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§1.0-1 Internal Revenue Code of 1954
and regulations.

(a) Enactment of law. The Internal
Revenue Code of 1954 which became law
upon enactment of Public Law 591, 83d
Congress, approved August 16, 1954, pro-
vides in part as follows:

Be it enacted by the Senate and House of Rep-
resentatives of the United States of America in
Congress assembled, That

(a) Citation. (1) The provisions of this Act
set forth under the heading ‘‘Internal Rev-
enue Title” may be cited as the ‘‘Internal
Revenue Code of 1954

(2) The Internal Revenue Code enacted on
February 10, 1939, as amended, may be cited
as the ‘“‘Internal Revenue Code of 1939”.

(b) Publication. This Act shall be published
as volume 68A of the United States Statutes
at Large, with a comprehensive table of con-
tents and an appendix; but without an index
or marginal references. The date of enact-
ment, bill number, public law number, and
chapter number, shall be printed as a head-
note.

(c) Cross reference. For saving provisions,
effective date provisions, and other related
provisions, see chapter 80 (sec. 7801 and fol-
lowing) of the Internal Revenue Code of 1954.

(d) Enactment of Internal Revenue Title into
law. The Internal Revenue Title referred to
in subsection (a)(1) is as follows:

* * * * *

In general, the provisions of the Internal
Revenue Code of 1954 are applicable with re-
spect to taxable years beginning after De-
cember 31, 1953, and ending after August 16,
1954. Certain provisions of that Code are
deemed to be included in the Internal Rev-
enue Code of 1939. See section 7851.

(b) Scope of regulations. The regulations in
this part deal with (1) the income taxes im-
posed under subtitle A of the Internal Rev-
enue Code of 1954, and (2) certain administra-
tive provisions contained in subtitle F of
such Code relating to such taxes. In general,
the applicability of such regulations is com-
mensurate with the applicability of the re-
spective provisions of the Internal Revenue
Code of 1954 except that with respect to the
provisions of the Internal Revenue Code of
1954 which are deemed to be included in the
Internal Revenue Code of 1939, the regula-
tions relating to such provisions are applica-
ble to certain fiscal years and short taxable
years which are subject to the Internal Rev-
enue Code of 1939. Those provisions of the
regulations which are applicable to taxable
years subject to the Internal Revenue Code
of 1939 and the specific taxable years to
which such provisions are so applicable are
identified in each instance. The regulations
in 26 CFR (1939) part 39 (Regulations 118) are

§1.1-1

continued in effect until superseded by the
regulations in this part. See Treasury Deci-
sion 6091, approved August 16, 1954 (19 FR
5167, C.B. 1954-2, 47).

NORMAL TAXES AND SURTAXES
DETERMINATION OF TAX LIABILITY
TAX ON INDIVIDUALS

§1.1-1 Income tax on individuals.

(a) General rule. (1) Section 1 of the
Code imposes an income tax on the in-
come of every individual who is a cit-
izen or resident of the United States
and, to the extent provided by section
871(b) or 877(b), on the income of a non-
resident alien individual. For optional
tax in the case of taxpayers with ad-
justed gross income of less than $10,000
(less than $5,000 for taxable years be-
ginning before January 1, 1970) see sec-
tion 3. The tax imposed is upon taxable
income (determined by subtracting the
allowable deductions from gross in-
come). The tax is determined in ac-
cordance with the table contained in
section 1. See subparagraph (2) of this
paragraph for reference guides to the
appropriate table for taxable years be-
ginning on or after January 1, 1964, and
before January 1, 1965, taxable years
beginning after December 31, 1964, and
before January 1, 1971, and taxable
years beginning after December 31,
1970. In certain cases credits are al-
lowed against the amount of the tax.
See part IV (section 31 and following),
subchapter A, chapter 1 of the Code. In
general, the tax is payable upon the
basis of returns rendered by persons
liable therefor (subchapter A (sections
6001 and following), chapter 61 of the
Code) or at the source of the income by
withholding. For the computation of
tax in the case of a joint return of a
husband and wife, or a return of a sur-
viving spouse, for taxable years begin-
ning before January 1, 1971, see section
2. The computation of tax in such a
case for taxable years beginning after
December 31, 1970, is determined in ac-
cordance with the table contained in
section 1(a) as amended by the Tax Re-
form Act of 1969. For other rates of tax
on individuals, see section 5(a). For the
imposition of an additional tax for the
calendar years 1968, 1969, and 1970, see
section 51(a).



§1.1-1

(2)(i) For taxable years beginning on
or after January 1, 1964, the tax im-
posed upon a single individual, a head
of a household, a married individual
filing a separate return, and estates
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and trusts is the tax imposed by sec-
tion 1 determined in accordance with
the appropriate table contained in the
following subsection of section 1:

Taxable years beginning
in 1964

Taxable years beginning
after 1964 but before

Taxable years beginning after Dec. 31,
1970 (references in this column are to
the Code as amended by the Tax Reform

1971 Act of 1969)
Single individual Sec. Sec. 1(a)(2) Sec. 1(c).
Head of a household .......... | Sec. Sec. 1(b)(2) .. Sec. 1(b).
Married individual filing a Sec. Sec. 1(a)(2) Sec. 1(d).
separate return.
Estates and trusts ............... Sec. 1(a)(1) eeevereerrenee Sec. 1(a)(2) .oovveeereernenne Sec. 1(d).

(ii) For taxable years beginning after
December 31, 1970, the tax imposed by
section 1(d), as amended by the Tax Re-
form Act of 1969, shall apply to the in-
come effectively connected with the
conduct of a trade or business in the
United States by a married alien indi-
vidual who is a nonresident of the
United States for all or part of the tax-
able year or by a foreign estate or
trust. For such years the tax imposed
by section 1(c), as amended by such
Act, shall apply to the income effec-
tively connected with the conduct of a
trade or business in the United States
by an unmarried alien individual (other
than a surviving spouse) who is a non-
resident of the United States for all or
part of the taxable year. See paragraph
(b)(2) of §1.871-8.

(3) The income tax imposed by sec-
tion 1 upon any amount of taxable in-
come is computed by adding to the in-
come tax for the bracket in which that
amount falls in the appropriate table
in section 1 the income tax upon the
excess of that amount over the bottom
of the bracket at the rate indicated in
such table.

(4) The provisions of section 1 of the
Code, as amended by the Tax Reform
Act of 1969, and of this paragraph may
be illustrated by the following exam-
ples:

Example 1. A, an unmarried individual, had
taxable income for the calendar year 1964 of
$15,750. Accordingly, the tax upon such tax-
able income would be $4,507.50, computed as
follows from the table in section 1(a)(1):

Tax on $14,000 (from table) ..........cccoerrereeereennnns $3,790.00

Tax on $1,750 (at 41 percent as determined
from the table) e . 717.50
Total tax on $15,750 ....ccooveeveeieieiinens 4,507.50
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Example 2. Assume the same facts as in ex-
ample (1), except the figures are for the cal-
endar year 1965. The tax upon such taxable
income would be $4,232.50, computed as fol-
lows from the table in section 1(a)(2):

Tax on $14,000 (from table) ..........cccceovvvvvrcrrenenes $3,550.00

Tax on $1,750 (at 39 percent as determined
from the table) . 682.50
Total tax on $15,750 ....ccooveevieieieinienens 4,232.50

Example 3. Assume the same facts as in ex-
ample (1), except the figures are for the cal-
endar year 1971. The tax upon such taxable
income would be $3,752.50, computed as fol-
lows from the table in section 1(c), as amend-
ed:

Tax on $14,000 (from table) ........ccccceererereeerennnnns $3,210.00

Tax on $1,750 (at 31 percent as determined
from the table) 542.50
Total tax on $15,750 ......ccccvvveciiiiicicnne 3,752.50

(b) Citicens or residents of the United
States liable to tax. In general, all citi-
zens of the United States, wherever
resident, and all resident alien individ-
uals are liable to the income taxes im-
posed by the Code whether the income
is received from sources within or
without the United States. Pursuant to
section 876, a nonresident alien indi-
vidual who is a bona fide resident of a
section 931 possession (as defined in
§1.931-1(c)(1) of this chapter) or Puerto
Rico during the entire taxable year is,
except as provided in section 931 or 933
with respect to income from sources
within such possessions, subject to tax-
ation in the same manner as a resident
alien individual. As to tax on non-
resident alien individuals, see sections
871 and 877.

(c) Who is a citizen. Every person born
or naturalized in the United States and
subject to its jurisdiction is a citizen.
For other rules governing the acquisi-
tion of citizenship, see chapters 1 and 2
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of title III of the Immigration and Na-
tionality Act (8 U.S.C. 1401-1459). For
rules governing loss of citizenship, see
sections 349 to 357, inclusive, of such
Act (8 U.S.C. 1481-1489), Schneider v.
Rusk, (1964) 377 U.S. 163, and Rev. Rul.
70-506, C.B. 1970-2, 1. For rules per-
taining to persons who are nationals
but not citizens at birth, e.g., a person
born in American Samoa, see section
308 of such Act (8 U.S.C. 1408). For spe-
cial rules applicable to certain expatri-
ates who have lost citizenship with a
principal purpose of avoiding certain
taxes, see section 877. A foreigner who
has filed his declaration of intention of
becoming a citizen but who has not yet
been admitted to citizenship by a final
order of a naturalization court is an
alien.

(d) Effective/applicability date. The
second sentence of paragraph (b) of this
section applies to taxable years ending
after April 9, 2008.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 7332, 39 FR 44216, Dec. 23,
1974; T.D. 9391, 73 FR 19358, Apr. 9, 2008]

§1.1-2 Limitation on tax.

(a) Taxable years ending before Janu-
ary 1, 1971. For taxable years ending be-
fore January 1, 1971, the tax imposed by
section 1 (whether by subsection (a) or
subsection (b) thereof) shall not exceed
87 percent of the taxable income for the
taxable year. For purposes of deter-
mining this limitation the tax under
section 1 (a) or (b) and the tax at the
87-percent rate shall each be computed
before the allowance of any credits
against the tax. Where the alternative
tax on capital gains is imposed under
section 1201(b), the 87-percent limita-
tion shall apply only to the partial tax
computed on the taxable income re-
duced by 50 percent of the excess of net
long-term capital gains over net short-
term capital losses. Where, for pur-
poses of computations under the in-
come averaging provisions, section
1201(b) is treated as imposing the alter-
native tax on capital gains computed
under section 1304(e)(2), the 87-percent
limitation shall apply only to the tax
equal to the tax imposed by section 1,
reduced by the amount of the tax im-
posed by section 1 which is attributable
to capital gain net income for the com-
putation year.
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(b) Taxable years beginning after De-
cember 31, 1970. If, for any taxable year
beginning after December 31, 1970, an
individual has earned taxable income
which exceeds his taxable income as
defined by section 1348, the tax imposed
by section 1, as amended by the Tax
Reform Act of 1969, shall not exceed
the sum computed under the provisions
of section 1348. For imposition of min-
imum tax for tax preferences see sec-
tions 56 through 58.

[T.D. 7117, 36 FR 9397, May 25, 1971]

§1.1-3 Change in rates applicable to
taxable year.

For computation of the tax for a tax-
able year during which a change in the
tax rates occurs, see section 21 and the
regulations thereunder.

[T.D. 6500, 26 FR 11402, Nov. 26, 1960. Redesig-
nated by T.D. 7117, 36 FR 9397, May 25, 1971]

§1.1(h)-1 Capital gains look-through
rule for sales or exchanges of inter-
ests in a partnership, S corporation,
or trust.

(a) In general. When an interest in a
partnership held for more than one
year is sold or exchanged, the trans-
feror may recognize ordinary income
(e.g., under section 751(a)), collectibles
gain, section 1250 capital gain, and re-
sidual long-term capital gain or loss.
When stock in an S corporation held
for more than one year is sold or ex-
changed, the transferor may recognize
ordinary income (e.g., under sections
304, 306, 341, 1254), collectibles gain, and
residual long-term capital gain or loss.
When an interest in a trust held for
more than one year is sold or ex-
changed, a transferor who is not treat-
ed as the owner of the portion of the
trust attributable to the interest sold
or exchanged (sections 673 through 679)
(a non-grantor transferor) may recog-
nize collectibles gain and residual long-
term capital gain or loss.

(b) Look-through capital gain—(1) In
general. Look-through capital gain is
the share of collectibles gain allocable
to an interest in a partnership, S cor-
poration, or trust, plus the share of
section 1250 capital gain allocable to an
interest in a partnership, determined
under paragraphs (b)(2) and (3) of this
section.
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(2) Collectibles gain—(i) Definition. For
purposes of this section, collectibles gain
shall be treated as gain from the sale
or exchange of a collectible (as defined
in section 408(m) without regard to sec-
tion 408(m)(3)) that is a capital asset
held for more than 1 year.

(i1) Share of collectibles gain allocable
to an interest in a partnership, S corpora-
tion, or a trust. When an interest in a
partnership, S corporation, or trust
held for more than one year is sold or
exchanged in a transaction in which all
realized gain is recognized, the trans-
feror shall recognize as collectibles
gain the amount of net gain (but not
net loss) that would be allocated to
that partner (taking into account any
remedial allocation under §1.704-3(d)),
shareholder, or beneficiary (to the ex-
tent attributable to the portion of the
partnership interest, S corporation
stock, or trust interest transferred
that was held for more than one year)
if the partnership, S corporation, or
trust transferred all of its collectibles
for cash equal to the fair market value
of the assets in a fully taxable trans-
action immediately before the transfer
of the interest in the partnership, S
corporation, or trust. If less than all of
the realized gain is recognized upon the
sale or exchange of an interest in a
partnership, S corporation, or trust,
the same methodology shall apply to
determine the collectibles gain recog-
nized by the transferor, except that the
partnership, S corporation, or trust
shall be treated as transferring only a
proportionate amount of each of its
collectibles determined as a fraction
that is the amount of gain recognized
in the sale or exchange over the
amount of gain realized in the sale or
exchange. With respect to the transfer
of an interest in a trust, this paragraph
(b)(2) applies only to transfers by non-
grantor transferors (as defined in para-
graph (a) of this section). This para-
graph (b)(2) does not apply to a trans-
action that is treated, for Federal in-
come tax purposes, as a redemption of
an interest in a partnership, S corpora-
tion, or trust.

(3) Section 1250 capital gain—(i) Defini-
tion. For purposes of this section, sec-
tion 1250 capital gain means the capital
gain (not otherwise treated as ordinary
income) that would be treated as ordi-
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nary income if section 1250(b)(1) in-
cluded all depreciation and the applica-
ble percentage under section 1250(a)
were 100 percent.

(ii) Share of section 1250 capital gain
allocable to interest in partnership. When
an interest in a partnership held for
more than one year is sold or ex-
changed in a transaction in which all
realized gain is recognized, there shall
be taken into account under section
1(h)(T(A)({i) in determining the part-
ner’s unrecaptured section 1250 gain
the amount of section 1250 capital gain
that would be allocated (taking into
account any remedial allocation under
§1.704-3(d)) to that partner (to the ex-
tent attributable to the portion of the
partnership interest transferred that
was held for more than one year) if the
partnership transferred all of its sec-
tion 1250 property in a fully taxable
transaction for cash equal to the fair
market value of the assets imme-
diately before the transfer of the inter-
est in the partnership. If less than all
of the realized gain is recognized upon
the sale or exchange of an interest in a
partnership, the same methodology
shall apply to determine the section
1250 capital gain recognized by the
transferor, except that the partnership
shall be treated as transferring only a
proportionate amount of each section
1250 property determined as a fraction
that is the amount of gain recognized
in the sale or exchange over the
amount of gain realized in the sale or
exchange. This paragraph (b)(3) does
not apply to a transaction that is
treated, for Federal income tax pur-
poses, as a redemption of a partnership
interest.

(iii) Limitation with respect to net sec-
tion 1231 gain. In determining a trans-
feror partner’s net section 1231 gain (as
defined in section 1231(c)(3)) for pur-
poses of section 1(h)(7)(B), the trans-
feror partner’s allocable share of sec-
tion 1250 capital gain in partnership
property shall not be treated as section
1231 gain, regardless of whether the
partnership property is used in the
trade or business (as defined in section
1231(b)).

(c) Residual long-term capital gain or
loss. The amount of residual long-term
capital gain or loss recognized by a
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partner, shareholder of an S corpora-
tion, or beneficiary of a trust on ac-
count of the sale or exchange of an in-
terest in a partnership, S corporation,
or trust shall equal the amount of
long-term capital gain or loss that the
partner would recognize under section
741, that the shareholder would recog-
nize upon the sale or exchange of stock
of an S corporation, or that the bene-
ficiary would recognize upon the sale
or exchange of an interest in a trust
(pre-look-through long-term capital
gain or loss) minus the amount of look-
through capital gain determined under
paragraph (b) of this section.

(d) Special rule for tiered entities. In de-
termining whether a partnership, S
corporation, or trust has gain from col-
lectibles, such partnership, S corpora-
tion, or trust shall be treated as own-
ing its proportionate share of the col-
lectibles of any partnership, S corpora-
tion, or trust in which it owns an inter-
est either directly or indirectly
through a chain of such entities. In de-
termining whether a partnership has
section 1250 capital gain, such partner-
ship shall be treated as owning its pro-
portionate share of the section 1250
property of any partnership in which it
owns an interest, either directly or in-
directly through a chain of partner-
ships.

(e) Notification requirements. Report-
ing rules similar to those that apply to
the partners and the partnership under
section 751(a) shall apply in the case of
sales or exchanges of interests in a
partnership, S corporation, or trust
that cause holders of such interests to
recognize collectibles gain and in the
case of sales or exchanges of interests
in a partnership that cause holders of
such interests to recognize section 1250
capital gain. See §1.751-1(a)(3).

