23 major groups of de-
partments, (b) three special combinations
of the major groups — soft goods,
durable goods, and miscellaneous goods,
and (c) a store total, which covers all de-
partments, including some not listed sep-
arately, except for the following: candy,
foods, liquor, tobacco, and contract de-
partments.

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS

(January 1941 = 100, unless otherwise noted)

Percent Change

Groups June June from June 1996
1996 1997 to June 1997!
1. Piece Goods . ..o ottt 551.1 541.0 -1.8
2. Domestics and Draperies ...................... 641.0 644.1 0.5
3. Women’s and Children’s Shoes ................. 649.3 651.0 0.3
4. Men’s SHOES . . .o\ o ot 895.4 904.0 1.0
S. Infants’Wear. .. ... ... .. 627.1 642.5 2.5
6. Women’s Underwear. . ........... ... ... .o... 535.4 539.3 0.7
7. Women’s Hosiery ............covuiiiiinnnnnn 288.0 295.7 2.7
8. Women'’s and Girls’ Accessories. ................ 545.5 569.4 4.4
9. Women’s Outerwear and Girls’Wear .. ........... 401.1 415.3 3.5
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS—Continued

(January 1941 = 100, unless otherwise noted)

Percent Change
Groups June June from June 1996
1996 1997 to June 19971

10. Men’sClothing . ............................. 612.2 625.0 2.1
11. Men’s Furnishings. ........................ ... 584.5 589.8 0.9
12. Boys’ Clothing and Furnishings . ................ 485.7 494.5 1.8
13. Jewelry. ... 1011.5 1002.1 -0.9
14 Notions . . ..., 774.1 752.1 -2.8
15. Toilet Articlesand Drugs . ..................... 877.8 913.5 4.1
16. Furniture and Bedding ........................ 673.6 673.2 -0.1
17. FloorCoverings ................cccouuuuin.. .. 576.4 5924 2.8
18. Housewares. ........... ..., 808.7 808.1 -0.1
19. Major Appliances . ...................0.oo.... 245.5 243.5 -0.8
20. Radioand Television .......................... 79.3 76.2 -39
21. Recreation and Education®..................... 112.8 109.5 2.9
22. Home Improvements2. . ..................... 127.4 132.8 4.2
23. Auto Accessories?. . ... ...t 107.5 108.0 0.5
Groups 1-15: SoftGoods ....................... 592.4 602.5 1.7
Groups 16 — 20: Durable Goods.................... 469.7 465.9 -0.8
Groups 21 -23: Misc. Goods2..................... 113.7 112.2 -1.3

Store Total® ................ .. oo, 550.3 554.8 0.8

! Absence of a minus sign before percentage change in this column signifies price increase.

2 Indexes on a January 1986 = 100 base.

3 The store total index covers all departments, including some not listed separately, except for the following: candy, foods, liquor, to-

bacco, and contract departments.

What is the “Alternative LIFO Method.” See
Rev. Proc. 97-36, page 450.

26 CFR §1.472—6: Change from LIFO inventory
method;

26 CFR §1.472-8: Dollar value method of pricing
LIFO inventories.

What procedures must a taxpayer use to obtain
automatic consent of the Commissioner to change
from the LIFO method of accounting for all its LIFO
inventory, or to change to an alternate LIFO inven-
tory method. See Rev. Proc. 97-37, page 455.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The July 1997 Bureau of Labor

Statistics price indexes are accepted for
use by department stores employing the
retail inventory and last-in, first-out in-
ventory methods for valuing inventories
for tax years ended on, or with reference
to, July 31, 1997.

Rev. Rul. 97-37

The following Department Store Inven-
tory Price Indexes for July 1997 were is-
sued by the Bureau of Labor Statistics on
August 14, 1997. The indexes are ac-
cepted by the Internal Revenue Service,
under § 1.472-1(k) of the Income Tax
Regulations and Rev. Proc. §6-46, 19862
C.B. 739, for appropriate application to in-

ventories of department stores employing
the retail inventory and last-in, first-out in-
ventory methods for tax years ended on, or
with reference to, July 31, 1997.

The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of de-
partments, (b) three special combinations
of the major groups - soft goods, durable
goods, and miscellaneous goods, and (c)
a store total, which covers all depart-
ments, including some not listed sepa-
rately, except for the following: candy,
foods, liquor, tobacco, and contract de-
partments.
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS
(January 1941 = 100, unless otherwise noted)

Percent Change

Groups July July from July 1996
1996 1997 to July 1997!

L. Piece Goods ... ... 539.2 539.8 0.1

2. Domestics and Draperies ..............cooviiieeannnnn 635.6 656.1 3.2
3. Women’s and Children’s Shoes ......................... 643.9 641.6 0.4

4. Men’s ShOes ...t 888.2 902.6 1.6
S. Infants” Wear ... ... ... 609.3 637.9 4.7

6. Women’s Underwear .................iiiiiinieronnnnn 536.9 543.5 1.2

7. Women’s Hosiery .........ooiiiiiiiiniiia . 289.3 297.8 29

8. Women’s and Girls’ Accessories ..............coouneion. 544.7 544.5 0.0

9. Women’s Outerwear and Girls’Wear . . ................... 380.6 395.0 3.8

10. Men’sClothing . ... ..o viiiiii e 610.3 621.6 1.9
11. Men’s Furnishings ............ ... .. oot 573.0 5859 23
12. Boys’ Clothing and Furnishings . ........................ 475.9 495.9 4.2
13, Jewelry ..ot 1016.0 1003.9 -12
14, NOHOMS .« .ttt et et e e e e e e 779.4 797.5 2.3
15. Toilet Articlesand Drugs ............ ... cooviiion.. 880.9 905.7 2.8
16. Furniture and Bedding .............. ... .. .o il 671.6 662.8 -1.3
17. Floor COVETiNgS .. ..ottt i 571.5 598.2 3.6
18. HOUSEWAIES .. ...\ vttie ettt 811.9 807.2 0.6
19. Major Appliances . ....... ...ttt 245.8 243.1 -1.1
20. Radioand Television ......... ... ... .. i, 79.2 75.9 —4.2
21. Recreation and Education® ...................covinnn.. 112.7 109.8 -2.6
22. Home IMprovements? . . .. ..........uuuunroeanenennenn. 126.8 132.7 4.7
23. AULO ACCESSOTIES . . . .\t vttt ee e e et e ieeeas 107.0 108.6 1.5
Groups 1 —15: SoftGoods ......... .. ... i 582.4 594.9 2.1
Groups 16 —20: Durable Goods . ..., 470.3 464.2 -1.3
Groups 21 —23: Misc. Goods? ... .........oiuriiienninnn.n 113.5 112.5 -0.9
Store Total® .. ... ..o 544.2 549.8 1.0

LAbsence of a minus sign before percentage change in this column signifies price increase.

Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, liquor, tobacco, and contract departments.

26 CFR 1.472-2(e): LIFO conformity requirement.

Last-in, first-out inventories, auto-
mobile dealers. A franchised automobile
dealer that elected the LIFO inventory
method violates the LIFO conformity re-
quirement of Code section 472 by provid-
ing to the credit subsidiary of its fran-
chisor an income statement that fails to
reflect the LIFO inventory method in the
computation of net income.

26 1997-2 C.B.

Rev. Rul. 97-42

ISSUE

Whether a franchised automobile
dealer that elected the last-in, first-out
(LIFO) inventory method for federal in-
come tax purposes violates the LIFO con-
formity requirement of § 472(c) or (e)(2)
of the Internal Revenue Code by provid-
ing certain monthly income statements to

the credit subsidiary of its franchisor (an
automobile manufacturer).

FACTS

A, B, and C are franchised automobile
dealers engaged in the purchase, sale, and
service of automobiles manufactured by
X. A, B, and C regularly finance their pur-
chases of new automobiles through ¥, a
subsidiary of X.



For federal income tax purposes, A, B,
and C use the accrual method of account-
ing and a calendar taxable year. Each
dealer elected to use the LIFO inventory
method to account for its automobile in-
ventory beginning with its taxable year
ended December 31, 1970.

Pursuant to the terms of the franchise
agreements with X and the financing
agreements with ¥, X and ¥ must receive
balance sheets and income statements
from A, B, and C within 10 days after the

end of each month. The income state-
ments are prepared in a format required
by X or on pre-printed forms supplied by
X and present the dealers’ operating re-
sults for both the month and the calendar
year-to-date.

During 1996, A, B, and C’s monthly fi-
nancial statements were received by X
and Y. In the January through November
income statements, A, B, and C calculated
their Cost of Goods Sold using the spe-
cific identification inventory method in-

stead of the LIFO inventory method.
Under the specific identification method,
the cost of the dealers’ beginning and end-
ing inventories is determined by reference
to X’s actual invoice price for the automo-
biles on hand.