(f) Examples. The following examples
illustrate the requirements of this sec-
tion:

Example 1. Collectibles gain. (i) A and B are
equal partners in a personal service partner-
ship (PRS). B transfers B’s interest in PRS to
T for $15,000 when PRS’s balance sheet (re-
flecting a cash receipts and disbursements
method of accounting) is as follows:

§1.1(h)-1
ASSETS
Adjusted | Market
basis value
Cash .. $3,000 | $3,000
Loans Owed to Partnership .................. 10,000 10,000
Collectibles 1,000 3,000
Other Capital Assets .. 6,000 2,000
Capital Assets 7,000 5,000
Unrealized Receivables .. 0 14,000
20,000 32,000
LIABILITIES AND
CAPITAL
Adjusted | Market
basis value
Liabilities 2,000 2,000
Capital:
A 9,000 15,000
B 9,000 15,000
TOMAl oo 20,000 | 32,000

(ii) At the time of the transfer, B has held
the interest in PRS for more than one year,
and B’s basis for the partnership interest is
$10,000 ($9,000 plus $1,000, B’s share of part-
nership liabilities). None of the property
owned by PRS is section 704(c) property. The
total amount realized by B is $16,000, con-
sisting of the cash received, $15,000, plus
$1,000, B’s share of the partnership liabilities
assumed by 7. See section 752. B’s undivided
one-half interest in PRS includes a one-half
interest in the partnership’s unrealized re-
ceivables and a one-half interest in the part-
nership’s collectibles.

(iii) If PRS were to sell all of its section 751
property in a fully taxable transaction for
cash equal to the fair market value of the as-
sets immediately prior to the transfer of B’s
partnership interest to 7, B would be allo-
cated $7,000 of ordinary income from the sale
of PRS’s unrealized receivables. Therefore, B
will recognize $7,000 of ordinary income with
respect to the unrealized receivables. The
difference between the amount of capital
gain or loss that the partner would realize in
the absence of section 751 ($6,000) and the
amount of ordinary income or loss deter-
mined under §1.751-1(a)(2) ($7,000) is the part-
ner’s capital gain or loss on the sale of the
partnership interest under section 741. In
this case, the transferor has a $1,000 pre-
look-through long-term capital loss.

(iv) If PRS were to sell all of its collect-
ibles in a fully taxable transaction for cash
equal to the fair market value of the assets
immediately prior to the transfer of B’s part-
nership interest to 7, B would be allocated
$1,000 of gain from the sale of the collect-
ibles. Therefore, B will recognize $1,000 of
collectibles gain on account of the collect-
ibles held by PRS.
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(v) The difference between the transferor’s
pre-look-through long-term capital gain or
loss (—$1,000) and the look-through capital
gain determined under this section ($1,000) is
the transferor’s residual long-term capital
gain or loss on the sale of the partnership in-
terest. Under these facts, B will recognize a
$2,000 residual long-term capital loss on ac-
count of the sale or exchange of the interest
in PRS.

Example 2. Special allocations. Assume the
same facts as in Example 1, except that under
the partnership agreement, all gain from the
sale of the collectibles is specially allocated
to B, and B transfers B’s interest to T for
$16,000. All items of income, gain, loss, or de-
duction of PRS, other than the gain from the
collectibles, are divided equally between A4
and B. Under these facts, B’s amount real-
ized is $17,000, consisting of the cash re-
ceived, $16,000, plus $1,000, B’s share of the
partnership liabilities assumed by 7. See sec-
tion 752. B will recognize $7,000 of ordinary
income with respect to the unrealized receiv-
ables (determined under §1.751-1(a)(2)). Ac-
cordingly, B’s pre-look-through long-term
capital gain would be $0. If PRS were to sell
all of its collectibles in a fully taxable trans-
action for cash equal to the fair market
value of the assets immediately prior to the
transfer of B’s partnership interest to 7, B
would be allocated $2,000 of gain from the
sale of the collectibles. Therefore, B will rec-
ognize $2,000 of collectibles gain on account
of the collectibles held by PRS. B will recog-
nize a $2,000 residual long-term capital loss
on account of the sale of B’s interest in PRS.

Example 3. Net collectibles loss ignored. As-
sume the same facts as in Example 1, except
that the collectibles held by PRS have an ad-
justed basis of $3,000 and a fair market value
of $1,000, and the other capital assets have an
adjusted basis of $4,000 and a fair market
value of $4,000. (The total adjusted basis and
fair market value of the partnership’s cap-
ital assets are the same as in Example 1.) If
PRS were to sell all of its collectibles in a
fully taxable transaction for cash equal to
the fair market value of the assets imme-
diately prior to the transfer of B’s partner-
ship interest to T, B would be allocated $1,000
of loss from the sale of the collectibles. Be-
cause none of the gain from the sale of the
interest in PRS is attributable to unrealized
appreciation in the value of collectibles held
by PRS, the net loss in collectibles held by
PRS is not recognized at the time B transfers
the interest in PRS. B will recognize $7,000 of
ordinary income (determined under §1.751-
1(a)(2)) and a $1,000 long-term capital loss on
account of the sale of B’s interest in PRS.

Example 4. Collectibles gain in an S corpora-
tion. (i) A corporation (X) has always been an
S corporation and is owned by individuals A4,
B, and C. In 1996, X invested in antiques.
Subsequent to their purchase, the antiques
appreciated in value by $300. A owns one-
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third of the shares of X stock and has held
that stock for more than one year. A’s ad-
justed basis in the X stock is $100. If A were
to sell all of A’s X stock to T for $150, A
would realize $50 of pre-look-through long-
term capital gain.

(ii) If X were to sell its antiques in a fully
taxable transaction for cash equal to the fair
market value of the assets immediately be-
fore the transfer to T, 4 would be allocated
$100 of gain on account of the sale. There-
fore, A will recognize $100 of collectibles gain
(look-through capital gain) on account of the
collectibles held by X.

(iii) The difference between the trans-
feror’s pre-look-through long-term capital
gain or loss ($50) and the look-through cap-
ital gain determined under this section ($100)
is the transferor’s residual long-term capital
gain or loss on the sale of the S corporation
stock. Under these facts, 4 will recognize
$100 of collectibles gain and a $50 residual
long-term capital loss on account of the sale
of A’s interest in X.

Example 5. Sale or exchange of partnership
interest where part of the interest has a short-
term holding period. (i) A, B, and C form an
equal partnership (PRS). In connection with
the formation, A contributes $5,000 in cash
and a capital asset with a fair market value
of $5,000 and a basis of $2,000; B contributes
$7,000 in cash and a collectible with a fair
market value of $3,000 and a basis of $3,000;
and C contributes $10,000 in cash. At the time
of the contribution, 4 had held the contrib-
uted property for two years. Six months
later, when A’s basis in PRS is $7,000, 4
transfers A’s interest in PRS to T for $14,000
at a time when PRS’s balance sheet (reflect-
ing a cash receipts and disbursements meth-
od of accounting) is as follows:

ASSETS

Adjusted | Market

basis value
Cash .. $22,000 | $22,000
Unrealized Receivables ..........cccccveueene 0 6,000
Capital Asset ... 2,000 5,000
Collectible ... 3,000 9,000
Capital Assets .... 5,000 14,000
TOMAl oo 27,000 | 42,000

(ii) Although at the time of the transfer A
has not held A’s interest in PRS for more
than one year, 50 percent of the fair market
value of A’s interest in PRS was received in
exchange for a capital asset with a long-term
holding period. Therefore, 50 percent of A’s
interest in PRS has a long-term holding pe-
riod. See §1.1223-3(b)(1).

(iii) If PRS were to sell all of its section 751
property in a fully taxable transaction im-
mediately before A’s transfer of the partner-
ship interest, 4 would be allocated $2,000 of
ordinary income. Accordingly, A will recog-
nize $2,000 ordinary income and $5,000 ($7,000—
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$2,000) of capital gain on account of the
transfer to T of A’s interest in PRS. Fifty
percent ($2,500) of that gain is long-term cap-
ital gain and 50 percent ($2,500) is short-term
capital gain. See §1.1223-3(c)(1).

(iv) If the collectible were sold or ex-
changed in a fully taxable transaction imme-
diately before A’s transfer of the partnership
interest, 4 would be allocated $2,000 of gain
attributable to the collectible. The gain at-
tributable to the collectible that is allocable
to the portion of the transferred interest in
PRS with a long-term holding period is $1,000
(50 percent of $2,000). Accordingly, 4 will rec-
ognize $1,000 of collectibles gain on account
of the transfer of A’s interest in PRS.

(v) The difference between the amount of
pre-look-through long-term capital gain or
loss ($2,500) and the look-through capital
gain ($1,000) is the amount of residual long-
term capital gain or loss that A will recog-
nize on account of the transfer of A’s inter-
est in PRS. Under these facts, 4 will recog-
nize a residual long-term capital gain of
$1,500 and a short-term capital gain of $2,500.

(g) Effective date. This section applies
to transfers of interests in partner-
ships, S corporations, and trusts that
occur on or after September 21, 2000.

[T.D. 8902, 656 FR 57096, Sept. 21, 2000]

§1.101)-1T Questions and answers re-
lating to the tax on unearned in-
come certain minor children (Tem-
porary).

IN GENERAL

®@-1. To whom does section 1(i) apply?

A-1. Section 1(i) applies to any child
who is under 14 years of age at the
close of the taxable year, who has at
least one living parent at the close of
the taxable year, and who recognizes
over $1,000 of unearned income during
the taxable year.

®@-2. What is the effective date of sec-
tion 1(i)?

A-2. Section 1(i) applies to taxable
years of the child beginning after De-
cember 31, 1986.

COMPUTATION OF TAX

@-3. What is the amount of tax imposed
by section 1 on a child to whom section
1(i) applies?

A-3. In the case of a child to whom
section 1(i) applies, the amount of tax
imposed by section 1 equals the greater
of (A) the tax imposed by section 1
without regard to section 1(i) or (B) the
sum of the tax that would be imposed
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by section 1 if the child’s taxable in-
come was reduced by the child’s net
unearned income, plus the child’s share
of the allocable parental tax.

®@—4. What is the allocable parental tax?

A-4. The allocable parental tax is the
excess of (A) the tax that would be im-
posed by section 1 on the sum of the
parent’s taxable income plus the net
unearned income of all children of such
parent to whom section 1(i) applies,
over (B) the tax imposed by section 1
on the parent’s taxable income. Thus,
the allocable parental tax is not com-
puted with reference to unearned in-
come of a child over 14 or a child under
14 with less than $1,000 of unearned in-
come. See A-10 through A-13 for rules
regarding the determination of the par-
ent(s) whose taxable income is taken
into account under section 1(i). See A-
14 for rules regarding the determina-
tion of children of the parent whose net
unearned income is taken into account
under section 1(i).

®@-5. What is the child’s share of the al-
locable parental tax?

A-5. The child’s share of the allocable
parental tax is an amount that bears
the same ratio to the total allocable
parental tax as the child’s net un-
earned income bears to the total net
unearned income of all children of such
parent to whom section 1(i) applies.
See A-14.

Example 1. During 1988, D, and a 12 year old,
receives $5,000 of unearned income and no
earned income. D has no itemized deductions
and is not eligible for a personal exemption.
D’s parents have two other children, E, a 15
year old, and F, a 10 year old. E has $10,000
of unearned income and F has $100 of un-
earned income. D’s parents file a joint return
for 1988 and report taxable income of $70,000.
Neither D’s nor his parent’s taxable income
is attributable to net capital gain. D’s tax li-
ability for 1988, determined without regard
to section 1(i), is $675 on $4,500 of taxable in-
come ($5,000 less $500 allowable standard de-
duction). In applying section 1(i), D’s tax
would be equal to the sum of (A) the tax that
would be imposed on D’s taxable income if it
were reduced by any net unearned income,
plus (B) D’s share of the allocable parental
tax. Only D’s unearned income is taken into
account in determining the allocable paren-
tal tax because E is over 14 and F has less
than $1,000 of unearned income. See A-4. D’s
net unearned income is $4,000 ($4,500 taxable
unearned income less $500). The tax imposed
on D’s taxable income as reduced by D’s net
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unearned income is $75 ($500 x 15%). The allo-
cable parental tax is $1,225, the excess of
$16,957.50 (the tax on $74,000, the parent’s tax-
able income plus D’s net unearned income)
over $15,732.50 (the tax on $70,000, the par-
ent’s taxable income). See A—4. Thus, D’s tax
under section 1(i)(1)(B) is $1,300 ($1,225 + $75).
Since this amount is greater than the
amount of D’s tax liability as determined
without regard to section 1(i), the amount of
tax imposed on D for 1988 is $1,300. See A4-3.

Example 2. H and W have 3 children, A, B,
and C, who are all under 14 years of age. For
the taxable year 1988, H and W file a joint re-
turn and report taxable income of $129,750.
The tax imposed by section 1 on H and W is
$35,355. A has $5,000 of net unearned income
and B and C each have $2,500 of net unearned
income during 1988. The allocable parental
tax imposed on A, B, and C’s combined net
unearned income of $10,000 is $3,300. This tax
is the excess of $38,655, which is the tax im-
posed by section 1 on $139,750 ($129,750 +
10,000), over $35,355 (the tax imposed by sec-
tion 1 on H and W’s taxable income of
$129,750). See A-4. Each child’s share of the
allocable parental tax is an amount that
bears the same ratio to the total allocable
parental tax as the child’s net unearned in-
come bears to the total net unearned income
of A, B, and C. Thus, A’s share of the allo-
cable parental tax is $1,650 (5,000 + 10,000 x
3,300) and B and C’s share of the tax is $825
(2,500 + 10,000 x 3,300) each. See A-5.

DEFINITION OF NET UNEARNED INCOME

@-6. What is net unearned income?

A-6. Net unearned income is the ex-
cess of the portion of adjusted gross in-
come for the taxable year that is not
“earned income” as defined in section
911(d)(2) (income that is not attrib-
utable to wages, salaries, or other
amounts received as compensation for
personal services), over the sum of the
standard deduction amount provided
for under section 63 (c)(5)(A) ($500 for
1987 and 1988; adjusted for inflation
thereafter), plus the greater of (A) $500
(adjusted for inflation after 1988) or (B)
the amount of allowable itemized de-
ductions that are directly connected
with the production of unearned in-
come. A child’s net unearned income
for any taxable year shall not exceed
the child’s taxable income for such
year.

Example 3. A is a child who is under 14
yvears of age at the end of the taxable year
1987. Both of A’s parents are alive at this
time. During 1987, A receives $3,000 of inter-
est from a bank savings account and earns
$1,000 from a paper route and performing odd
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jobs. A has no itemized deductions for 1987.
A’s standard deduction is $1,000, which is an
amount equal to A’s earned income for 1987.
Of this amount, $500 is applied against A’s
unearned income and the remaining $500 is
applied against A’s earned income. Thus, A’s
$500 of taxable earned income ($1,000 less the
remaining $500 of the standard deduction) is
taxed without regard to section 1 (i); A has
$2,600 of taxable unearned income ($3,000
gross unearned income less $500 of the stand-
ard deduction) of which $500 is taxed without
regard to section 1(i). The remaining $2,000 of
taxable unearned income is A’s net unearned
income and is taxed under section 1(i).

Example 4. B is a child who is subject to tax
under section 1(i). B has $400 of earned in-
come and $2,000 of unearned income. B has
itemized deductions of $800 (net of the 2 per-
cent of adjusted gross income (AGI) floor on
miscellaneous itemized deductions under
section 67) of which $200 are directly con-
nected with the production of unearned in-
come. The amount of itemized deductions
that B may apply against unearned income
is equal to the greater of $500 or the deduc-
tions directly connected with the production
of unearned income. See A-6. Thus, $500 of B’s
itemized deductions are applied against the
$2,000 of unearned income and the remaining
$300 of deductions are applied against earned
income. As a result, B has taxable earned in-
come of $100 and taxable unearned income of
$1,500. Of these amounts, all of the earned in-
come and $500 of the unearned income are
taxed without regard to section 1(i). The re-
maining $1,000 of unearned income is net un-
earned income and is taxed under section
13).

UNEARNED INCOME SUBJECT TO TAX
UNDER SECTION 1(i)

@-7. Will a child be subject to tax under
section 1(i) on net unearned income (as
defined in section 1(i) (4) and A-6 of this
section) that is attributable to property
transferred to the child prior to 1987?

A-T. Yes. The tax imposed by section
1(i) on a child’s net unearned income
applies to any net unearned income of
the child for taxable years beginning
after December 31, 1986, regardless of
when the underlying assets were trans-
ferred to the child.

®@-8. Will a child be subject to tax under
section 1(i) on net unearned income that
is attributable to gifts from persons other
than the child’s parents or attributable to
assets resulting from the child’s earned in-
come?

A-8. Yes. The tax imposed by section
1(i) applies to all net unearned income
of the child, regardless of the source of
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the assets that produced such income.
Thus, the rules of section 1(i) apply to
income attributable to gifts not only
from the parents but also from any
other source, such as the child’s grand-
parents. Section 1(i) also applies to un-
earned income derived with respect to
assets resulting from earned income of
the child, such as interest earned on
bank deposits.

Example 5. A is a child who is under 14
years of age at the end of the taxable year
beginning on January 1, 1987. Both of A’s
parents are alive at the end of the taxable
year. During 1987, A receives $2,000 in inter-
est from his bank account and $1,500 from a
paper route. Some of the interest earned by
A from the bank account is attributable to
A’s paper route earnings that were deposited
in the account. The balance of the account is
attributable to cash gifts from A’s parents
and grandparents and interest earned prior
to 1987. Some cash gifts were received by A
prior to 1987. A has no itemized deductions
and is eligible to be claimed as a dependent
on his parent’s return. Therefore, for the
taxable year 1987, A’s standard deduction is
$1,500, the amount of A’s earned income. Of
this standard deduction amount, $500 is allo-
cated against unearned income and $1,000 is
allocated against earned income. A’s taxable
unearned income is $1,500 of which $500 is
taxed without regard to section 1(i). The re-
maining taxable unearned income of $1,000 is
net unearned income and is taxed under sec-
tion 1(i). The fact that some of A’s unearned
income is attributable to interest on prin-
cipal created by earned income and gifts
from persons other than A’s parents or that
some of the unearned income is attributable
to property transferred to A prior to 1987,
will not affect the tax treatment of this in-
come under section 1(i). See A-8.