Situation 1 — LIFO Reflected in Gross
Profit. A provided the following income
statement to X and Y for the month of De-
cember:

INCOME STATEMENT
December 1996

Month
Sales of Automobiles $ 300x
Cost of Goods Sold (255x)
Gross Profit $ 45x
Variable Expenses ( 12x)
Fixed Expenses (_18x)
Net Income $ 15x

Year-to-Date

$ 3,600x
(2.,400x)
$ 1,200x
( 144x)
( _216x)
$  840x

A calculated its Cost of Goods Sold for
the year and the month as follows. First,
A used the specific identification inven-
tory method to calculate a tentative cost
of goods sold for the year ($2,340x) and

the month ($195x). Then, A made an ad-
justment of $60x (representing a $60x in-
crease in A’s LIFO reserve for 1996) to
the tentative cost of goods sold to arrive at
Cost of Goods Sold for the year ($2,400x)

and the month ($255x), respectively.

Situation 2 — LIFO Reflected in Net
Income. B provided the following income
statement to X and Y for the month of De-
cember:

INCOME STATEMENT
December 1996

Month

Sales of Automobiles $ 300x
Cost of Goods Sold (195x)

Gross Profit $ 105x
Variable Expenses ( 12x)
Fixed Expenses ( 18x)
Operating Profit $ 75x
Other Income & Expenses (60x)

Net Income $ 15x

Year-to-Date
$ 3,600x

(2.340x)

$ 1,260x

( 144x)
_(216x)
$ 900x

( 60x)

$ 840x
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B used the specific identification inven-
tory method to calculate its Cost of Goods
Sold and Gross Profit for both the year
and month without adjusting for a $60x
increase in B’s LIFO reserve for 1996. On
the Other Income and Expenses line, B re-

duced Operating Profit in the Year-to-Date
column by $60x (representing the $60x in-
crease in B’s LIFO reserve for 1996) and
in the Month column by $60x to arrive at
B’s Net Income for the year ($840x) and
the month ($15x), respectively.

Situation 3 — LIFO Not ReﬂIeCtea' on
the Income Statement. C provided the
following income statement t0 X and Y for

the month of December:

INCOME STATEMENT
December 1996

Month

Sales of Automobiles $ 300x
Cost of Goods Sold (195x)

Gross Profit $ 105x
Variable Expenses ( 12x)
Fixed Expenses (_18x)
Operating Profit $ 75x
Other Income & Expenses -0

Net Income 75x

Year-to-Date
$ 3,600x
(2.340x)
$ 1,260x
( 144%)
( 216x)
$ 900x
0

$ 900x

C used the specific identification in-
ventory method to calculate its Cost of
Goods Sold, Gross Profit, and Net Income
for the year and month without adjusting
for a $60x increase in C’s LIFQO reserve
for 1996. Thus, the December 1996 in-
come statement does not reflect C’s use of
the LIFO inventory method.

LAW AND ANALYSIS

Section 472(a) authorizes a taxpayer to
use the LIFO inventory method in accor-
dance with regulations prescribed by the
Secretary.

Section 472(c) provides that a taxpayer
may not elect to use the LIFO inventory
method unless it establishes to the satis-
faction of the Commissioner that it used
no method other than the LIFO method in
inventorying goods to ascertain the in-
come, profit, or loss of the first taxable
year for which the LIFO method is to be
used, for the purpose of a report or state-
ment covering that taxable year to share-
holders, partners, other proprietors, or
beneficiaries, or for credit purposes.

Section 472(e) provides that a taxpayer
electing to use the LIFO inventory
method must continue to use the LIFO in-
ventory method unless the taxpayer: (1)
obtains the consent of the Commissioner
to change to a different method; or (2) is
required by the Commissioner to change
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to a different method because the tax-
payer has used some inventory method
other than LIFO to ascertain the income,
profit, or loss of any subsequent taxable
year in a report or statement covering that
taxable year (a) to shareholders, partners,
other proprietors, or beneficiaries, or (b)
for credit purposes.

Section 1.472-2(e)(1) of the Income
Tax Regulations provides that a taxpayer
electing to use the LIFO inventory
method must establish to the satisfaction
of the Commissioner that the taxpayer, in
ascertaining the income, profit, or loss of
the taxable year for which the LIFO in-
ventory method is first used, or for any
subsequent taxable year, for credit pur-
poses or for purposes of reports to share-
holders, partners, other proprietors, or
beneficiaries, has not used any inventory
method other than LIFO.

Section 1.472-2(e)(1) generally pro-
vides exceptions to the LIFO conformity
requirement. Under § 1.472-2(e)(1)(iv),
a taxpayer is not at variance with the
LIFO conformity requirement if it uses an
inventory method other than LIFO in a re-
port or statement covering a period of less
than an entire taxable year.