@-9. For purposes of section 1(i), does
income which is not earned income (as de-
fined in section 911(d)(2)) include social
security benefits or pension benefits that
are paid to the child?

A-9. Yes. For purposes of section 1(i),
earned income (as defined in section
911(d)(2)) does not include any social
security or pension benefits paid to the
child. Thus, such amounts are included
in unearned income to the extent they
are includible in the child’s gross in-
come.

DETERMINATION OF THE PARENT’S
TAXABLE INCOME

®@-10. If a child’s parents file a joint re-
turn, what is the taxable income that
must be taken into account by the child in
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determining tax liability wunder Ssection
1(i)?

A-10. In the case of parents who file
a joint return, the parental taxable in-
come to be taken into account in deter-
mining the tax liability of a child is
the total taxable income shown on the
joint return.

@-11. If a child’s parents are married
and file separate tax returns, which par-
ent’s taxable income must be taken into
account by the child in determining tax li-
ability under section 1(i)?

A-11. For purposes of determining
the tax liability of a child under sec-
tion 1(i), where such child’s parents are
married and file separate tax returns,
the parent whose taxable income is the
greater of the two for the taxable year
shall be taken into account.

Q-12. If the parents of a child are di-
vorced, legally separated, or treated as
not married under section 7703(b), which
parent’s taxable income is taken into ac-
count in computing the child’s tax liabil-
ity?

A-12. If the child’s parents are di-
vorced, legally separated, or treated as
not married under section 7703(b), the
taxable income of the custodial parent
(within the meaning of section 152(e))
of the child is taken into account
under section 1(i) in determining the
child’s tax liability.

®@-13. If a parent whose taxable income
must be taken into account in determining
a child’s tax liability under section 1(i)
files a joint return with a spouse who is
not a parent of the child, what taxable in-
come must the child take into account?

A-13. The amount of a parent’s tax-
able income that a child must take
into account for purposes of section 1(i)
where the parent files a joint return
with a spouse who is not a parent of
the child is the total taxable income
shown on such joint return.

CHILDREN OF THE PARENT

@-14. In determining a child’s share of
the allocable parental tax, is the net un-
earned income of legally adopted children,
children related to such child by half-
blood, or children from a prior marriage of
the spouse of such child’s parent taken
into account in addition to the natural
children of such child’s parent?

A-14. Yes. In determining a child’s
share of the allocable parental tax, the
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net unearned income of all children
subject to tax under section 1(i) and
who use the same parent’s taxable in-
come as such child to determine their
tax liability under section 1(i) must be
taken into account. Such children are
taken 1into account regardless of
whether they are adopted by the par-
ent, related to such child by half-blood,
or are children from a prior marriage
of the spouse of such child’s parent.

RULES REGARDING INCOME FROM A
TRUST OR SIMILAR INSTRUMENT

Q@-15. Will the unearned income of a
child who is subject to section 1(i) that is
attributable to gifts given to the child
under the Uniform Gift to Minors Act
(UGMA) be subject to tax under section
1(i)?

A-15. Yes. A gift under the UGMA
vests legal title to the property in the
child although an adult custodian is
given certain rights to deal with the
property until the child attains major-
ity. Any unearned income attributable
to such a gift is the child’s unearned
income and is subject to tax under sec-
tion 1(i), whether distributed to the
child or not.

®@-16. Will a child who is a beneficiary
of a trust be required to take into account
the income of a trust in determining the
child’s tax liability under section 1(i)?

A-16. The income of a trust must be
taken into account for purposes of de-
termining the tax liability of a bene-
ficiary who is subject to section 1(i)
only to the extent it is included in the
child’s gross income for the taxable
year under sections 652(a) or 662(a).
Thus, income from a trust for the fiscal
taxable year of a trust ending during
1987, that is included in the gross in-
come of a child who is subject to sec-
tion 1(i) and who has a calendar tax-
able year, will be subject to tax under
section 1(i) for the child’s 1987 taxable
year.

SUBSEQUENT ADJUSTMENTS

Q@-17. What effect will a subsequent ad-
justment to a parent’s taxable income
have on the child’s tax liability if such
parent’s taxable income was used to deter-
mine the child’s tax liability under section
1(i) for the same taxable year?

A-17. If the parent’s taxable income
is adjusted and if, for the same taxable
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year as the adjustment, the child paid
tax determined under section 1(i) with
reference to that parent’s taxable in-
come, then the child’s tax liability
under section 1(i) must be recomputed
using the parent’s taxable income as
adjusted.

@-18. In the case where more than one
child who is subject to section 1(i) uses the
same parent’s taxable income to determine
their allocable parental taxr, what effect
will a subsequent adjustment to the met
unearned income of one child have on the
other child’s share of the allocable paren-
tal tax?

A-18. If, for the same taxable year,
more than one child uses the same par-
ent’s taxable income to determine
their share of the allocable parental
tax and a subsequent adjustment is
made to one or more of such children’s
net unearned income, each child’s
share of the allocable parental tax
must be recomputed using the com-
bined net unearned income of all such
children as adjusted.

®@-19. If a recomputation of a child’s tax
under section 1(i), as a result of an ad-
justment to the taxable income of the
child’s parents or another child’s net un-
earned income, results in additional tax
being imposed by section 1(i) on the child,
is the child subject to interest and pen-
alties on such additional tax?

A-19. Any additional tax resulting
from an adjustment to the taxable in-
come of the child’s parents or the net
unearned income of another child shall
be treated as an underpayment of tax
and interest shall be imposed on such
underpayment as provided in section
6601. However, the child shall not be
liable for any penalties on the under-
payment resulting from additional tax
being imposed under section 1(i) due to
such an adjustment.

Example 6. D and M are the parents of C, a
child under the age of 14. D and M file a joint
return for 1988 and report taxable income of
$69,900. C has unearned income of $3,000 and
no itemized deductions for 1988. C properly
reports a total tax liability of $635 for 1988.
This amount is the sum of the allocable pa-
rental tax of $5660 on C’s net unearned income
of $2,000 (the excess of $3,000 over the sum of
$500 standard deduction and the first $500 of
taxable unearned income) plus $75 (the tax
imposed on C’s first $5600 of taxable unearned
income). See A-3. One year later, D and M’s
1988 tax return is adjusted on audit by adding
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an additional $1,000 of taxable income. No ad-
justment is made to the amount reported as
C’s net unearned income for 1988. However,
the adjustment to D and M’s taxable income
causes C’s tax liability under section 1(i) for
1988 to be increased by $50 as a result of the
phase-out of the 15 percent rate bracket. See
A-20. In addition to this further tax liability,
C will be liable for interest on the $50. How-
ever, C will not have to pay any penalty on
the delinquent amount.

MISCELLANEOUS RULES

®@-20. Does the phase-out of the parent’s
15 percent rate bracket and personal ex-
emptions under section 1(g), if applicable,
have any effect on the calculation of the
allocable parental taxr imposed on a
child’s net unearned income under section
1(i)?

A-20. Yes. Any phase-out of the par-
ent’s 15 percent rate bracket or per-
sonal exemptions under section 1(g) is
given full effect in determining the tax
that would be imposed on the sum of
the parent’s taxable income and the
total net unearned income of all chil-
dren of the parent. Thus, any addi-
tional tax on a child’s net unearned in-
come resulting from the phase-out of
the 15 percent rate bracket and the per-
sonal exemptions is reflected in the tax
liability of the child.

®@-21. For purposes of calculating a par-
ent’s tax liability or the allocable parental
tax imposed on a child, are other phase-
outs, limitations, or floors on deductions
or credits, such as the phase-out of the
325,000 passive loss allowance for rental
real estate activities wunder section
469(i)(3) or the 2 percent of AGI floor on
miscellaneous itemized deductions under
section 67, affected by the addition of a
child’s net unearned income to the par-
ent’s taxable income?

A-21. No. A child’s net unearned in-
come is not taken into account in com-
puting any deduction or credit for pur-
poses of determining the parent’s tax
liability or the child’s allocable paren-
tal tax. Thus, for example, although
the amounts allowable to the parent as
a charitable contribution deduction,
medical expense deduction, section 212
deduction, or a miscellaneous itemized
deduction are affected by the amount
of the parent’s adjusted gross income,
the amount of these deductions that is
allowed does not change as a result of
the application of section 1(i) because
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the amount of the parent’s adjusted
gross income does not include the
child’s net unearned income. Similarly,
the amount of itemized deductions that
is allowed to a child does not change as
a result of section 1(i) because section
1(i) only affects the amount of tax li-
ability and not the child’s adjusted
gross income.

®@-22. If a child is unable to obtain in-
formation concerning the tax return of the
child’s parents directly from such parents,
how may the child obtain information
from the parent’s tax return which is nec-
essary to determine the child’s tax liabil-
ity under section 1(i)?

A-22. Under section 6103(e)(1)(A)(iv), a
return of a parent shall, upon written
request, be open to inspection or dis-
closure to a child of that individual (or
the child’s legal representative) to the
extent necessary to comply with sec-
tion 1(i). Thus, a child may request the
Internal Revenue Service to disclose
sufficient tax information about the
parent to the child so that the child
can properly file his or her return.

[T.D. 8158, 52 FR 33579, Sept. 4, 1987; 52 FR
36133, Sept. 25, 1987]

§1.2-1 Tax in case of joint return of
husband and wife or the return of a
surviving spouse.

(a) Taxable year ending before January
1, 1971. (1) For taxable years ending be-
fore January 1, 1971, in the case of a
joint return of husband and wife, or the
return of a surviving spouse as defined
in section 2(b), the tax imposed by sec-
tion 1 shall be twice the tax that would
be imposed if the taxable income were
reduced by one-half. For rules relating
to the filing of joint returns of husband
and wife, see section 6013 and the regu-
lations thereunder.

(2) The method of computing, under
section 2(a), the tax of husband and
wife in the case of a joint return, or the
tax of a surviving spouse, is as follows:

(i) First, the taxable income is re-
duced by one-half. Second, the tax is
determined as provided by section 1 by
using the taxable income so reduced.
Third, the tax so determined, which is
the tax that would be determined if the
taxable income were reduced by one-
half, is then multiplied by two to
produce the tax imposed in the case of
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the joint return or the return of a sur-
viving spouse, subject, however, to the
allowance of any credits against the
tax under the provisions of sections 31
through 38 and the regulations there-
under.

(ii) The limitation under section 1(c)
of the tax to an amount not in excess
of a specified percent of the taxable in-
come for the taxable year is to be ap-
plied before the third step above, that
is, the limitation to be applied upon
the tax is determined as the applicable
specified percent of one-half of the tax-
able income for the taxable year (such
one-half of the taxable income being
the actual aggregate taxable income of
the spouses, or the total taxable in-
come of the surviving spouse, as the
case may be, reduced by one-half). For
the percent applicable in determining
the limitation of the tax under section
1(c), see §1.1-2(a). After such limitation
is applied, then the tax so limited is
multiplied by two as provided in sec-
tion 2(a) (the third step above).

(iii) The following computation illus-
trates the method of application of sec-
tion 2(a) in the determination of the
tax of a husband and wife filing a joint
return for the calendar year 1965. If the
combined gross income is $8,200, and
the only deductions are the two exemp-
tions of the taxpayers under section
151(b) and the standard deduction
under section 141, the tax on the joint
return for 1965, without regard to any
credits against the tax, is $1,034.20 de-
termined as follows:

1. Gross iNnCOMe ......cccevevveeceeennen. $8,200.00
2. Less:
Standard deduction, sec-
tion 141 .., $820
Deduction for personal
exemption, section 151 1,200 2,020.00
3. Taxable income .........ccccoceveeenes 6,180.00
4. Taxable income reduced by
one-half ........cccoevviviiiciiiecieeen 3,090.00
5. Tax computed by the tax table
provided under section 1(a)(2)
($310 plus 19 percent of excess
over $2,000) .....cocooveeiiiiinieenienens 517.10
6. Twice the tax in item 5 ............. 1,034.20

(b) Tazxable years beginning after De-
cember 31, 1970. (1) For taxable years be-
ginning after December 31, 1970, in the
case of a joint return of husband and
wife, or the return of a surviving
spouse as defined in section 2(a) of the
Code as amended by the Tax Reform
Act of 1969, the tax shall be determined
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in accordance with the table contained
in section 1(a) of the Code as so amend-
ed. For rules relating to the filing of
joint returns of husband and wife see
section 6013 as amended and the regula-
tions thereunder.

(2) The following computation illus-
trates the method of computing the tax
of a husband and wife filing a joint re-
turn for calendar year 1971. If the com-
bined gross income is $8,200, and the
only deductions are the two exemp-
tions of the taxpayers under section
1561(b), as amended, and the standard
deduction under section 141, as amend-
ed, the tax on the joint return for 1971,
without regard to any credits against
the tax, is $968.46, determined as fol-
lows:

1. Gross iNCOME ....coveuvverieieenieians $8,200.00
2. Less:
Standard deduction, section
141 $1,066.00
Deduction rop
emption, section 151 ........... 1,300.00 2,366.00
3. Taxable income .........ccccoceveeenes 5,834.00
4. Tax computed by the tax table
provided under section 1(a)
($620 plus 19 percent of excess
over $4,000) .......ooeeeeeeenieieenenne 968.46

(3) The limitation under section 1348
with respect to the maximum rate of
tax on earned income shall apply to a
married individual only if such indi-
vidual and his spouse file a joint return
for the taxable year.

(c) Death of a spouse. If a joint return
of a husband and wife is filed under the
provisions of section 6013 and if the
husband and wife have different tax-
able years solely because of the death
of either spouse, the taxable year of
the deceased spouse covered by the
joint return shall, for the purpose of
the computation of the tax in respect
of such joint return, be deemed to have
ended on the date of the closing of the
surviving spouse’s taxable year.

(d) Computation of optional tax. For
computation of optional tax in the case
of a joint return or the return of a sur-
viving spouse, see section 3 and the
regulations thereunder.

(e) Change in rates. For treatment of
taxable years during which a change in
the tax rates occurs see section 21 and
the regulations thereunder.

[T.D. 7117, 36 FR 9398, May 25, 1971]
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§1.2-2 Definitions and special rules.

(a) Surviving spouse. (1) If a taxpayer
is eligible to file a joint return under
the Internal Revenue Code of 1954 with-
out regard to section 6013(a) (3) thereof
for the taxable year in which his
spouse dies, his return for each of the
next 2 taxable years following the year
of the death of the spouse shall be
treated as a joint return for all pur-
poses if all three of the following re-
quirements are satisfied:

(i) He has not remarried before the
close of the taxable year the return for
which is sought to be treated as a joint
return, and

(ii) He maintains as his home a
household which constitutes for the
taxable year the principal place of
abode as a member of such household
of a person who is (whether by blood or
adoption) a son, stepson, daughter, or
stepdaughter of the taxpayer, and

(iii) He is entitled for the taxable
year to a deduction under section 151
(relating to deductions for dependents)
with respect to such son, stepson,
daughter, or stepdaughter.

(2) See paragraphs (c)(1) and (d) of
this section for rules for the deter-
mination of when the taxpayer main-
tains as his home a household which
constitutes for the taxable year the
principal place of abode, as a member
of such household, of another person.

(3) If the taxpayer does not qualify as
a surviving spouse he may nevertheless
qualify as a head of a household if he
meets the requirements of §1.2-2(b).

(4) The following example illustrates
the provisions relating to a surviving
spouse:

Example: Assume that the taxpayer meets
the requirements of this paragraph for the
years 1967 through 1971, and that the tax-
payer, whose wife died during 1966 while mar-
ried to him, remarried in 1968. In 1969, the
taxpayer’s second wife died while married to
him, and he remained single thereafter. For
1967 the taxpayer will qualify as a surviving
spouse, provided that neither the taxpayer
nor the first wife was a nonresident alien at
any time during 1966 and that she (imme-
diately prior to her death) did not have a
taxable year different from that of the tax-
payer. For 1968 the taxpayer does not qualify
as a surviving spouse because he remarried
before the close of the taxable year. The tax-
payer will qualify as a surviving spouse for
1970 and 1971, provided that neither the tax-
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payer nor the second wife was a nonresident
alien at any time during 1969 and that she
(immediately prior to her death) did not
have a taxable year different from that of
the taxpayer. On the other hand, if the tax-
payer, in 1969, was divorced or legally sepa-
rated from his second wife, the taxpayer will
not qualify as a surviving spouse for 1970 or
1971, since he could not have filed a joint re-
turn for 1969 (the year in which his second
wife died).

(b) Head of household. (1) A taxpayer
shall be considered the head of a house-
hold if, and only if, he is not married at
the close of his taxable year, is not a
surviving spouse (as defined in para-
graph (a) of this section, and (i) main-
tains as his home a household which
constitutes for such taxable year the
principal place of abode, as a member
of such household, of at least one of the
individuals described in subparagraph
(3), or (ii) maintains (whether or not as
his home) a household which con-
stitutes for such taxable year the prin-
cipal place of abode of one of the indi-
viduals described in subparagraph (4).

(2) Under no circumstances shall the
same person be used to qualify more
than one taxpayer as the head of a
household for the same taxable year.

(3) Any of the following persons may
qualify the taxpayer as a head of a
household:

(1) A son, stepson, daughter, or step-
daughter of the taxpayer, or a descend-
ant of a son or daughter of the tax-
payer. For the purpose of determining
whether any of the stated relationships
exist, a legally adopted child of a per-
son is considered a child of such person
by blood. If any such person is not mar-
ried at the close of the taxable year of
the taxpayer, the taxpayer may qualify
as the head of a household by reason of
such person even though the taxpayer
may not claim a deduction for such
person under section 151, for example,
because the taxpayer does not furnish
more than half of the support of such
person. However, if any such person is
married at the close of the taxable year
of the taxpayer, the taxpayer may
qualify as the head of a household by
reason of such person only if the tax-
payer is entitled to a deduction for
such person under section 151 and the
regulations thereunder. In applying the
preceding sentence there shall be dis-
regarded any such person for whom a
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deduction is allowed under section 151
only by reason of section 152(c) (relat-
ing to persons covered by a multiple
support agreement).

(ii) Any other person who is a de-
pendent of the taxpayer, if the tax-
payer is entitled to a deduction for the
taxable year for such person under sec-
tion 151 and paragraphs (3) through (8)
of section 152(a) and the regulations
thereunder. Under section 151 the tax-
payer may be entitled to a deduction
for any of the following persons:

(a) His brother, sister, stepbrother, or
stepsister;

(b) His father or mother, or an ances-
tor of either;

(c) His stepfather or stepmother;

(d) A son or a daughter of his brother
or sister;

(e) A brother or sister of his father or
mother; or

(f) His son-in-law, daughter-in-law,
father-in-law, mother-in-law, brother-
in-law, or sister-in-law;

if such person has a gross income of
less than the amount determined pur-
suant to §1.151-2 applicable to the cal-
endar year in which the taxable year of
the taxpayer begins, if the taxpayer
supplies more than one-half of the sup-
port of such person for such calendar
yvear and if such person does not make
a joint return with his spouse for the
taxable year beginning in such cal-
endar year. The taxpayer may not be
considered to be a head of a household
by reason of any person for whom a de-
duction is allowed under section 151
only by reason of sections 152 (a)(9), 1562
(a)(10), or 152(c) (relating to persons not
related to the taxpayer, persons receiv-
ing institutional care, and persons cov-
ered by multiple support agreements).
(4) The father or mother of the tax-
payer may qualify the taxpayer as a
head of a household, but only if the
taxpayer is entitled to a deduction for
the taxable year for such father or
mother under section 151 (determined
without regard to section 152(c)). For
example, an unmarried taxpayer who
maintains a home for his widowed
mother may not qualify as the head of
a household by reason of his mainte-
nance of a home for his mother if his
mother has gross income equal to or in
excess of the amount determined pur-
suant to §1.1561-2 applicable to the cal-
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endar year in which the taxable year of
the taxpayer begins, or if he does not
furnish more than one-half of the sup-
port of his mother for such calendar
year. For this purpose, a person who le-
gally adopted the taxpayer is consid-
ered the father or mother of the tax-
payer.

(5) For the purpose of this paragraph,
the status of the taxpayer shall be de-
termined as of the close of the tax-
payer’s taxable year. A taxpayer shall
be considered as not married if at the
close of his taxable year he is legally
separated from his spouse under a de-
cree of divorce or separate mainte-
nance, or if at any time during the tax-
able year the spouse to whom the tax-
payer is married at the close of his tax-
able year was a nonresident alien. A
taxpayer shall be considered married at
the close of his taxable year if his
spouse (other than a spouse who is a
nonresident alien) dies during such
year.

(6) If the taxpayer is a nonresident
alien during any part of the taxable
year he may not qualify as a head of a
household even though he may comply
with the other provisions of this para-
graph. See the regulations prescribed
under section 871 for a definition of
nonresident alien.

(c) Household. (1) In order for a tax-
payer to be considered as maintaining
a household by reason of any individual
described in paragraph (a)(1) or (b)(3) of
this section, the household must actu-
ally constitute the home of the tax-
payer for his taxable year. A physical
change in the location of such home
will not prevent a taxpayer from quali-
fying as a head of a household. Such
home must also constitute the prin-
cipal place of abode of at least one of
the persons specified in such paragraph
(a)(1) or (b)(3) of this section. It is not
sufficient that the taxpayer maintain
the household without being its occu-
pant. The taxpayer and such other per-
son must occupy the household for the
entire taxable year of the taxpayer.
However, the fact that such other per-
son is born or dies within the taxable
year will not prevent the taxpayer
from qualifying as a head of household
if the household constitutes the prin-
cipal place of abode of such other per-
son for the remaining or preceding part
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of such taxable year. The taxpayer and
such other person will be considered as
occupying the household for such en-
tire taxable year notwithstanding tem-
porary absences from the household
due to special circumstances. A non-
permanent failure to occupy the com-
mon abode by reason of illness, edu-
cation, business, vacation, military
service, or a custody agreement under
which a child or stepchild is absent for
less than 6 months in the taxable year
of the taxpayer, shall be considered
temporary absence due to special cir-
cumstances. Such absence will not pre-
vent the taxpayer from being consid-
ered as maintaining a household if (i) it
is reasonable to assume that the tax-
payer or such other person will return
to the household, and (ii) the taxpayer
continues to maintain such household
or a substantially equivalent household
in anticipation of such return.

(2) In order for a taxpayer to be con-
sidered as maintaining a household by
reason of any individual described in
paragraph (b)(4) of this section, the
household must actually constitute the
principal place of abode of the tax-
payer’s dependent father or mother, or
both of them. It is not, however, nec-
essary for the purposes of such sub-
paragraph for the taxpayer also to re-
side in such place of abode. A physical
change in the location of such home
will not prevent a taxpayer from quali-
fying as a head of a household. The fa-
ther or mother of the taxpayer, how-
ever, must occupy the household for
the entire taxable year of the taxpayer.
They will be considered as occupying
the household for such entire year not-
withstanding temporary absences from
the household due to special -cir-
cumstances. For example, a nonperma-
nent failure to occupy the household
by reason of illness or vacation shall be
considered temporary absence due to
special circumstances. Such absence
will not prevent the taxpayer from
qualifying as the head of a household if
(i) it is reasonable to assume that such
person will return to the household,
and (ii) the taxpayer continues to
maintain such household or a substan-
tially equivalent household in antici-
pation of such return. However, the
fact that the father or mother of the
taxpayer dies within the year will not
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prevent the taxpayer from qualifying
as a head of a household if the house-
hold constitutes the principal place of
abode of the father or mother for the
preceding part of such taxable year.

(d) Cost of maintaining a household. A
taxpayer shall be considered as main-
taining a household only if he pays
more than one-half the cost thereof for
his taxable year. The cost of maintain-
ing a household shall be the expenses
incurred for the mutual benefit of the
occupants thereof by reason of its oper-
ation as the principal place of abode of
such occupants for such taxable year.
The cost of maintaining a household
shall not include expenses otherwise
incurred. The expenses of maintaining
a household include property taxes,
mortgage interest, rent, utility
charges, upkeep and repairs, property
insurance, and food consumed on the
premises. Such expenses do not include
the cost of clothing, education, med-
ical treatment, vacations, life insur-
ance, and transportation. In addition,
the cost of maintaining a household
shall not include any amount which
represents the value of services ren-
dered in the household by the taxpayer
or by a person qualifying the taxpayer
as a head of a household or as a sur-
viving spouse.

(e) Certain married individuals living
apart. For taxable years beginning
after December 31, 1969, an individual
who is considered as not married under
section 143(b) shall be considered as not
married for purposes of determining
whether he or she qualifies as a single
individual, a married individual, a head
of household or a surviving spouse
under sections 1 and 2 of the Code.

[T.D. 7117, 36 FR 9398, May 25, 1971]

§1.3-1 Application of optional tax.

(a) General rules. (1) For taxable years
ending before January 1, 1970, an indi-
vidual whose adjusted gross income is
less than $5,000 (or a husband and wife
filing a joint return whose combined
adjusted gross income 1is less than
$5,000) may elect to pay the tax im-
posed by section 3 in place of the tax
imposed by section 1 (a) or (b). For tax-
able years beginning after December 31,
1969 and before January 1, 1971 an indi-
vidual whose adjusted gross income is
less than $10,000 (or a husband and wife
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filing a joint return whose combined
adjusted gross income is less than
$10,000) may elect to pay the tax im-
posed by section 3 as amended by the
Tax Reform Act of 1969 in place of the
tax imposed by section 1 (a) or (b). For
taxable years beginning after Decem-
ber 31, 1970 an individual whose ad-
justed gross income is less than $10,000
(or a husband and wife filing a joint re-
turn whose combined adjusted gross in-
come is less than $10,000) may elect to
pay the tax imposed by section 3 as
amended in place of the tax imposed by
section 1 as amended. See §1.4-2 for the
manner of making such election. A tax-
payer may make such election regard-
less of the sources from which his in-
come is derived and regardless of
whether his income is computed by the
cash method or the accrual method.
See section 62 and the regulations
thereunder for the determination of ad-
justed gross income. For the purpose of
determining whether a taxpayer may
elect to pay the tax under section 3,
the amount of the adjusted gross in-
come is controlling, without reference
to the number of exemptions to which
the taxpayer may be entitled. See sec-
tion 4 and the regulations thereunder
for additional rules applicable to sec-
tion 3.

(2) The following examples illustrate
the rule that section 3 applies only if
the adjusted gross income is less than
$10,000 ($5,000 for taxable years ending
before January 1, 1970).

Example 1. A is employed at a salary of
$9,200 for the calendar year 1970. In the
course of such employment, he incurred
travel expenses of $1,500 for which he was re-
imbursed during the year. Such items con-
stitute his sole income for 1970. In such case
the gross income is $10,700 but the amount of
$1,500 is deducted from gross income in the
determination of adjusted gross income and
thus A’s adjusted gross income for 1970 is
$9,200. Hence, the adjusted gross income
being less than $10,000, he may elect to pay
his tax for 1970 under section 3. Similarly, in
the case of an individual engaged in trade or
business (excluding from the term ‘‘engaged
in trade or business’ the performance of per-
sonal services as an employee), there may be
deducted from gross income in ascertaining
adjusted gross income those expenses di-
rectly relating to the carrying on of such
trade or business.

Example 2. If B has, as his only income for
1970, a salary of $11,600 and his spouse has no

24

26 CFR Ch. | (4-1-23 Edition)

gross income, then B’s adjusted gross income
is $11,600 (not $11,600 reduced by exemptions
of $1,250) and he is not for such year, entitled
to pay his tax under section 3. If, however, B
has for 1970 a salary of $13,000 and incident to
his employment he incurs expenses in the
amount of $3,400 for travel, meals, and lodg-
ing while away from home, for which he is
not reimbursed, the adjusted gross income is
$13,000 minus $3,400 or $9,600. In such case his
adjusted gross income being less than $10,000,
B may elect to pay the tax under section 3.
However, if B’s wife has adjusted gross in-
come of $400, the total adjusted gross income
is $10,000. In such case, if B and his wife file
a joint return, they may not elect to pay the
optional tax since the combined adjusted
gross income is not less than $10,000. B may
nevertheless elect to pay the optional tax,
but if he makes this election he must file a
separate return and, since his wife has gross
income, he may not claim an exemption for
her in computing the optional tax.

(b) Surviving spouse. The return of a
surviving spouse is treated as a joint
return for purposes of section 3. See
section 2, and the regulations there-
under, with respect to the qualifica-
tions of a taxpayer as a surviving
spouse. Accordingly, if the taxpayer
qualifies as a surviving spouse and
elects to pay the optional tax, he shall
use the column in the tax table, appro-
priate to his number of exemptions,
provided for cases in which a joint re-
turn is filed.

(c) Use of tax table. (1) To determine
the amount of the tax, the individual
ascertains the amount of his adjusted
gross income, refers to the appropriate
table set forth in section 3 or the regu-
lations thereunder, ascertains the in-
come bracket into which such income
falls, and, using the number of exemp-
tions applicable to his case, finds the
tax in the vertical column having at
the top thereof a number corresponding
to the number of exemptions to which
the taxpayer is entitled.

(2) Section 3(b) (relating to taxable
yvears beginning after Dec. 31, 1964 and
ending before Jan. 1, 1970) contains 5
tables for use in computing the tax.
Table I is to be used by a single person
who is not a head of household. Table
IT is to be used by a head of household.
Table III is to be used by married per-
sons filing joint returns and by a sur-
viving spouse. Table IV is to be used by
married persons filing separate returns
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using the 10 percent standard deduc-
tion. Table V is to be used by married
persons filing separate returns using
the minimum standard deduction. For
an explanation of the standard deduc-
tion see section 141 and the regulations
thereunder.

(3) 30 tables are provided for use in
computing the tax under the Tax Re-
form Act of 1969. Tables I through XV
apply for taxable years beginning after
December 31, 1969 and ending before
January 1, 1971. Tables XVI through
XXX apply for taxable years beginning
after December 31, 1970. The standard
deduction for Tables I through XV, ap-
plicable to taxable years beginning in
1970, is 10 percent. The standard deduc-
tion for Tables XVI through XXX, ap-
plicable to taxable years beginning in
1971, is 13 percent. For an explanation
of the standard deduction and the low
income allowance see section 141 as
amended by the Tax Reform Act of
1969.

(4) In the case of married persons fil-
ing separate returns who qualify to use
the optional tax imposed by section 3,
such persons shall use the tax imposed
by the table for the applicable year in
accordance with the rules prescribed by
sections 4(c) and 141 and the regula-
tions thereunder governing the use and
application of the standard deduction
and the low income allowance.

(5) The tax shown in the tax tables
set forth in section 3 or the regulations
thereunder reflects full income split-
ting in the case of a joint return (in-
cluding the return of a surviving
spouse) and lesser income splitting in
the case of a head of household. There-
fore, it is possible for the tax shown in
the tables relating to joint returns, or
relating to a return of a head of a
household, to be lower than that shown
in the table for separate returns even
though the amounts of adjusted gross
income and the number of exemptions
are the same.

[T.D. 7117, 36 FR 9420, May 25, 1971]

§1.4-1 Number of exemptions.

(a) For the purpose of determining
the optional tax imposed under section
3, the taxpayer shall use the number of
exemptions allowable to him as deduc-
tions under section 151. See sections
151, 152, and 153, and the regulations
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thereunder. In general, one exemption
is allowed for the taxpayer; one exemp-
tion for his spouse if a joint return is
made, or if a separate return is made
by the taxpayer and his spouse has no
gross income for the calendar year in
which the taxable year of the taxpayer
begins and is not the dependent of an-
other taxpayer for such calendar year;
and one exemption for each dependent
whose gross income for the calendar
year in which the taxable year of the
taxpayer begins is less than the appli-
cable amount determined pursuant to
§1.151-2. No exemption is allowed for
any dependent who has made a joint re-
turn with his spouse for the taxable
year beginning in the calendar year in
which the taxable year of the taxpayer
begins. The taxpayer may, in certain
cases, be allowed an exemption for a
dependent child of the taxpayer not-
withstanding the fact that such child
has gross income equal to or in excess
of the amount determined pursuant to
§1.151-2 applicable to the calendar year
in which the taxable year of the tax-
payer begins. The requirements for the
allowance of such an exemption are set
forth in paragraph (c) of §1.152-1. See
paragraphs (¢) and (d) of §1.1561-1 with
respect to additional exemptions for a
taxpayer or spouse who has attained
the age 65 years and for a blind tax-
payer or blind spouse

(b) The application of this section
may be illustrated by the following ex-
amples:

Example 1. A, a married man whose duties
as an employee require traveling away from
his home, has as his sole gross income a sal-
ary of $5,600 for the calendar year 1954. His
traveling expenses, including cost of meals
and lodging, amount in such year to $750, and
hence, his adjusted gross income is $4,850.
His wife, B, has as her sole income interest
in the amount of $85, and thus the aggregate
adjusted gross income of A and B is $4,935. A
has two dependent children neither of whom
has any income. A and B file a joint return
for 1954 on Form 1040. In such case four ex-
emptions are allowable. The adjusted gross
income falls within the tax bracket $4,900-
4,950. By referring to such tax bracket in the
tax table in section 3 and to the column
headed ‘‘4” therein, the tax is found to be
$407.

Example 2. C, a married man, has as his sole
income in 1954 wages of $4,600, and has two
dependent children neither of whom has any
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income. His wife, D, has adjusted gross in-
come of $400. C files a separate return for
1954 and is entitled to claim three exemp-
tions. C’s income falls within the tax bracket
$4,600-4,650 and hence, with three exemptions
his tax is $480. No exemption is allowed with
respect to since D has gross income and a
joint return was not filed.

Example 3. D, a married man with no de-
pendents, attains the age of 65 on September
1, 1954. The aggregate adjusted gross income
of D and his wife for 1954 is $4,840. D and his
wife file a joint return for 1954 and are enti-
tled to three exemptions, one for each tax-
payer and one additional exemption for D be-
cause of his age. Since the adjusted gross in-
come of D and his wife falls within the tax
bracket $4,800-4,850, the tax on a joint return
is $509.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 7114, 36 FR 9018, May 18,
1971]

§1.4-2 Elections.

(a) Making of election. The election to
pay the optional tax imposed under
section 3 shall be made by (1) filing a
return on Form 1040A, or (2) filing a re-
turn on Form 1040 and electing in such
return, in accordance with the provi-
sions of section 144 and the regulations
thereunder, to take the standard de-
duction provided by section 141.

(b) Election under section 3 and election
of standard deduction. Section 144 (a)
and the regulations thereunder provide
rules for treating an election to pay
the tax under section 3 as an election
to take the standard deduction, and for
treating an election to take the stand-
ard deduction as an election to pay the
tax under section 3. For example, if the
taxpayer’s return shows $5,000 or more
of adjusted gross income and he elects
to take the standard deduction, he will
be deemed to have elected to pay the
tax under section 3 if it is subsequently
determined that his correct adjusted
gross income is less than $5,000.

(c) [Reserved]

(d) Change of election. For rules relat-
ing to a change of election to pay, or
not to pay, the optional tax imposed
under section 3, see section 144 (b) and
the regulations thereunder.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6581, 26 FR 11677, Dec. 6,
1961; T.D. 7269, 38 FR 9295, Apr. 13, 1973]
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§1.4-3 Husband and wife filing sepa-
rate returns.