However, § 1.472-2(e)(6) provides that
a series of credit statements or financial
reports is considered a single statement or
report covering an entire taxable year if
the statements or reports in the series are

prepared using a single inventory method
and can be combined to disclose the in-
come, profit, or loss for the entire taxable
year. For this purpose a taxable year in-
cludes any one-year period that both be-
gins and ends in a taxable year for which
the taxpayer used the LIFO inventory
method. § 1.472-2(e)(2). Thus, income
statements prepared on the basis of a cal-
endar year may be subject to the LIFO
conformity requirement even though the
taxpayer employs a fiscal year for federal
income tax purposes.

Under § 1.472-2(e)(2)(vi), a taxpayer is
not at variance with the LIFO conformity
requirement if it uses costing methods or
accounting methods to ascertain income,
profit, or loss in financial statements for
credit purposes if such methods are not in-
consistent with the LIFO inventory
method. The use of cost estimates is an
example of a costing method that is not in-
consistent with the LIFO inventory
method. § 1.472-2(e)(8)(ix).

The financial statements received by ¥
are “for credit purposes” within the
meaning of §§ 472(c) and (e)(2) because
they were issued to a creditor with whom
A, B, and C maintain continuing credit re-
lationships. Thus, under §§ 472(c),
472(e)(2), and § 1.472-2(e)(1), A, B, and
C violated the LIFO conformity require-
ment if they used a method other than
LIFO in inventorying goods to ascertain



the income, profit, or loss for the taxable
year covered by the financial statements
provided to Y.

In Situations 1 and 2, A and B did not
violate the LIFO conformity requirement
in their statements to Y because they
used the LIFO method in inventorying
goods to ascertain their net income in the
Month and Year-to-Date columns of the
December income statement. The results
in Situations 1 and 2 would be the same
if the $60x LIFO adjustment reflected in
the Month and Year-to-Date columns of
the December 1996 income statement
had been a reasonable estimate of the
change in LIFO reserve for the year.
Further, if A or B had employed a fiscal
taxable year, the results in Situations 1
and 2 would be the same if A or B made
either an adjustment for the change in
the LIFO reserve that occurred during
the calendar year in the Month and Year-
to-Date column of the December income
statement or an adjustment for the
change in the LIFO reserve that occurred
during the fiscal year in the Month and
Year-to-Date columns of the income
statements provided for the last month of
the fiscal year.

In Situation 3, C violated the LIFO
conformity requirement in its statements

to Y because C used a method other than
LIFO in inventorying goods to ascertain
its net income in the Year-to-Date column
of the December income statement. Fur-
ther, C violated the LIFO conformity re-
quirement because the January through
November income statements can be
combined with the December income
statement to ascertain C’s net income for
the year using a single inventory method
other than LIFO. The result in Situation 3
would be the same even if C’s December
31, 1996 Balance Sheet had reflected a
1996 adjustment to C’s LIFO reserve.

HOLDING

A franchised automobile dealer that
elected the LIFO inventory method for
federal income tax purposes violates the
LIFO conformity requirement of § 472(c)
or (e)(2) by providing to the credit sub-
sidiary of its franchisor (an automobile
manufacturer) an income statement for
the taxable year that fails to reflect the
LIFO inventory method in the computa-
tion of net income.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFO; price indexes; department
stores. The August 1997 Bureau of Labor

Statistics price indexes are accepted for
use by department stores employing the
retail inventory and last-in, first-out in-
ventory methods for valuing inventories
for tax years ended on, or with reference
to, August 31, 1997.

Rev. Rul. 97-43

The following Department Store Inven-
tory Price Indexes for August 1997 were
issued by the Bureau of Labor Statistics
on September 16, 1997. The indexes are
accepted by the Internal Revenue Service,
under § 1.472-1(k) of the Income Tax
Regulations and Rev. Proc. 86-46, 1986-2
C.B. 739, for appropriate application to
inventories of department stores employ-
ing the retail inventory and last-in, first-
out inventory methods for tax years ended
on, or with reference to, August 31, 1997.

The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of depart-
ments, (b) three special combinations of
the major groups - soft goods, durable
goods, and miscellaneous goods, and (c) a
store total, which covers all departments,
including some not listed separately, ex-
cept for the following: candy, foods,
liquor, tobacco, and contract departments

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS

(January 1941 = 100, unless otherwise noted)

Percent Change

Groups Aug. Aug. from Aug. 1996
1996 1997 to Aug. 1997!
Lo Piece Goods . ....oiiini 524.3 509.3 2.9
2. Domestics and Draperies ..............ccooviiinenenn.. 642.6 652.8 1.6
3. Women’s and Children’s Shoes ......................... 640.3 644.1 0.6
4, Men’s Shoes .. ..o i 895.9 895.6 0.0
S. Infants” Wear . ... .. .. 610.3 621.2 1.8
6. Women’s Underwear ...............ccuuriiuininannnn.. 525.8 548.8 44
7. Women’sHosiery .......... ..., 287.5 301.6 49
8. Women’s and Girls’ Accessories . ............couvuvnen.. 546.2 539.7 -1.2
9. Women’s Outerwearand Girls’Wear ... .................. 381.2 3974 4.2
10. Men’sClothing .. .......... ..ot 611.7 621.2 1.6
11. Men’s Furnishings .......... ... ... ... ... ... ... ..... 567.9 584.8 3.0
12. Boys’ Clothing and Furnishings . . ....................... 485.4 4922 1.4
13, Jewelry . ..o 1023.8 1008.6 -1.5
0 £ T 7 OO 770.0 793.8 3.1
15. Toilet Articlesand Drugs . ............................. 885.1 904.7 2.2
16. Furnitureand Bedding . ....... ... ... .. ... ... .. ..... 669.2 661.0 -12
17. Floor COVErings . ..........uouuiiiniiiiineinneann.. 588.7 598.8 1.7
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE ‘
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS—Continued

(January 1941 = 100, unless otherwise noted)

Percent Change

Groups Aug. Aug. from Aug. 1996
1996 1997 to Aug. 19971

18. Housewares ............ ..t 810.6 806.1 -0.6
19. Major Appliances .. ... 244.8 242.8 -0.8
20. Radio and Television . ... ..., 78.8 75.4 —4.3
21. Recreation and EducationZ . ... ... ... urrii... 112.1 110.1 -1.8
22. Home Improvements® . ...............coiuuuueunuinn. 1259 132.3 5.1
23, AULO ACCESSOTIESZ .« oo e oo 107.2 108.4 1.1
Groups 1-15: SoftGoods . ..........coiiiiniiinnn. 582.9 594.5 2.0
Groups 16 —20: Durable Goods . .............c.ccooiiin... 469.2 463.1 -1.3
Groups 21 —23: Misc. Goods? ... ..o oot 113.1 112.6 0.4

Store Total3- .. ... ... ... ... 544.0 549.3 1.0

! Absence of a minus sign before percentage change in this column signifies price increase.

ZIndexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, liquor, to-

bacco, and contract departments.

26 CFR 1.472-1: Last-in, first-out inventories.

LIFQO; price indexes; department
stores. The September 1997 Bureau of
Labor Statistics price indexes are ac-
cepted for use by department stores em-
ploying the retail inventory and last-in,
first-out inventory methods for valuing
inventories for tax years ended on, or with
reference to, September 30, 1997.

Rev. Rul. 97-47

The following Department Store Inven-
tory Price Indexes for September 1997

60 1997-2 C.B.

were issued by the Bureau of Labor Sta-
tistics on October 16, 1997. The indexes
are accepted by the Internal Revenue Ser-
vice, under § 1.472-1(k) of the Income
Tax Regulations and Rev. Proc. 8646,
1986-2 C.B. 739, for appropriate applica-
tion to inventories of department stores
employing the retail inventory and last-in,
first-out inventory methods for tax years
ended on, or with reference to, September
30, 1997.

The Department Store Inventory Price
Indexes are prepared on a national basis

and include (a) 23 major groups of depart-
ments, (b) three special combinations of
the major groups - soft goods, durable
goods, and miscellaneous goods, and (c) a
store total, which covers all departments,
including some not listed separately, ex-
cept for the following: candy, foods,
liquor, tobacco, and contract departments.



BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS
(January 1941 = 100, unless otherwise noted)

Percent Change

Groups Sept. Sept. from Sept. 1996
1996 1997 to Sept. 1997!