(a) In general. If the separate adjusted
gross income of a husband is less than
$5,000 and the separate adjusted gross
income of his wife is less than $5,000,
and if each is required to file a return,
the husband and the wife must each
elect to pay the optional tax imposed
under section 3 or neither may so elect.
If the separate adjusted gross income
of each spouse is $5,000 or more, then
neither spouse can elect to pay the op-
tional tax imposed under section 3. If
the adjusted gross income of one
spouse is $5,000 or more and that of the
other spouse is less than $5,000, the
election to pay the optional tax im-
posed under section 3 may be exercised
by the spouse having adjusted gross in-
come of less than $5,000 only if the
spouse having adjusted gross income of
$5,000 or more, in computing taxable
income, uses the standard deduction
provided by section 141. If the spouse
having adjusted gross income of $5,000
or more does not use the standard de-
duction, then the spouse having ad-
justed gross income of less than $5,000
may not elect to pay the optional tax
and must compute taxable income
without regard to the standard deduc-
tion. Accordingly, if the spouse having
adjusted gross income of $5,000 or more
itemizes the deductions allowed by sec-
tions 161 and 211 in computing taxable
income, the spouse having adjusted
gross income of less than $5,000 must
also compute taxable income by
itemizing the deductions allowed by
sections 161 and 211, and must pay the
tax imposed by section 1. For rules rel-
ative to the election to take the stand-
ard deduction by husband and wife, see
part IV (section 141 and following), sub-
chapter B, chapter 1 of the Code, and
the regulations thereunder.

(b) Taxable years beginning after De-
cember 31, 1963, and before January 1,
1970. (1) In the case of a husband and
wife filing a separate return for a tax-
able year beginning after December 31,
1963, and before January 1, 1970, the op-
tional tax imposed by section 3 shall
be—

(i) For taxable years beginning in
1964, the lesser of the tax shown in
Table IV (relating to the 10-percent
standard deduction for married persons
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filing separate returns) or Table V (re-
lating to the minimum standard deduc-
tion for married persons filing separate
returns) of section 3(a), and

(ii) For a taxable year beginning
after December 31, 1964, and before Jan-
uary 1, 1970, the lesser of the tax shown
in Table IV (relating to the 10-percent
standard deduction for married persons
filing separate returns) or Table V (re-
lating to minimum standard deduction
for married persons filing separate re-
turns) of section 3(b).

(2) If the tax of one spouse is deter-
mined with regard to the 10-percent
standard deduction provided for in
Table IV of section 3(a) or 3(b) or if
such spouse in computing taxable in-
come uses the 10-percent standard de-
duction provided for in section 141(b),
then the minimum standard deduction
provided for in Table V of section 3(a)
or 3(b) shall not apply in the case of
the other spouse, if such spouse elects
to pay the optional tax imposed under
section (3). Thus, if a husband and wife
compute their tax with reference to the
standard deduction, one cannot elect to
use the 10-percent standard deduction
and the other elect to use the min-
imum standard deduction. However, an
individual described in section 141(d)(2)
may elect pursuant to such section and
the regulations thereunder to pay the
tax shown in Table V of section 3(a) or
3(b) in lieu of the tax shown in Table
IV of section 3(a) or 3(b). See section
141(d) and the regulations thereunder
for rules relating to the standard de-
duction in the case of married individ-
uals filing separate returns.

(¢) Taxable years beginning after De-
cember 31, 1969. (1) In the case of a hus-
band and wife filing a separate return
for a taxable year beginning after De-
cember 31, 1969, the optional tax im-
posed by section 3 shall be the lesser of
the tax shown in—

(i) The table prescribed under section
3 applicable to such taxable year in the
case of married persons filing separate
returns which applies the percentage
standard deduction, or

(ii) The table prescribed under sec-
tion 3 applicable to such taxable year
in the case of married persons filing
separate returns which applies the low
income allowance.
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(2) If the tax of one spouse is deter-
mined by the table described in sub-
paragraph (1)(i) of this paragraph or if
such spouse in computing taxable in-
come uses the percentage standard de-
duction provided for in section 141(b),
then the table described in subpara-
graph (1)(ii) of this paragraph shall not
apply in the case of the other spouse, if
such other spouse elects to pay the op-
tional tax imposed under section 3.
Thus, if a husband and wife compute
the tax with reference to the standard
deduction, one cannot elect to use the
percentage standard deduction and the
other elect to use the low income al-
lowance. A married individual de-
scribed in section 141(d)(2) may elect
pursuant to such section and the regu-
lations thereunder to pay the tax
shown in the table described by sub-
paragraph (1)(ii) of this paragraph in
lieu of the tax shown in the table de-
scribed by subparagraph (1)(i) of this
paragraph. See section 141(d) and the
regulations thereunder for rules relat-
ing to the standard deduction in the
case of married individuals filing sepa-
rate returns.

(d) Determination of marital status. For
the purpose of applying the restrictions
upon the right of a married person to
elect to pay the tax under section 3, (1)
the determination of marital status is
made as of the close of the taxpayer’s
taxable year or, if his spouse died dur-
ing such year, as of the date of death;
(2) a person legally separated from his
spouse under a decree of divorce or sep-
arate maintenance on the last day of
his taxable year (or the date of death of
his spouse, whichever is applicable) is
not considered as married; and (3) with
respect to taxable years beginning
after December 31, 1969, a person, al-
though considered as married within
the meaning of section 143(a), is consid-
ered as not married if he lives apart
from his spouse and satisfies the re-
quirements set forth in section 143(b).
See section 143 and the regulations
thereunder.

[T.D. 6792, 30 FR 529, Jan. 15, 1965, as amend-
ed by T.D. 7123, 36 FR 11084, June 9, 1971]
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§1.4-4 Short taxable year caused by
death.

An individual making a return for a
period of less than 12 months on ac-
count of a change in his accounting pe-
riod may not elect to pay the optional
tax under section 3. However, the fact
that the taxable year is less than 12
months does not prevent the deter-
mination of the tax for the taxable
year under section 3 if the short tax-
able year results from the death of the
taxpayer.

TAX ON CORPORATIONS

§1.11-1 Tax on corporations.

(a) Every corporation, foreign or do-
mestic, is liable to the tax imposed
under section 11 except (1) corporations
specifically excepted under such sec-
tion from such tax; (2) corporations ex-
pressly exempt from all taxation under
subtitle A of the Code (see section 501);
and (3) corporations subject to tax
under section 511(a). For taxable years
beginning after December 31, 1966, for-
eign corporations engaged in trade or
business in the United States shall be
taxable under section 11 only on their
taxable income which is effectively
connected with the conduct of a trade
or business in the United States (see
section 882(a)(1)). For definition of the
terms ‘‘corporations,” ‘‘domestic,” and
“foreign,” see section 7701(a) (3), (4),
and (b), respectively. It is immaterial
that a domestic corporation, and for
taxable years beginning after Decem-
ber 31, 1966, a foreign corporation en-
gaged in trade or business in the
United States, which is subject to the
tax imposed by section 11 may derive
no income from sources within the
United States. The tax imposed by sec-
tion 11 is payable upon the basis of the
returns rendered by the corporations
liable thereto, except that in some
cases a tax is to be paid at the source
of the income. See subchapter A (sec-
tions 6001 and following), chapter 61 of
the Code, and section 1442.

(b) The tax imposed by section 11
consists of a normal tax and a surtax.
The normal tax and the surtax are both
computed upon the taxable income of
the corporation for the taxable year,
that is, upon the gross income of the
corporation minus the deductions al-
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lowed by chapter 1 of the Code. How-
ever, the deduction provided in section
242 for partially tax-exempt interest is
not allowed in computing the taxable
income subject to the surtax.

(c) The normal tax is at the rate of 22
percent and is applied to the taxable
income for the taxable year. However,
in the case of a taxable year ending
after December 31, 1974, and before Jan-
uary 1, 1976, the normal tax is at the
rate of 20 percent of so much of the
taxable income as does not exceed
$25,000 and at the rate of 22 percent of
so much of the taxable income as does
exceed $25,000 and is applied to the tax-
able income for the taxable year.

(d) The surtax is at the rate of 26 per-
cent and is upon the taxable income
(computed without regard to the de-
duction, if any, provided in section 242
for partially tax-exempt interest) in
excess of $25,000. However, in the case
of a taxable year ending after Decem-
ber 31, 1974, and before January 1, 1976,
the surtax is upon the taxable income
(computed as provided in the preceding
sentence) in excess of $50,000. In certain
circumstances the exemption from sur-
tax may be disallowed in whole or in
part. See sections 269, 1551, 1561, and
1564 and the regulations thereunder.
For purposes of sections 244, 247, 804,
907, 922 and §§1.561-1 and 1.815-4, when
the phrase ‘‘the sum of the normal tax
rate and the surtax rate for the taxable
year’”’ is used in any such section, the
normal tax rate for all taxable years
beginning after December 31, 1963, and
ending before January 1, 1976, shall be
considered to be 22 percent.

(e) The computation of the tax on
corporations imposed under section 11
may be illustrated by the following ex-
ample:

Example. The X Corporation, a domestic
corporation, has gross income of $86,000 for
the calendar year 1964. The gross income in-
cludes interest of $5,000 on United States ob-
ligations for which a deduction under section
242 is allowable in determining taxable in-
come subject to the normal tax. It has other
deductions of $11,000. The tax of the X Cor-
poration under section 11 for the calendar
yvear is $28,400 ($15,400 normal tax and $13,000
surtax) computed as follows:

COMPUTATION OF NORMAL TAX

Gross iNCOME ...ccueevveeriveeiienieeieens $86,000
Deductions:
Partially tax-exempt interest ... $5,000
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Other .....coviiiiiiicicccee 11,000 16,000
Taxable income ........cccccovvviineieens 70,000
Normal tax (22 percent of $70,000) 15,400

COMPUTATION OF SURTAX

Taxable iNnCOMe ........cccveeevveeveenens 70,000
Add: Amount of partially tax-ex-

empt interest deducted in com-

puting taxable income ................ 5,000
Taxable income subject to surtax .. 75,000
Less: Exemption from surtax ......... 25,000
Excess of taxable income subject

to surtax over exemption ........... 50,000
Surtax (26 percent of $50,000) ..... 13,000

(f) For special rules applicable to for-
eign corporations engaged in trade or
business within the United States, see
section 882 and the regulations there-
under. For additional tax on personal
holding companies, see part II (section
541 and following), subchapter G, chap-
ter 1 of the Code, and the regulations
thereunder. For additional tax on cor-
porations improperly accumulating
surplus, see part I (section 531 and fol-
lowing), subchapter G, chapter 1 of the
Code, and the regulations thereunder.
For treatment of China Trade Act cor-
porations, see sections 941 and 942 and
the regulations thereunder. For treat-
ment of Western Hemisphere trade cor-
porations, see sections 921 and 922 and
the regulations thereunder. For treat-
ment of capital gains and losses, see
subchapter P (section 1201 and fol-
lowing), chapter 1 of the Code. For
computation of the tax for a taxable
year during which a change in the tax
rates occurs, see section 21 and the reg-
ulations thereunder.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 7293, 38 FR 32792, Nov. 28,
1973; T.D. 74-13, 41 FR 12639, Mar. 26, 1976]

CHANGES IN RATES DURING A TAXABLE
YEAR

§1.15-1 Changes in rate during a tax-
able year.

(a) Section 21 applies to all tax-
payers, including individuals and cor-
porations. It provides a general rule ap-
plicable in any case where (1) any rate
of tax imposed by chapter 1 of the Code
upon the taxpayer is increased or de-
creased, or any such tax is repealed,
and (2) the taxable year includes the ef-
fective date of the change, except
where that date is the first day of the
taxable year. For example, the normal
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tax on corporations under section 11(b)
was decreased from 30 percent to 22
percent in the case of a taxable year
beginning after December 31, 1963. Ac-
cordingly, the tax for a taxable year of
a corporation beginning on January 1,
1964, would be computed under section
11(b) at the new rate without regard to
section 21. However, for any taxable
year beginning before January 1, 1964,
and ending on or after that date, the
tax would be computed under section
21. For additional circumstances under
which section 21 is not applicable, see
paragraph (k) of this section.

(b) In any case in which section 21 is
applicable, a tentative tax shall be
computed by applying to the taxable
income for the entire taxable year the
rate for the period within the taxable
yvear before the effective date of
change, and another tentative tax shall
be computed by applying to the taxable
income for the entire taxable year the
rate for the period within the taxable
year on or after such effective date.
The tax imposed on the taxpayer is the
sum of—

(1) An amount which bears the same
ratio to the tentative tax computed at
the rate applicable to the period within
the taxable year before the effective
date of the change that the number of
days in such period bears to the num-
ber of days in the taxable year, and

(2) An amount which bears the same
ratio to the tentative tax computed at
the rate applicable to the period within
the taxable year on and after the effec-
tive date of the change that the num-
ber of days in such period bears to the
number of days in the taxable year.

(c) If the rate of tax is changed for
taxable years ‘‘beginning after’” or
“ending after’’ a certain date, the fol-
lowing day is considered the effective
date of the change for purposes of sec-
tion 21. If the rate is changed for tax-
able years ‘‘beginning on or after’” a
certain date, that date is considered
the effective date of the change for
purposes of section 21. This rule may be
illustrated by the following examples:

Example 1. Assume that the law provides
that a change in a certain rate of tax shall
be effective only with respect to taxable
years beginning after December 31, 1969. The
effective date of change for purposes of sec-
tion 21 is January 1, 1970, and section 21 must
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be applied to any taxable year which begins
before and ends on or after January 1, 1970.

Example 2. Assume that the law provides
that a change in a certain rate of tax shall
be applicable only with respect to taxable
years ending after December 31, 1970. For
purposes of section 21, the effective date of
change is January 1, 1971, and section 21
must be applied to any taxable year which
begins before and ends on or after January 1,
1971.

Example 3. Assume that the law provides
that a change in a certain rate of tax shall
be effective only with respect to taxable
years beginning on or after January 1, 1971.
The effective date of change for purposes of
section 21 is January 1, 1971, and section 21
must be applied to any taxable year which
begins before and ends on or after January 1,
1971.

(d) If a tax is repealed, the repeal will
be treated as a change of rate for pur-
poses of section 21, and the rate for the
period after the repeal (for purposes of
computing the tentative tax with re-
spect to that period) will be considered
zero. For example, the Tax Reform Act
of 1969 repealed section 1562, which im-
posed a 6 percent additional tax on con-
trolled corporations electing multiple
surtax exemptions, effective for tax-
able years beginning after December 31,
1974. For such controlled corporations
having taxable years beginning in 1974
and ending in 1975, the rate for the pe-
riod ending before January 1, 1975,
would be 6 percent; the rate for the pe-
riod beginning after December 31, 1974,
would be zero. However, subject to the
rules stated in this section, section 21
does not apply to the imposition of a
new tax. For example, if a new tax is
imposed for taxable years beginning on
or after July 1, 1972, a computation
under section 21 would not be required
with respect to such new tax in the
case of taxable years beginning before
July 1, 1972, and ending on or after that
date. If the effective date of the impo-
sition of a new tax and the effective
date of a change in rate of such tax fall
in the same taxable year, section 21 is
not applicable in computing the tax-
payer’s liability for such tax for such
yvear unless the new tax is expressly
imposed upon the taxpayer for a por-
tion of his taxable year prior to the
change in rate.

(e) If a husband and wife have dif-
ferent taxable years because of the
death of either spouse, and if a joint re-
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turn is filed with respect to the taxable
year of each, then, for purposes of sec-
tion 21, the joint return shall be treat-
ed as if the taxable years of both
spouses ended on the date of the clos-
ing of the surviving spouse’s taxable
year. See section 6013 (c), relating to
treatment of joint return after death of
either spouse. Accordingly, if a change
in the rate of tax is effective during the
taxable year of the surviving spouse,
the tentative taxes with respect to the
joint return shall be computed on the
basis of the number of days during
which each rate of tax was in effect for
the taxable year of the surviving
spouse.

(f) Section 21 applies whether or not
the taxpayer has a taxable year of less
than 12 months. Moreover, section 21
applies whether or not the taxable in-
come for a taxable year of less than 12
months is required to be placed on an
annual basis under section 443. If the
taxable income is required to be com-
puted under section 443(b) then the ten-
tative taxes under section 21 are com-
puted as provided in paragraph (1) or
(2) of section 443(b) and are reduced as
provided in those paragraphs. The ten-
tative taxes so computed and reduced
are then apportioned as provided in
section 21(a)(2) to determine the tax for
such taxable year as computed under
section 21.

(g) If a taxpayer has made the elec-
tion under section 441(f) (relating to
computation of taxable income on the
basis of an annual accounting period
varying from 52 to 53 weeks), the rules
provided in section 441(f)(2) shall be ap-
plicable for purposes of determining
whether section 21 applies to the tax-
able year of the taxpayer. Where a tax-
payer has made the election under sec-
tion 441(f) and where section 21 applies
to the taxable year of the taxpayer the
computation under section 21(a)(2)
shall be made upon the basis of the ac-
tual number of days in the taxable year
and in each period thereof.

(h)(1) Section 21 is applicable only if
the rate of tax imposed by chapter 1
changes. Sections in which rates of tax
are specified or incorporated by ref-
erence include the following: 1, 2, 3, 11,
511, 531, 541, 821, 831, 871, 881, 1201, and
1348 (for taxable years beginning after
December 31, 1970). Except as provided
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in subparagraph (3) of this paragraph,
section 21 is not applicable with re-
spect to changes in the law relating to
deductions from gross income, exclu-
sions from or inclusions in gross in-
come, or other items taken into ac-
count in determining the amount or
character of income subject to tax.
Moreover, section 21 is not applicable
with respect to changes in the law re-
lating to credits against the tax or
with respect to changes in the law re-
lating to limitations on the amount of
tax. Section 21 is applicable, however,
to all those computations specified in
the section providing the rate of tax
which are implicit in determining the
rate. For example, if one of the tax
brackets in the tax tables under sec-
tion 3 were to be changed, section 21
would be applicable to that change.
Thus, if the bracket relating to ‘at
least $4,200 but not less than $4,250” for
heads of households should be changed
to increase or decrease the last sum
specified, with corresponding changes
being made in subsequent brackets,
section 21 would be applicable. The en-
actment of sections 1561 and 1562 is
considered a change in section 11(d)
which constitutes a change in rate for
the period ending after December 31,
1963. The amendment of section 1561
and the repeal of section 1562 by the
Tax Reform Act of 1969 is considered a
change in section 11(d) which con-
stitutes a change in rate for the period
ending after December 31, 1974. The re-
peal of the 2 percent additional tax im-
posed under section 1503 on corpora-
tions filing consolidated returns con-
stitutes a change in rate for the period
ending after December 31, 1963. The ad-
dition to the Code of section 1348 (re-
lating to 50 percent maximum rate on
earned income) is a change in rate to
which section 21(a) is applicable. The
amendment of section 11(d) by the Tax
Reduction Act of 1975 which increases
to $50,000 the surtax exemption for a
taxable year ending during 1975 con-
stitutes a change in rate for such por-
tion of the taxable year (if less than
the entire taxable year) as follows De-
cember 31, 1974. Similarly, the return
of the surtax exemption to $25,000 for a
taxable year ending during 1976 con-
stitutes a change in rate for such por-
tion of the taxable year (if less than
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the entire taxable year) as follows De-
cember 31, 1975.