Lo Piece Goods .. ..o 534.8 521.1 -2.6
2. Domestics and Draperie ...................couiuiniiiiii i, 644.1 646.6 04
3. Women’s and Children’s Shoes . . ..., 647.9 652.0 0.6
4. Men’sShoes ... ... 916.1 902.9 -14
S.Infants’ Wear . ... .. 631.9 623.3 -14
6. Women’sUnderwear ............... ... oo, 536.0 557.8 4.1
7. Women’s HOSIETy ... ........uiuine 289.0 304.3 53
8. Women'’s and Girls” ACCESSOTIES ... ......ouveeenneneeennn, 557.1 544.1 -2.3
9. Women’s Outerwear and Girls"Wear ............................. 407.2 422.2 3.7
10. Men’sClothing ............... .. .. i, 612.0 620.2 1.3
11. Men’s Fumnishings ............ ... ... ... ... ... ... ... ... ..... 573.6 603.1 5.1
12. Boys’ Clothing and Furnishings ............... ... ... ............ 489.8 498.7 1.8
13, JeWelry oo 1040.3 1009.5 =30
14, NOtIODS . oottt et e e 795.2 842.0 59
15. ToiletArticlesand Drugs . . ...t 895.9 904.6 1.0
16. Fumnitureand Bedding .. .......... ... ... .. .. ... ... .. 675.6 662.7 -1.9
17. Floor COVETINGS . . . ..o vttt ittt i it 589.9 583.2 -1.1
18. HOUSEWAIES . . ..o\ttt et 810.0 816.8 0.8
19. Major Appliances .. ..............oiuuiiiiiniiii 247.1 243.4 -1.5
20. Radioand Television .......... ... i, 77.2 74.9 =30
21. Recreation and Education? ................ ... ... 0 i, 111.4 108.9 2.2
22. Home Improvements? .. ...............c.iuiuenrunennaneaennn., 125.9 131.7 4.6
23, AULO ACCESSOTIES? . ...\ i\ttt e e e e e e e 107.0 108.3 1.2
Groups 1—15: SoftGoods . .............ooiiiiiiiii . 596.8 606.4 1.6
Groups 16 —20: Durable Goods .................ccoiiiiiinnou.n.. 469.0 465.3 -0.8
Groups 21 —23: Misc. Goods? . ... 112.6 111.8 -0.7
Store Total® . .. ..o 552.2 556.7 0.8

! Absence of a minus sign before percentage change in this column signifies price increase.

%Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, liquor, to-

bacco, and contract departments.

26 CFR 1.472—1: Last-in, first-out inventories.

LIFQ; price indexes; department
stores. The October 1997 Burean of
Labor Statistics price indexes are ac-
cepted for use by department stores em-
ploying the retail inventory and last-in,
first-out inventory methods for valuing
inventories for tax years ended on, or
within reference to, October 31, 1997.

Rev. Rul. 97-52

The following Department Store Inven-
tory Price Indexes for October 1997 were

issued by the Bureau of Labor Statistics
on November 18, 1997. The indexes are
accepted by the Internal Revenue Service,
under § 1.472-1(k) of the Income Tax
Regulations and Rev. Proc. §6-46,
1986-2 C.B. 739, for appropriate applica-
tion to inventories of department stores
employing the retail inventory and last-in,
first-out inventory methods for tax years
ended on, or with reference to, October
31, 1997.

The Department Store Inventory Price
Indexes are prepared on a national basis
and include (a) 23 major groups of depart-

ments, (b) three special combinations of
the major groups - soft goods, durable
goods, and miscellaneous goods, and (c) a
store total, which covers all departments,
including some not listed separately, ex-
cept for the following: candy, foods,
liquor, tobacco, and contract departments.
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS
(January 1941 = 100, unless otherwise noted)

Percent Change

GI'OUpS Qct. Oct. from Oct. 1996
1996 1997 to Oct. 1997!

Lo Piece Goods . .. ... 561.0 534.5 4.7
2. Domestics and DIaperies . .. .. ... ...o.uueireoeaearaeneeeneen. 641.0 638.4 -0.4
3. Women’s and Children’s Shoes ... .........o.ouiiiureiieeinreennn. 661.8 672.2 1.6
4. Men’s ShOBS .. ...t e 920.1 910.2 -1.1
S. Infants” Wear ... .. ... . . 626.4 615.5 -1.7
6. Women’s Underwear . ...............oouuiiiinnneaiiieennnnne. 536.8 560.1 4.3
7. Women’s HOSIery .............'iiuiiieiiiiiiiiiiiiiineeens 285.7 301.6 5.6
8. Women’s and Girls’ ACCESSOTIES . ... ...ovrrreeeeeeeananaannns 557.5 541.7 -2.8
9. Women’s Outerwear and Girls’Wear ...............ccoovevinnnn... 4175 431.3 33
10, Men’s Clothing . ...... ...ttt 621.9 625.3 0.5
11. Men’s Furnishings ............ ... o, 581.7 601.0 33
12. Boys’ Clothing and Furnishings ..................c.oieeiina... 490.7 505.9 3.1
D3, Jewelry .o e 1043.6 995.5 -4.6
14, NOHODS ... e 797.3 844.4 59
15. Toilet Articles and Drugs . .. .....oo vttt i 9014 9164 1.7
16. Furniture and Bedding . ........... .. .. . 667.5 666.2 -0.2
17, Floor COVEringS . . ..o ittt ittt et i i ien e e iieeanns 585.2 578.2 -1.2
18, HOoUSEWAres .. .......c.oitiiiiii e it 808.1 812.1 0.5
19. Major Appliances . ...........iiiiieieiiii i 246.2 2433 -1.2
20. Radioand Television . ............ ...t 77.8 74.5 —4.2
21. Recreation and Education® . ..................cuiiiiiiiiiianan.. 111.8 108.6 -2.9
22. Home Improvements? .. .............c.uuiuniineonenneinennen.. 125.6 132.7 5.7
23, AUto ACCESSOTIESZ . . ..o\ttt et et 107.4 107.9 0.5
Groups 1-15: Soft Goods . ...t 603.4 610.1 1.1
Groups 16 —20: Durable Goods .............c.ciiiiiiiiiiinnnn... 467.7 463.9 0.8
Groups 21 —23: Misc. Goods? .......... ...ttt 1129 111.6 -12
Store TOtal® .. ... 556.1 558.5 0.4