(2) Ordinarily, both the old and the
new rates are applied to the same
amount of taxable income. However,
where the rate of tax is itself taken
into account in determining taxable in-
come (for example, the special deduc-
tion for Western Hemisphere trade cor-
porations under section 922), the tax-
able income used in determining the
tentative tax employing the rate before
the effective date of change shall be de-
termined by reference to that rate of
tax, and the taxable income for the
purpose of determining the tentative
tax employing the rate for the period
on and after the effective date of the
change shall be determined by ref-
erence to the new tax rate.

(3) Section 21 is applicable with re-
spect to changes in the law relating to
the standard deduction for individuals
provided in part IV of subchapter B and
to the deduction for personal exemp-
tions for individuals provided in part V
of subchapter B.

(i) If the rate of tax changes more
than once during the taxable year, sec-
tion 21 is applicable to each change in
rate. For example, if the rate of normal
tax changed for taxable years begin-
ning on or after March 1, 1954, and
changed again for taxable years begin-
ning on or after June 1, 1954, section 21
requires computation of 3 tentative
taxes for any taxable year which began
before March 1, 1954, and ended on or
after June 1, 1954: One tentative tax at
the rate in effect before the March 1
change; another tentative tax at the
rate in effect from March 1 to May 31;
and a third tentative tax at the rate in
effect from June 1 to the end of the
taxable year. The proportion of each
such tentative tax taken into account
in determining the tax imposed on the
taxpayer is computed by reference to
the portion of the taxable year before
March 1, 1954, by reference to the por-
tion of the taxable year from March 1,
1954, through May 31, 1954, and by ref-
erence to the portion of the taxable
year from June 1, 1954, to the end of the
taxable year, respectively.

(7)) If a change in the rate of one
tax imposed by chapter 1 of the Code
does not affect the amount of other
taxes imposed by chapter 1 of the Code
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the other taxes may be determined
without regard to section 21 and sec-
tion 21 will be applied only to the tax
for which a change in rate is made.
However, if the change of rate of one
tax does affect the amount of other
taxes imposed under chapter 1 of the
Code, then the computation of the
taxes under chapter 1 of the Code so af-
fected shall be made by applying sec-
tion 21. For example, if section 1201 ap-
plies to an individual taxpayer for a
taxable year containing the effective
date of a change in a rate of tax pro-
vided in section 1, then under section
21 the taxpayer must compute a ten-
tative tax for each period for which a
different rate of tax is effective under
section 1. The tentative tax for each
such period as computed under section
1201 will reflect the rate of tax provided
by section 1 for such period.

(2) In certain cases chapter 1 of the
Code provides that the particular tax
to be imposed upon the taxpayer shall
be one of several taxes, the basis of se-
lection being the tax that is greater or
lesser. See, for example, sections 821
and 1201. If in any such case the rate of
any one of these taxes changes, then
the tentative taxes computed as pro-
vided by section 21 for each period shall
be computed employing the tax se-
lected in accordance with the general
rule of selection for such a case, at the
rate of tax in effect for such period.
Thus, if a change in the rate of the al-
ternative tax under section 1201 is such
that the alternative tax under section
1201 is applicable if the old rate is used
and is not applicable if the new rate is
used, one tentative tax will consist of
the alternative tax under section 1201
and the other tentative tax will consist
of the tax imposed by the other appli-
cable sections of chapter 1 of the Code.
The two tentative taxes so computed
are then prorated in accordance with
section 21(a)(2) and the sum of the pro-
portionate amounts is the tax imposed
for the taxable year under chapter 1 of
the Code. See the examples in para-
graph (n) of this section.

(k) Section 21 does not apply in the
following situations:

(1) The provisions of section 21 do not
apply to the imposition of the tax sur-
charge by section 51. The proration
rules of section 51(a) apply in the case
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of a taxable year ending on or after the
effective date of the surcharge and be-
ginning before July 1, 1970.

(2) The provisions of section 21 do not
apply to the imposition of the min-
imum tax for tax preferences by sec-
tion 56. The proration rules of section
301(c) of the Tax Reform Act of 1969 (83
Stat. 586) apply in the case of a taxable
yvear beginning in 1969 and ending in
1970.

(1) In computing the number of days
each rate of tax is in effect during the
taxable year for purposes of section
21(a)(2), the effective date of the
change in rate shall be counted in the
period for which the new rate is in ef-
fect.

(m) Any credits against tax, and any
limitation in any credit against tax,
shall be based upon the tax computed
under section 21. For credits against
tax, see part IV (section 31 and fol-
lowing), subchapter A, chapter 1 of the
Code.

(n) The application of section 21 may
be illustrated by the following exam-
ples: (See also the examples in §1.1561-
2A(a)(3).)

Example 1. A, a married taxpayer filing a
joint return, reports his income on the basis
of a fiscal year ending June 30. For his fiscal
year ending June 30, 1970, A reports taxable
income (exclusive of capital gains and losses)
of $50,000 and net long-term capital gain (sec-
tion 1201 gain (net capital gain for taxable
years beginning after December 31, 1976)) of
$75,000. The rate of tax on capital gains under
section 1201(b) relating to the alternative tax
has been increased from 25 percent to a max-
imum rate of 29% percent with respect to
gain in excess of $50,000 and the effective
date of the change in rate is January 1, 1970.
The income tax for the taxable year ended
June 30, 1970, would be computed under sec-
tion 21 as follows:

TENTATIVE TAX
Taxable income ex-
clusive of capital

gains and losses .. $50,000
Long-term capital
9aIN s 75,000
125,000
Deduct 50% of long-
term capital gain ... 37,500
Taxable in-
cCome .......... 87,500
Tax under section 1
(1969 and 1970
rates) .....cccerveenn. 37,690
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ALTERNATIVE TAX UNDER SECTION 1201(b) (1969 RATES)

Taxable income

($50,000 + 50% of

$75,000) ....cccvvnee $87,500
Less 50% of long-

term capital gain ... 37,500

Taxable income ex-
clusive of capital

gains ... 50,000
Partial tax (tax on
$50,000) ... . 17,060

Plus 25% of $75,000 18,750

Alternative tax under
section 1201(b) at
1969 rates ............ 35,810

ALTERNATIVE TAX UNDER SECTION 1201(b) (1970 RATES)

STEP |

Taxable income

($50,000 + 50% of

$75,000) ....ccvvnee $87,500
Deduct 50% of net

section 1201 gain

(net capital gain for

taxable years be-

ginning after De-

cember 31, 1976) 37,500

50,000

Tax on $50,000 (tax-
able income exclu-
sive of capital

GaINS) i e
STEP Il
(a) Net section 1201
gain (net capital
gain for taxable
years beginning
after December 31,
1976) oo 75,000
(b) Subsection (d)
9aIN e 50,000
25% of $50,000
(lesser of (a) or
(D)) v e
STEP Il
(c) 29'2% of $25,000
(excess of (a) over
[(c)) I 7,375
(d) Ordinary income $50,000
50% of net section
1201 gain (net
capital gain for tax-
able years begin-
ning after Decem-
ber 31, 1976) ........ 37,500
87,500
Tax on $87,500 $37,690
Ordinary income $50,000
50% of subsection
(d) gain ...ccccernenne 25,000
75,000
Tax on $75,000 ........ 30,470

Difference .......cc...... 7,220

Lesser of (c) or (d) ... $7,220

$17,060

12,500
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Alternative tax (total
of 3 steps) at rates
effective on and
after January 1,
1970 oo 36,780

Since the alternative tax is less than the tax
imposed under section 1 for both the period
in 1969 and the period in 1970, the alternative
tax applies for both periods. Thus, since the
effective date of the change in the rate of tax
on capital gains is January 1, 1970, the old
rate of alternative tax is effective for 184
days of the taxable year and the new rate of
alternative tax is effective for 181 days of the
taxable year. The alternative taxes are ap-
portioned as follows:

1969—184/365 of $35,810 . $18,052.16
1970—181/365 of $36,780 ... . 18,238.85
36,291.01

Tax surcharge (See § 1.51-1(d)(1)(i)) -.ecvovvvrvrenne 2,729.28
Total tax for the taxable year ......... 39,020.29

Example 2. B, a single individual not a head
of a household, has a taxable year ending
March 31. For the taxable year ending March
31, 1971, B has adjusted gross income of
$18,500. His computation of the tax imposed
is as follows:

1970 TENTATIVE TAX
Adjusted gross income ..........c....... $18,500.00
Less:
Standard deduction .........  $1,000.00
Personal exemption ... 625.00 1,625.00

Taxable income under 1970 de-
duction provisions ...........ccceeuen. 16,875.00

Tax on $16,875 (1970 rates):

Tax on first $16,000 4,330.00
42 percent of $875 367.50
Tentative tax at rates and deduc-
tion provisions effective on or
after January 1, 1970 ................. 4,697.50
1971 TENTATIVE TAX
Adjusted gross income .................. $18,500.00
Less:

$1,500
650 2,150.00

Standard deduction ...
Personal exemption ...

Taxable income under 1971 de-
duction provisions ..........cccceeeeuees 16,350.00

Tax on $16,350 (1971 rates):

Tax on first $16,000 3,830
34 percent of $350 119
Tentative tax at rates and deduc-
tion provisions effective on or
after Januray 1, 1971 ................. 3,949.00
The 1970 and 1971 tentative taxes
are apportioned as follows:
1970—275/365 of $4,697.50 .. 3,5639.21
1971—90/365 of $3,949.00 .... 973.73
4,512.94
Tax surcharge (see §1.51—
T(A)(1)(0) ceeeeererereeeeeeeree 56.26
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Total tax for the taxable
4,569.20

Example 3. H and W, husband and wife, have
a foster child, C, who qualifies as a depend-
ent under section 152(b)(2) for the period be-
ginning after December 31, 1969. H and W file
a joint return on the basis of a taxable year
ending August 31. For the taxable year end-
ing August 31, 1970, H and W have adjusted
gross income of $12,500. Their computation of
the tax imposed is as follows:
1969 TENTATIVE TAX

Adjusted gross income .................. $12,500.00
Less:
Standard deduction ......... $1,000.00
Personal exemption (2) ... 1,200.00 2,200.00
Taxable income under 1969 de-
duction provisions ...........ccceeue.. 10,300.00
Taxable income reduced by one-
half ......... e ——— 5,150.00
Tax on $5,150 (1969 rates):
Tax on first $4,000 ... $690.00
22 percent of $1,150 253.00 943.00
Twice the tax on $5,150 .. $1,886.00
Tentative tax at rates and deduc-
tion provisions effective on or
after January 1, 1969 ................. 1,886.00
1970 TENTATIVE TAX
Adjusted gross income .................. $12,500.00
Less:
Standard deduction ......... $1,000.00
Personal exemption (3) ... 1,875.00 2,875.00
Taxable income under 1970 de-
duction provisions ..........c.ccceeeene $9,625.00
Tax on $9,625 (1970 rates):
Tax on first $8,000 ... $1,380.00
22 percent of $1,625 357.50
Tentative tax at rates and deduc-
tion provisions effective on or
after January 1, 1970 ........cc....... 1,737.50
The 1969 and 1970 tentative taxes
are apportioned as follows:
1969—122/365 of $1,886 ....... $630.39
1970—243/365 of $1,737.50 .. 1,156.75
1,787.14
Tax surcharge (see §1.51-
LEC) TR D01 ) RN 104.05
Total tax for the taxable year 1,891.19

Example 4. B, a single individual with one
exemption, reports his income on the basis of
a fiscal year ending June 30. For fiscal year
ending June 30, 1971, B reports adjusted gross
income of $250,000, consisting of earned net
income of $240,000 and investment income of
$10,000. In addition, on April 24, 1971, stock
was transferred to B pursuant to his exercise
of a qualified stock option, and the fair mar-
ket value of such stock at that time exceed-
ed the option price by $175,000. This $175,000
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constitutes an item of tax preference de-
scribed in section 57(a)(6). B claims itemized
deductions in the amount of $34,000. By rea-
son of section 1348, the maximum rate of tax
on earned taxable income for a taxable year
beginning after 1970 but before 1972 is 60 per-
cent. The income tax for the taxable year
ending June 30, 1971, would be computed
under section 21 as follows:
1970 TENTATIVE TAX

Adjusted gross income ...... $250,000.00
Less:
Itemized deductions .... $34,000.00
Personal exemption ... 625.00 34,625.00
Taxable income under
1970 deduction provi-
SIONS oo 215,375.00
Tax on $215,375 (1970
rates)
Tax on first $100,000 ......... $55,490.00
70 percent of $115,375 ..... 80,762.50
Tentative tax at rates and
deduction provisions ef-
fective on or after Janu-
ary 1, 1970 ... 136,252.50
Minimum tax:
Total tax preference
tems oo 175,000.00
Less:
Exemption .. $30,000.00
Income tax . 136,252.50 166,252.50
Subject to 10 percent tax .. 8,747.50
10 percent tax .......cccceeneeee 874.75
Total tentative tax
($136,252.50 +
$874.75) .....ccc..... 137,127.25
1971 TENTATIVE TAX
Adjusted gross income ...... $250,000.00
Less:
Itemized deductions .... $34,000.00
Personal exemption .... 650.00 34,650.00
Taxable income under
1971 deduction provi-
sions . 215,350.00
(a) Tax on highest amount
of taxable income on
which rate does not ex-
ceed 60 percent
($50,000) (1971 rates) ... 20,190.00
(b) Earned taxable
income:
($215,350 x
$240,000/
$250,000) ...coovrvereniiriennn $206,736.00
Less: Tax
preference offset:
($175,000
—$30,000) ..o 145,000.00
61,736.00
(c) 60% of the amount by
which $61,736 exceeds
$50,000 ... 7,041.60
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(d) Tax on $215,350 (1971
rates)

Tax on first $100,000 ..... 53,090.00
70% of $115,350 ............ 80,745.00
Total ..o 133,835.00
(e) Tax on $61,736 (1971
rates)
Tax on first $60,000 ....... 26,390.00
64% of $1,736 ......ccccnee. 1,111.04
Total ..o 27,501.04
(f) Excess of $133,835 over
$27,501.04 ..ooovvireriinne 106,333.96
Tentative tax (total of Steps
(a), (c), and (f)) at rates
and deduction provisions
effective on or after Jan-
uary 1, 1971 ... 133,565.56
Minimum tax:
Total tax preference
Items ..o 175,000.00
Less:
Exemption ... $30,000.00
Income tax ... 133,565.56 163,565.56
Subject to 10 percent tax $11,434.44
10 percent tax ........c....... 1,143.44
Total tentative tax
($133,565.56 +
$1,143.44) - 134,709.00
The 1970 and 1971 ten-
tative taxes are appor-
tioned as follows:
1970—184/365 of
$137,127.25 ....coouenee. 69,127.16
1971—181/365 of
$134,709 ..o 66,800.90
Total tax for the tax-
able year .. 135,928.06

Example 5. The surtax exemption of cor-
poration M (one of 4 subsidiary corporations
of W corporation), which files its income tax
returns on the basis of a fiscal year ending
March 31, 1964, is less than $25,000, by reason
of section 1561 of the Code applicable to tax-
able years ending after December 31, 1963,
and beginning before January 1, 1975. The
taxable income of corporation M is $100,000,
and the amount of the surtax exemption de-
termined under the new rule for the 1964 tax-
able year is $5,000 ($25,000 + 5). M’s income
tax liability for the taxable year ending
March 31, 1964, is computed as follows:

1963 TENTATIVE TAX
Taxable income $100,000

Normal tax on $100,000
(1963 rates) 30 percent
of $100,000

Surtax on $75,000 (1963
rates and $25,000 surtax
exemption) 22 percent of
$75,000

$30,000

16,500
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Total tentative tax at
rates and surtax
exemption effec-
tive before Janu-
ary 1, 1964 ........ 46,500

1964 TENTATIVE TAX

Taxable income ... $100,000

Normal tax on $100,000
(1964 rates) 22 percent
of $100,000

Surtax on $95,000 (1964
rates and a $5,000 sur-
tax exemption) 28 per-
cent of $95,000

$22,000

.............. 26,600
Total tentative tax at

rates and surtax

exemption effec-

tive after January

1, 1964 48,600

The 1963 and 1964 ten-
tative taxes are appor-
tioned as follows:
1963—275/366 of

$46,500 ...
1964—91/366 of $48,600

34,938.52
12,083.61

Total tax for the tax-

able year 47,022.13

M has the same amount of taxable income in 1965. Its in-
come tax liability for the fiscal year ending March 31, 1965,
is computed as follows:

1964 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1964 rates) 22 percent
of $100,000

Surtax on $95,000 (1964
rates and a $5,000 sur-
tax exemption) 28 per-
cent of $95,000

$22,000

.............. 26,600
Total tentative tax at

the 1964 rates 48,600

1965 TENTATIVE TAX

Taxable income ................. $100,000

Normal tax on $100,000
(1965 rates) 22 percent
of $100,000 ...