! Absence of a minus sign before percentage change in this column signifies price increase.

%Indexes on a January 1986=100 base.

3The store total index covers all departments, including some not listed separately, except for the following: candy, foods, liquor, to-

bacco, and contract departments.

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

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

Mark-to-market accounting method
for dealers in securities. This ruling pro-
vides guidance to enable taxpayers to
comply with the mark-to-market require-
ments of section 475 of the Code. Rev.
Ruls. 94-7 and 93-76 clarified, modified,
partially obsoleted, and superseded.
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Rev. Rul. 97-39

PURPOSE

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

LAW

Section 475 of the Code was enacted
on August 10, 1993, in the Omnibus Bud-
get Reconciliation Act of 1993 (the
“1993 Act”), section 13223, 1993-3 C.B.
1, 69. It requires mark-to-market ac-
counting treatment for certain securities
held by a “dealer in securities” as defined
in § 475(c)(1). This requirement is effec-
tive for all taxable years ending on or
after December 31, 1993. Section 475
was amended on August 5, 1997, in the
Taxpayer Relief Act of 1997 (the “1997



Act”), section 1001(b) (redesignating
old § 475(e) as § 475(g) and adding new
§ 475(e) and (f) to allow dealers in com-
modities and traders in securities and
commodities to elect mark-to-market ac-
counting, effective for taxable years end-
ing after August 5, 1997). This revenue
ruling is limited to issues arising under
the 1993 Act and does not address issues
arising under the 1997 Act.

Section 475(a) sets forth two mark-to-
market rules. First, any security that is in-
ventory in the hands of a dealer must be
included in inventory at its fair market
value. Second, any security that is not in-
ventory in the hands of a dealer and that is
held at the close of any taxable year is
treated as sold by the dealer for its fair
market value on the last business day of
that taxable year, and any gain or loss is
required to be taken into account for that
taxable year.

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

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

ISSUES AND HOLDINGS

Issue 1: If a taxpayer is not otherwise a
dealer in securities within the meaning of
§ 475(c)(1) but, nevertheless, timely iden-

tifies all of its securities as being covered
by one of the exceptions in § 475(b)(1),
does that “protective identification” cause
the taxpayer to be treated as a dealer?

Holding 1: No. A taxpayer that is not a
dealer in securities within the meaning of
§ 475(c)(1) does not become a dealer in
securities or create an inference that it is a
dealer in securities by making a protective
identification of its securities.