Surtax on $95,000 (1965
rates and a $5,000 sur-
tax exemption) 26 per-
cent of $95,000

$22,000

.............. 24,700
Total tentative tax at

the 1965 rates 46,700

The 1964 and 1965 ten-
tative taxes are appor-
tioned as follows:
1964—275/365 of

$48,600 ...
1965—90/365 of $46,700

$36,616.44
11,515.07

Total tax for the tax-

able year 48,131.51
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Example 6. Assume the same facts as in ex-
ample (5), except that M elected the addi-
tional tax under section 1562 for its fiscal
yvear ending March 31, 1964. M’s tax liability
is completed as follows:

1963 TENTATIVE TAX

Taxable income ................. $100,000
Normal tax on $100,000
(1963 rates) 30 percent
of $100,000
Surtax on $75,000 (1963
rates and $25,000 surtax
exemption) 22 percent of
$75,000

$30,000

.......................... 16,500
Total tentative tax at

rates and surtax

exemption effec-

tive before Janu-

ary 1, 1964 46,500

1964 TENTATIVE TAX
Taxable income ................. $100,000
Normal tax on $100,000
(1964 rates) 22 percent
of $100,000
Surtax on $75,000 (1964
rates and $25,000 surtax
exemption) 28 percent of
$75,000
Additional tax on $25,000 6
percent of $25,000

$22,000

21,000

......... 1,500
Total tentative tax at
rates and surtax
exemption effec-
tive on and after

January 1, 1964 .. 44,500
The 1963 and 1964 ten-
tative taxes are appor-
tioned as follows:
1963—275/366 of
$46,500
1964—91/366 of $44,500

$34,938.52
11,064.21

Total tax for the tax-

able year 46,002.73

Example 7. Corporation N files its income
tax returns on the basis of a fiscal year end-
ing June 30. For its taxable year ending in
1976, the taxable income of N is $100,000. N’s
income tax liability is determined for the pe-
riod July 1, 1975, through December 31, 1975,
by taking into account two rates of normal
tax under section 11(b)(2) (A) and (B) and the
increase to $50,000 in the surtax exemption
under section 11(d). For the period January
1, 1976, through June 30, 1976, N’s income tax
liability is determined by taking into ac-
count the single normal tax rate under sec-
tion 11(b)(1) and the $25,000 surtax exemption
under section 11(d). N’s tax liability for the
taxable year ending June 30, 1976, is com-
puted as follows:

1975 TENTATIVE TAX
Taxable income $100,000
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Normal tax on $100,000
(1975 rates) 20 per-
cent of $25,000

22 percent of $75,000 ...

Surtax on $50,000 (1975
rates and $50,000 sur-
tax exemption) 26 per-
cent of $50,000

$5,000
16,500

........... 13,000
Total tentative tax at
rates and surtax
exemption effec-
tive on and after

January 1, 1975 .. 34,500

1976 TENTATIVE TAX

Taxable income ................ $100,000
Normal tax on $100,000

(1976 rates) 22 per-

cent of $100,000
Surtax on $75,000 (1976

rates and $25,000 sur-

tax exemption) 26 per-

cent of $75,000

$22,000

........... 19,500
Total tentative tax at
rates and surtax
exemption effec-
tive on and after

January 1, 1976 .. 41,500
The 1975 and 1976 ten-
tative taxes are appor-
tioned as follows:
1975—184/366 of
$34,500
1976—182/366 of
$41,500

$17,344

20,637

Total tax for the tax-

able year 37,981

(Secs. 1561(a) (83 Stat. 599; 26 U.S.C. 1561(a))
of the Internal Revenue Code)

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 7164,
37 FR 4190, Feb. 29, 1972; T.D. 74-13, 41 FR
12639, Mar. 26, 1976; T.D. 7528, 42 FR 64694,
Dec. 28, 1977; T.D. 7728, 45 FR 72651, Nov. 3,
1980. Redesignated by T.D. 9354, 72 FR 45341,
Aug. 14, 2007]

§1.21-1 Expenses for household and
dependent care services necessary
for gainful employment.

(a) In general. (1) Section 21 allows a
credit to a taxpayer against the tax
imposed by chapter 1 for employment-
related expenses for household services
and care (as defined in paragraph (d) of
this section) of a qualifying individual
(as defined in paragraph (b) of this sec-
tion). The purpose of the expenses must
be to enable the taxpayer to be gain-
fully employed (as defined in paragraph
(c) of this section). For taxable years
beginning after December 31, 2004, a
qualifying individual must have the
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same principal place of abode (as de-
fined in paragraph (g) of this section)
as the taxpayer for more than one-half
of the taxable year. For taxable years
beginning before January 1, 2005, the
taxpayer must maintain a household
(as defined in paragraph (h) of this sec-
tion) that includes one or more quali-
fying individuals.

(2) The amount of the credit is equal
to the applicable percentage of the em-
ployment-related expenses that may be
taken into account by the taxpayer
during the taxable year (but subject to
the limits prescribed in §1.21-2). Appli-
cable percentage means 35 percent re-
duced by 1 percentage point for each
$2,000 (or fraction thereof) by which the
taxpayer’s adjusted gross income for
the taxable year exceeds $15,000, but
not less than 20 percent. For example,
if a taxpayer’s adjusted gross income is
$31,850, the applicable percentage is 26
percent.

(3) Expenses may be taken as a credit
under section 21, regardless of the tax-
payer’s method of accounting, only in
the taxable year the services are per-
formed or the taxable year the ex-
penses are paid, whichever is later.

(4) The requirements of section 21
and §§1.21-1 through 1.21-4 are applied
at the time the services are performed,
regardless of when the expenses are
paid.

(5) Examples. The provisions of this
paragraph (a) are illustrated by the fol-
lowing examples.

Example 1. In December 2007, B pays for the
care of her child for January 2008. Under
paragraph (a)(3) of this section, B may claim
the credit in 2008, the later of the years in
which the expenses are paid and the services
are performed.

Example 2. The facts are the same as in Ex-
ample 1, except that B’s child turns 13 on
February 1, 2008, and B pays for the care pro-
vided in January 2008 on February 3, 2008.
Under paragraph (a)(4) of this section, the
determination of whether the expenses are
employment-related expenses is made when
the services are performed. Assuming other
requirements are met, the amount B pays
will be an employment-related expense under
section 21, because B’s child is a qualifying
individual when the services are performed,
even though the child is not a qualifying in-
dividual when B pays the expenses.

(b) Qualifying individual—(1) In gen-
eral. For taxable years beginning after
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December 31, 2004, a qualifying indi-
vidual is—

(i) The taxpayer’s dependent (who is
a qualifying child within the meaning
of section 152) who has not attained age
13;

(ii) The taxpayer’s dependent (as de-
fined in section 152, determined with-
out regard to subsections (b)(1), (b)(2),
and (d)(1)(B)) who is physically or men-
tally incapable of self-care and who has
the same principal place of abode as
the taxpayer for more than one-half of
the taxable year; or

(iii) The taxpayer’s spouse who is
physically or mentally incapable of
self-care and who has the same prin-
cipal place of abode as the taxpayer for
more than one-half of the taxable year.

(2) Tazable years beginning before Jan-
uary 1, 2005. For taxable years begin-
ning before January 1, 2005, a quali-
fying individual is—

(i) The taxpayer’s dependent for
whom the taxpayer is entitled to a de-
duction for a personal exemption under
section 1561(c) and who is under age 13;

(ii) The taxpayer’s dependent who is
physically or mentally incapable of
self-care; or

(iii) The taxpayer’s spouse who is
physically or mentally incapable of
self-care.

(3) Qualification on a daily basis. The
status of an individual as a qualifying
individual is determined on a daily
basis. An individual is not a qualifying
individual on the day the status termi-
nates.

(4) Physical or mental incapacity. An
individual is physically or mentally in-
capable of self-care if, as a result of a
physical or mental defect, the indi-
vidual is incapable of caring for the in-
dividual’s hygiene or nutritional needs,
or requires full-time attention of an-
other person for the individual’s own
safety or the safety of others. The in-
ability of an individual to engage in
any substantial gainful activity or to
perform the normal household func-
tions of a homemaker or care for minor
children by reason of a physical or
mental condition does not of itself es-
tablish that the individual is phys-
ically or mentally incapable of self-
care.

(5) Special test for divorced or separated
parents or parents living apart—(@)
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Scope. This paragraph (b)(b) applies to
a child (as defined in section 152(f)(1)
for taxable years beginning after De-
cember 31, 2004, and in section 151(c)(3)
for taxable years beginning before Jan-
uary 1, 2005) who—

(A) Is under age 13 or is physically or
mentally incapable of self-care;

(B) Receives over one-half of his or
her support during the calendar year
from one or both parents who are di-
vorced or legally separated under a de-
cree of divorce or separate mainte-
nance, are separated under a written
separation agreement, or live apart at
all times during the last 6 months of
the calendar year; and

(C) Is in the custody of one or both
parents for more than one-half of the
calendar year.

(ii) Custodial parent allowed the credit.
A child to whom this paragraph (b)(5)
applies is the qualifying individual of
only one parent in any taxable year
and is the qualifying child of the custo-
dial parent even if the noncustodial
parent may claim the dependency ex-
emption for that child for that taxable
year. See section 21(e)(5). The custodial
parent is the parent having custody for
the greater portion of the calendar
year. See section 152(e)(4)(A).

(6) Example. The provisions of this
paragraph (b) are illustrated by the fol-
lowing examples.

Example. C pays $420 for the care of her
child, a qualifying individual, to be provided
from January 2 through January 31, 2008 (21
days of care). On January 20, 2008, C’s child
turns 13 years old. Under paragraph (b)(3) of
this section, C’s child is a qualifying indi-
vidual from January 2 through January 19,
2008 (13 days of care). C may take into ac-
count $260, the pro rata amount C pays for
the care of her child for 13 days, under sec-
tion 21. See §1.21-2(a)(4).

(¢) Gainful employment—(1) In general.
Expenses are employment-related ex-
penses only if they are for the purpose
of enabling the taxpayer to be gain-
fully employed. The expenses must be
for the care of a qualifying individual
or household services performed during
periods in which the taxpayer is gain-
fully employed or is in active search of
gainful employment. Employment may
consist of service within or outside the
taxpayer’s home and includes self-em-
ployment. An expense is not employ-
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ment-related merely because it is paid
or incurred while the taxpayer is gain-
fully employed. The purpose of the ex-
pense must be to enable the taxpayer
to be gainfully employed. Whether the
purpose of an expense is to enable the
taxpayer to be gainfully employed de-
pends on the facts and circumstances
of the particular case. Work as a volun-
teer or for a nominal consideration is
not gainful employment.

(2) Determination of period of employ-
ment on a daily basis—(i) In general. Ex-
penses paid for a period during only
part of which the taxpayer is gainfully
employed or in active search of gainful
employment must be allocated on a
daily basis.

(ii) Exception for short, temporary ab-
sences. A taxpayer who is gainfully em-
ployed is not required to allocate ex-
penses during a short, temporary ab-
sence from work, such as for vacation
or minor illness, provided that the
care-giving arrangement requires the
taxpayer to pay for care during the ab-
sence. An absence of 2 consecutive cal-
endar weeks is a short, temporary ab-
sence. Whether an absence longer than
2 consecutive calendar weeks is a
short, temporary absence is determined
based on all the facts and cir-
cumstances.

(iii) Part-time employment. A taxpayer
who is employed part-time generally
must allocate expenses for dependent
care between days worked and days not
worked. However, if a taxpayer em-
ployed part-time is required to pay for
dependent care on a periodic basis
(such as weekly or monthly) that in-
cludes both days worked and days not
worked, the taxpayer is not required to
allocate the expenses. A day on which
the taxpayer works at least 1 hour is a
day of work.

(3) Examples. The provisions of this
paragraph (c) are illustrated by the fol-
lowing examples:

Example 1. D works during the day and her
husband, E, works at night and sleeps during
the day. D and E pay for care for a qualifying
individual during the hours when D is work-
ing and E is sleeping. Under paragraph (c)(1)
of this section, the amount paid by D and E
for care may be for the purpose of allowing
D and E to be gainfully employed and may be
an employment-related expense under sec-
tion 21.
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Example 2. F works at night and pays for
care for a qualifying individual during the
hours when F is working. Under paragraph
(c)(1) of this section, the amount paid by F
for care may be for the purpose of allowing
F to be gainfully employed and may be an
employment-related expense under section
21.

Example 3. G, the custodial parent of two
children who are qualifying individuals,
hires a housekeeper for a monthly salary to
care for the children while G is gainfully em-
ployed. G becomes ill and as a result is ab-
sent from work for 4 months. G continues to
pay the housekeeper to care for the children
while G is absent from work. During this 4-
month period, G performs no employment
services, but receives payments under her
employer’s wage continuation plan. Al-
though G may be considered to be gainfully
employed during her absence from work, the
absence is not a short, temporary absence
within the meaning of paragraph (c)(2)(ii) of
this section, and her payments for household
and dependent care services during the pe-
riod of illness are not for the purpose of ena-
bling her to be gainfully employed. G’s ex-
penses are not employment-related expenses,
and she may not take the expenses into ac-
count under section 21.

Example 4. To be gainfully employed, H
sends his child to a dependent care center
that complies with all state and local re-
quirements. The dependent care center re-
quires payment for days when a child is ab-
sent from the center. H takes 8 days off from
work as vacation days. Because the absence
is less than 2 consecutive calendar weeks,
under paragraph (c)(2)(ii) of this section, H’s
absence is a short, temporary absence. H is
not required to allocate expenses between
days worked and days not worked. The entire
fee for the period that includes the 8 vaca-
tion days may be an employment-related ex-
pense under section 21.

Example 5. J works 3 days per week and her
child attends a dependent care center (that
complies with all state and local require-
ments) to enable her to be gainfully em-
ployed. The dependent care center allows
payment for any 3 days per week for $150 or
5 days per week for $250. J enrolls her child
for 5 days per week, and her child attends
the care center for 5 days per week. Under
paragraph (c¢)(2)(iii) of this section, J must
allocate her expenses for dependent care be-
tween days worked and days not worked.
Three-fifths of the $250, or $150 per week,
may be an employment-related expense
under section 21.

Example 6. The facts are the same as in Ex-
ample 5, except that the dependent care cen-
ter does not offer a 3-day option. The entire
$250 weekly fee may be an employment-re-
lated expense under section 21.
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(d) Care of qualifying individual and
household services—(1) In general. To
qualify for the dependent care credit,
expenses must be for the care of a
qualifying individual. Expenses are for
the care of a qualifying individual if
the primary function is to assure the
individual’s well-being and protection.
Not all expenses relating to a quali-
fying individual are for the individual’s
care. Amounts paid for food, lodging,
clothing, or education are not for the
care of a qualifying individual. If, how-
ever, the care is provided in such a
manner that the expenses cover other
goods or services that are incidental to
and inseparably a part of the care, the
full amount is for care.

(2) Allocation of expenses. If an ex-
pense is partly for household services
or for the care of a qualifying indi-
vidual and partly for other goods or
services, a reasonable allocation must
be made. Only so much of the expense
that is allocable to the household serv-
ices or care of a qualifying individual
is an employment-related expense. An
allocation must be made if a house-
keeper or other domestic employee per-
forms household duties and cares for
the qualifying children of the taxpayer
and also performs other services for the
taxpayer. No allocation is required,
however, if the expense for the other
purpose is minimal or insignificant or
if an expense is partly attributable to
the care of a qualifying individual and
partly to household services.

(3) Household services. Expenses for
household services may be employ-
ment-related expenses if the services
are performed in connection with the
care of a qualifying individual. The
household services must be the per-
formance in and about the taxpayer’s
home of ordinary and usual services
necessary to the maintenance of the
household and attributable to the care
of the qualifying individual. Services of
a housekeeper are household services
within the meaning of this paragraph
(d)(3) if the services are provided, at
least in part, to the qualifying indi-
vidual. Such services as are performed
by chauffeurs, bartenders, or gardeners
are not household services.

(4) Manner of providing care. The man-
ner of providing care need not be the
least expensive alternative available to
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the taxpayer. The cost of a paid care-
giver may be an expense for the care of
a qualifying individual even if another
caregiver is available at no cost.

(5) School or similar program. Expenses
for a child in nursery school, pre-
school, or similar programs for chil-
dren below the level of kindergarten
are for the care of a qualifying indi-
vidual and may be employment-related
expenses. Expenses for a child in kin-
dergarten or a higher grade are not for
the care of a qualifying individual.
However, expenses for before- or after-
school care of a child in kindergarten
or a higher grade may be for the care of
a qualifying individual.

(6) Overnight camps. Expenses for
overnight camps are not employment-
related expenses.

(7)) Day camps. (i) The cost of a day
camp or similar program may be for
the care of a qualifying individual and
an employment-related expense, with-
out allocation under paragraph (d)(2) of
this section, even if the day camp spe-
cializes in a particular activity. Sum-
mer school and tutoring programs are
not for the care of a qualifying indi-
vidual and the costs are not employ-
ment-related expenses.

(ii) A day camp that meets the defini-
tion of dependent care center in section
21(b)(2)(D) and paragraph (e)(2) of this
section must comply with the require-
ments of section 21(b)(2)(C) and para-
graph (e)(2) of this section.

(8) Transportation. The cost of trans-
portation by a dependent care provider
of a qualifying individual to or from a
place where care of that qualifying in-
dividual is provided may be for the care
of the qualifying individual. The cost
of transportation not provided by a de-
pendent care provider is not for the
care of the qualifying individual.

(9) Employment taxes. Taxes under sec-
tions 3111 (relating to the Federal In-
surance Contributions Act) and 3301
(relating to the Federal Unemployment
Tax Act) and similar state payroll
taxes are employment-related expenses
if paid in respect of wages that are em-
ployment-related expenses.

(10) Room and board. The additional
cost of providing room and board for a
caregiver over usual household expend-
itures may be an employment-related
expense.
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(11) Indirect expenses. Expenses that
relate to, but are not directly for, the
care of a qualifying individual, such as
application fees, agency fees, and de-
posits, may be for the care of a quali-
fying individual and may be employ-
ment-related expenses if the taxpayer
is required to pay the expenses to ob-
tain the related care. However, for-
feited deposits and other payments are
not for the care of a qualifying indi-
vidual if care is not provided.

(12) Examples. The provisions of this
paragraph (d) are illustrated by the fol-
lowing examples:

Example 1. To be gainfully employed, K
sends his 3-year old child to a pre-school.
The pre-school provides lunch and snacks.
Under paragraph (d)(1) of this section, K is
not required to allocate expenses between
care and the lunch and snacks, because the
lunch and snacks are incidental to and in-
separably a part of the care. Therefore, K
may treat the full amount paid to the pre-
school as for the care of his child.