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

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

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

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

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

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

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

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

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

Holding 6: No. Unless the Commis-
sioner otherwise prescribes, a dealer may
comply with the identification require-
ments under § 475 using any reasonable
method (see, for example, guidance con-
cerning identification requirements under
§§ 988(a)(1)(B), 1221, 1236(a)(1), and
1256(e)(2)(C)). The identification, how-
ever, must be made on, and retained as
part of, the dealer’s books and records.
The dealer’s books and records must
clearly indicate the specific security or
hedge being identified, and the identifica-
tion must clearly indicate that it is being
made for purposes of § 475. Alterna-
tively, the dealer may identify specific ac-
counts as containing only securities or
hedges that are covered by a particular ex-
ception, so that placing a security or
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hedge in the account identifies the secu-
rity or hedge as being covered by that ex-
ception. Under § 1.475(b)-2(a), an iden-
tification need not distinguish between an
exception under § 475(b)(1)(A) (concem-
ing certain securities held for investment)
and one under § 475(b)(1)(B) (concerning
securities not held for sale). Exceptions
under either of these provisions, however,
must be distinguished from exceptions
under § 475(b)(1)(C) (concerning securi-
ties held as hedges).
In addition, rather than identifying spe-
cific securities or accounts as being cov-
ered by an exception described in
§ 475(b)(1), a dealer may comply with the
identification requirement under § 475(b)
by clearly indicating the specific securities
or accounts that are not covered by a par-
ticular exception (that is, indicating that
they are covered by some other exception
or that they are not exempt) and identify-
ing all other securities or accounts as
being covered by a particular exception.
For example, a dealer may place on its
books and records a statement that, un-
less otherwise identified, all of its securi-
ties for which an identification is still
timely (including securities yet to be ac-
quired) are identified as exempt under
either § 475(b)(1)(A) or (B). This state-
ment is effective to identify under
§ 475(b)(1)(A) or (B) each security cov-
ered by its terms unless, before the expi-
ration of the period during which the se-
curity may be timely identified, the
dealer identifies it as not exempt or as
exempt under § 475(b)(1)(C).
Analogously, under Rev. Rul. 64-160,
1964-1 (Part 1) C.B. 306, modified by
Rev. Rul. 76-489, 1976-2 C.B. 250,
dealers can identify specified accounts as
containing only securities held for invest-
ment for purposes of § 1236(a)(1). Ac-
cordingly, dealers can satisfy the identifi-
cation requirements of § 475(b)(2) by
unambiguously indicating that all of the
securities in one or more of these ac-
counts are also described, for example, in
§ 475(b)(1)(A) or (B). Once such an
identification of an account is made,
placing a security in the account identi-
fies the security not only as being “held
for investment” for purposes of § 1236
but also as being described in the applica-
ble subparagraph of § 475(b)(1).

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

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

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

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

Issues 9, 10, and 11 discussed transi-
tional issues concerning proper identifica-
tion, computation of adjustments, and the
period over which to spread any adjust-
ments, for taxable years that included De-
cember 31, 1993. As the transition period
has now passed, Issues 9, 10, and 11 are
obsolete and are not reprinted in this rev-
enue ruling.

Issue 12: May a taxpayer use an
amended return to make an election under
§ 1.475(c)-1(c)(1)(ii) (which concerns
taxpayers that purchase securities from
customers but make no more than negligi-
ble sales of securities)?

Holding 12: For any taxable year for
which an original federal income tax re-
turn is filed after October 31, 1997, an
election under § 1.475(c)-1(c)(1)(ii) must

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

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

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

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

Issue 14: What is the general rule for
identifying a security as excepted from
mark-to-market accounting?

Holding 14: For a security to be exempt
from mark-to-market accounting, the tax-
payer must make an identification that is
timely under § 475(b)(2), which generally
requires a security to be identified before
the close of the day on which it is acquired.
For the only current exceptions to this rule,
see Holding 8 above (identifications of se-
curities by financial institutions and dealers
in mortgages), § 1.475(b)-1(b)(4)(ii)(A)



(identification of securities to which
§ 1.475(b)-1(b)(1) ceases to apply), and
Holding 15 below (special identification
rules for taxpayers not treated as dealers
under § 1.475(c)-1T). For information
about the required specificity of the identi-
fication, see Holding 5 above.

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

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

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

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

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

Under the special identification regime,
a transition security was properly identified
as exempt for the purposes of § 475(b)(2)
or (¢)(2)(F)(iii) if the information that is
contained in the taxpayer’s books and
records and that was entered substantially
contemporaneously with the date of acqui-
sition of the transition security supports a
conclusion that the transition security was
described by § 475(b)(1)(A), (B), or (C).
This rule applies even if the information in
the books and records does not meet the
specificity that Holding 5 generally re-
quires for identification. The status of a

transition security that was acquired before
the first day of the taxable year for which
the election is being made is determined by
examining the books and records as of the
last day of the preceding taxable year.

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

A taxpayer, in determining whether a
transition security must be identified, must
apply the following principles: if the tran-
sition security was identified under
§ 1.1221-2 or § 1256(e) and the item
being hedged is described in
§ 475(b)(1)(C)(i) or (ii), the § 1.1221-2 or
§ 1256(e) identification constitutes an
identification for purposes of § 475(b)(2);
and, if the item being hedged was ordinary
property, as defined in § 1.1221-2, and the
taxpayer did not identify the transition se-
curity as a hedging transaction, the transi-
tion security cannot be identified under
§ 4750)(1)(O).

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

Issue 16: If an issuer of an evidence of
indebtedness has the right to prepay at
any time without a penalty (for example,
a revolving credit card balance), does that
right preclude that indebtedness from

having a fair market value that is greater
than the face value of the obligation?

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

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

Holding 17: Generally, a taxpayer must
make an election out of all applicable ex-
emp