Example 2. L, a member of the armed
forces, is ordered to a combat zone. To be
able to comply with the orders, L. places her
10-year old child in boarding school. The
school provides education, meals, and hous-
ing to L’s child in addition to care. Under
paragraph (d)(2) of this section, L, must allo-
cate the cost of the boarding school between
expenses for care and expenses for education
and other services not constituting care.
Only the part of the cost of the boarding
school that is for the care of L’s child is an
employment-related expense under section
21.

Example 3. To be gainfully employed, M
employs a full-time housekeeper to care for
M’s two children, aged 9 and 13 years. The
housekeeper regularly performs household
services of cleaning and cooking and drives
M to and from M’s place of employment, a
trip of 15 minutes each way. Under para-
graph (d)(3) of this section, the chauffeur
services are not household services. M is not
required to allocate a portion of the expense
of the housekeeper to the chauffeur services
under paragraph (d)(2) of this section, how-
ever, because the chauffeur services are
minimal and insignificant. Further, no allo-
cation under paragraph (d)(2) of this section
is required to determine the portion of the
expenses attributable to the care of the 13-
year old child (not a qualifying individual)
because the household expenses are in part
attributable to the care of the 9-year-old
child. Accordingly, the entire expense of em-
ploying the housekeeper is an employment-
related expense. The amount that M may
take into account as an employment-related
expense under section 21, however, is limited
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to the amount allowable for one qualifying
individual.

Example 4. To be gainfully employed, N
sends her 9-year-old child to a summer day
camp that offers computer activities and
recreational activities such as swimming
and arts and crafts. Under paragraph (d)(7)(i)
of this section, the full cost of the summer
day camp may be for care.

Example 5. To be gainfully employed, O
sends her 9-year-old child to a math tutoring
program for two hours per day during the
summer. Under paragraph (d)(7)(i) of this
section, the cost of the tutoring program is
not for care.

Example 6. To be gainfully employed, P
hires a full-time housekeeper to care for her
8-year old child. In order to accommodate
the housekeeper, P moves from a 2-bedroom
apartment to a 3-bedroom apartment that
otherwise is comparable to the 2-bedroom
apartment. Under paragraph (d)(10) of this
section, the additional cost to rent the 3-bed-
room apartment over the cost of the 2-bed-
room apartment and any additional utilities
attributable to the housekeeper’s residence
in the household may be employment-related
expenses under section 21.

Example 7. Q pays a fee to an agency to ob-
tain the services of an au pair to care for Q’s
children, qualifying individuals, to enable Q
to be gainfully employed. An au pair from
the agency subsequently provides care for
Q’s children. Under paragraph (d)(11) of this
section, the fee may be an employment-re-
lated expense.

Example 8. R places a deposit with a pre-
school to reserve a place for her child. R
sends the child to a different pre-school and
forfeits the deposit. Under paragraph (d)(11)
of this section, the forfeited deposit is not an
employment-related expense.

(e) Services outside the tarpayer’s
household—(1) In general. The credit is
allowable for expenses for services per-
formed outside the taxpayer’s house-
hold only if the care is for one or more
qualifying individuals who are de-
scribed in this section at—

(i) Paragraph (b)(1)(i) or (b)(2)(i); or

(ii) Paragraph (b)(1)(ii), (b)(2)(ii),
(b)(1)(dii), or (b)(2)(iii) and regularly
spend at least 8 hours each day in the
taxpayer’s household.

(2) Dependent care centers—(i) In gen-
eral. The credit is allowable for services
performed by a dependent care center
only if—

(A) The center complies with all ap-
plicable laws and regulations, if any, of
a state or local government, such as
state or local licensing requirements
and building and fire code regulations;
and
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(B) The requirements provided in this
paragraph (e) are met.

(ii) Definition. The term dependent
care center means any facility that pro-
vides full-time or part-time care for
more than six individuals (other than
individuals who reside at the facility)
on a regular basis during the tax-
payer’s taxable year, and receives a fee,
payment, or grant for providing serv-
ices for the individuals (regardless of
whether the facility is operated for
profit). For purposes of the preceding
sentence, a facility is presumed to pro-
vide full-time or part-time care for six
or fewer individuals on a regular basis
during the taxpayer’s taxable year if
the facility has six or fewer individuals
(including the taxpayer’s qualifying in-
dividual) enrolled for full-time or part-
time care on the day the qualifying in-
dividual is enrolled in the facility (or
on the first day of the taxable year the
qualifying individual attends the facil-
ity if the qualifying individual was en-
rolled in the facility in the preceding
taxable year) unless the Internal Rev-
enue Service demonstrates that the fa-
cility provides full-time or part-time
care for more than six individuals on a
regular basis during the taxpayer’s tax-
able year.

(f) Reimbursed expenses. Employment-
related expenses for which the tax-
payer is reimbursed (for example,
under a dependent care assistance pro-
gram) may not be taken into account
for purposes of the credit.

(g) Principal place of abode. For pur-
poses of this section, the term principal
place of abode has the same meaning as
in section 152.

(h) Maintenance of a household—(1) In
general. For taxable years beginning
before January 1, 2005, the credit is
available only to a taxpayer who main-
tains a household that includes one or
more qualifying individuals. A tax-
payer maintains a household for the
taxable year (or lesser period) only if
the taxpayer (and spouse, if applicable)
occupies the household and furnishes
over one-half of the cost for the taxable
year (or lesser period) of maintaining
the household. The household must be
the principal place of abode for the tax-
able year of the taxpayer and the quali-
fying individual or individuals.
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(2) Cost of maintaining a household. (i)
Except as provided in paragraph
(h)(2)(ii) of this section, for purposes of
this section, the term cost of maintain-
ing a household has the same meaning
as in §1.2-2(d) without regard to the
last sentence thereof.

(ii) The cost of maintaining a house-
hold does not include the value of serv-
ices performed in the household by the
taxpayer or by a qualifying individual
described in paragraph (b) of this sec-
tion or any expense paid or reimbursed
by another person.

(3) Monthly proration of annual costs.
In determining the cost of maintaining
a household for a period of less than a
taxable year, the cost for the entire
taxable year must be prorated on the
basis of the number of calendar months
within that period. A period of less
than a calendar month is treated as a
full calendar month.

(4) Two or more families. If two or
more families occupy living quarters in
common, each of the families is treated
as maintaining a separate household. A
taxpayer is maintaining a household if
the taxpayer provides more than one-
half of the cost of maintaining the sep-
arate household. For example, if two
unrelated taxpayers with their respec-
tive children occupy living quarters in
common and each taxpayer pays more
than one-half of the household costs for
each respective family, each taxpayer
is treated as maintaining a household.

(i) Reserved.

(j) Expenses qualifying as medical ex-
penses—(1) In general. A taxpayer may
not take an amount into account as
both an employment-related expense
under section 21 and an expense for
medical care under section 213.

(2) Examples. The provisions of this
paragraph (j) are illustrated by the fol-
lowing examples:

Example 1. S has $6,500 of employment-re-
lated expenses for the care of his child who
is physically incapable of self-care. The ex-
penses are for services performed in S’s
household that also qualify as expenses for
medical care under section 213. Of the total
expenses, S may take into account $3,000
under section 21. S may deduct the balance
of the expenses, or $3,500, as expenses for
medical care under section 213 to the extent
the expenses exceed 7.5 percent of S’s ad-
justed gross income.
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Example 2. The facts are the same as in Ex-
ample 1, however, S first takes into account
the $6,500 of expenses under section 213. S de-
ducts $500 as an expense for medical care,
which is the amount by which the expenses
exceed 7.5 percent of his adjusted gross in-
come. S may not take into account the $6,000
balance as employment-related expenses
under section 21, because he has taken the
full amount of the expenses into account in
computing the amount deductible under sec-
tion 213.

(k) Substantiation. A taxpayer claim-
ing a credit for employment-related ex-
penses must maintain adequate records
or other sufficient evidence to substan-
tiate the expenses in accordance with
section 6001 and the regulations there-
under.

(1) Effective/applicability date. This
section and §§1.21-2 through 1.21-4
apply to taxable years ending after Au-
gust 14, 2007.

[T.D. 9354, 72 FR 45341, Aug. 14, 2007]

§1.21-2 Limitations on amount cred-
itable.

(a) Annual dollar limitation. (1) The
amount of employment-related ex-
penses that may be taken into account
under §1.21-1(a) for any taxable year
cannot exceed—

(i) $2,400 ($3,000 for taxable years be-
ginning after December 31, 2002, and be-
fore January 1, 2011) if there is one
qualifying individual with respect to
the taxpayer at any time during the
taxable year; or

(ii) $4,800 ($6,000 for taxable years be-
ginning after December 31, 2002, and be-
fore January 1, 2011) if there are two or
more qualifying individuals with re-
spect to the taxpayer at any time dur-
ing the taxable year.

(2) The amount determined under
paragraph (a)(1) of this section is re-
duced by the aggregate amount exclud-
able from gross income under section
129 for the taxable year.

(3) A taxpayer may take into account
the total amount of employment-re-
lated expenses that do not exceed the
annual dollar limitation although the
amount of employment-related ex-
penses attributable to one qualifying
individual is disproportionate to the
total employment-related expenses.
For example, a taxpayer with expenses
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in 2007 of $4,000 for one qualifying indi-
vidual and $1,500 for a second quali-
fying individual may take into account
the full $5,500.

(4) A taxpayer is not required to pro-
rate the annual dollar limitation if a
qualifying individual ceases to qualify
(for example, by turning age 13) during
the taxable year. However, the tax-
payer may take into account only
amounts that qualify as employment-
related expenses before the disquali-
fying event. See also §1.21-1(b)(6).

(b) Earned income limitation—(1) In
general. The amount of employment-re-
lated expenses that may be taken into
account under section 21 for any tax-
able year cannot exceed—

(i) For a taxpayer who is not married
at the close of the taxable year, the
taxpayer’s earned income for the tax-
able year; or

(ii) For a taxpayer who is married at
the close of the taxable year, the lesser
of the taxpayer’s earned income or the
earned income of the taxpayer’s spouse
for the taxable year.

(2) Determination of spouse. For pur-
poses of this paragraph (b), a taxpayer
must take into account only the
earned income of a spouse to whom the
taxpayer is married at the close of the
taxable year. The spouse’s earned in-
come for the entire taxable year is
taken into account, however, even
though the taxpayer and the spouse
were married for only part of the tax-
able year. The taxpayer is not required
to take into account the earned income
of a spouse who died or was divorced or
separated from the taxpayer during the
taxable year. See §1.21-3(b) for rules
providing that certain married tax-
payers legally separated or living apart
are treated as not married.

(3) Definition of earned income. For
purposes of this section, the term
earned income has the same meaning as
in section 32(c)(2) and the regulations
thereunder.

(4) Attribution of earned income to stu-
dent or incapacitated spouse. (i) For pur-
poses of this section, a spouse is
deemed, for each month during which
the spouse is a full-time student or is a
qualifying individual described in
§1.21-1(b)(1)(iii) or (b)(2)(iii), to be gain-
fully employed and to have earned in-
come of not less than—
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(A) $200 ($250 for taxable years begin-
ning after December 31, 2002, and before
January 1, 2011) if there is one quali-
fying individual with respect to the
taxpayer at any time during the tax-
able year; or

(B) $400 ($500 for taxable years begin-
ning after December 31, 2002, and before
January 1, 2011) if there are two or
more qualifying individuals with re-
spect to the taxpayer at any time dur-
ing the taxable year.

(ii) For purposes of this paragraph
(b)(4), a full-time student is an indi-
vidual who, during each of 5 calendar
months of the taxpayer’s taxable year,
is enrolled as a student for the number
of course hours considered to be a full-
time course of study at an educational
organization as defined in section
170(b)(1)(A)({i). The enrollment for 5
calendar months need not be consecu-
tive.

(iii) Earned income may be attrib-
uted under this paragraph (b)(4), in the
case of any husband and wife, to only
one spouse in any month.

(c) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. In 2007, T, who is married to U,
pays employment-related expenses of $5,000
for the care of one qualifying individual. T's
earned income for the taxable year is $40,000
and her husband’s earned income is $2,000. T
did not exclude any dependent care assist-
ance under section 129. Under paragraph
(b)(1) of this section, T may take into ac-
count under section 21 only the amount of
employment-related expenses that does not
exceed the lesser of her earned income or the
earned income of U, or $2,000.

Example 2. The facts are the same as in Ex-
ample 1 except that U is a full-time student
at an educational organization within the
meaning of section 170(b)(1)(A)({di) for 9
months of the taxable year and has no
earned income. Under paragraph (b)(4) of this
section, U is deemed to have earned income
of $2,250. T may take into account $2,250 of
employment-related expenses under section
21.

Example 3. For all of 2007, V is a full-time
student and W, V’s husband, is an individual
who is incapable of self-care (as defined in
§1.21-1(b)(1)(iii)). V and W have no earned in-
come and pay expenses of $5,000 for W’s care.
Under paragraph (b)(4) of this section, either
V or W may be deemed to have $3,000 of
earned income. However, earned income may
be attributed to only one spouse under para-
graph (b)(4)(iii) of this section. Under the
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limitation in paragraph (b)(1)(ii) of this sec-
tion, the lesser of V’s and W’s earned income
is zero. V and W may not take the expenses
into account under section 21.

(d) Cross-reference. For an additional
limitation on the credit under section
21, see section 26.

[T.D. 9354, 72 FR 45341, Aug. 14, 2007]

§1.21-3 Special rules
married taxpayers.

applicable to

(a) Joint return requirement. No credit
is allowed under section 21 for tax-
payers who are married (within the
meaning of section 7703 and the regula-
tions thereunder) at the close of the
taxable year unless the taxpayer and
spouse file a joint return for the tax-
able year. See section 6013 and the reg-
ulations thereunder relating to joint
returns of income tax by husband and
wife.

(b) Taxpayers treated as not married.
The requirements of paragraph (a) of
this section do not apply to a taxpayer
who is legally separated under a decree
of divorce or separate maintenance or
who is treated as not married under
section 7703(b) and the regulations
thereunder (relating to certain married
taxpayers living apart). A taxpayer
who is treated as not married under
this paragraph (b) is not required to
take into account the earned income of
the taxpayer’s spouse for purposes of
applying the earned income limitation
on the amount of employment-related
expenses under §1.21-2(b).

(¢) Death of married taxpayer. If a
married taxpayer dies during the tax-
able year and the survivor may make a
joint return with respect to the de-
ceased spouse under section 6013(a)(3),
the credit is allowed for the year only
if a joint return is made. If, however,
the surviving spouse remarries before
the end of the taxable year in which
the deceased spouse dies, a credit may
be allowed on the decedent spouse’s
separate return.

[T.D. 9354, 72 FR 45341, Aug. 14, 2007]
§1.21-4 Payments to certain related
individuals.

(a) In general. A credit is not allowed
under section 21 for any amount paid
by the taxpayer to an individual—

44

26 CFR Ch. | (4-1-23 Edition)

(1) For whom a deduction under sec-
tion 151(c) (relating to deductions for
personal exemptions for dependents) is
allowable either to the taxpayer or the
taxpayer’s spouse for the taxable year;

(2) Who is a child of the taxpayer
(within the meaning of section 152(f)(1)
for taxable years beginning after De-
cember 31, 2004, and section 151(c)(3) for
taxable years beginning before January
1, 2005) and is under age 19 at the close
of the taxable year;

(3) Who is the spouse of the taxpayer
at any time during the taxable year; or

(4) Who is the parent of the tax-
payer’s child who is a qualifying indi-
vidual described in §1.21-1(b)(1)(i) or
(b)(2)(D).

(b) Payments to partnerships or other
entities. In general, paragraph (a) of
this section does not apply to services
performed by partnerships or other en-
tities. If, however, the partnership or
other entity is established or main-
tained primarily to avoid the applica-
tion of paragraph (a) of this section to
permit the taxpayer to claim the cred-
it, for purposes of section 21, the pay-
ments of employment-related expenses
are treated as made directly to each
partner or owner in proportion to that
partner’s or owner’s ownership inter-
est. Whether a partnership or other en-
tity is established or maintained to
avoid the application of paragraph (a)
of this section is determined based on
the facts and circumstances, including
whether the partnership or other enti-
ty is established for the primary pur-
pose of caring for the taxpayer’s quali-
fying individual or providing household
services to the taxpayer.

(c) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. During 2007, X pays $5,000 to her
mother for the care of X’s 5-year old child
who is a qualifying individual. The expenses
otherwise qualify as employment-related ex-
penses. X’s mother is not her dependent. X
may take into account under section 21 the
amounts paid to her mother for the care of
X’s child.

Example 2. Y is divorced and has custody of
his 5-year old child, who is a qualifying indi-
vidual. Y pays $6,000 during 2007 to Z, who is
his ex-wife and the child’s mother, for the
care of the child. The expenses otherwise
qualify as employment-related expenses.
Under paragraph (a)(4) of this section, Y may
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not take into account under section 21 the
amounts paid to Z because Z is the child’s
mother.

Example 3. The facts are the same as in Ex-
ample 2, except that Z is not the mother of
Y’s child. Y may take into account under
section 21 the amounts paid to Z.

[T.D. 9354, 72 FR 45341, Aug. 14, 2007]

§1.24-1 Partial credit allowed for cer-
tain other dependents.

(a) In general. For purposes of section
24(h)(4)(A), a taxpayer may be eligible
to increase the credit determined under
section 24(a) by $500 for a dependent of
the taxpayer, as defined in section 152,
other than a qualifying child described
in section 24(c).

(b) Applicability date. This section ap-
plies to taxable years beginning on or
after October 13, 2020.

[T.D. 9913, 85 FR 64385, Oct. 13, 2020]

§1.25-1T Credit for interest paid on
certain home mortgages (Tem-
porary).

(a) In general. Section 25 permits
States and political subdivisions to
elect to issue mortgage credit certifi-
cates in lieu of qualified mortgage
bonds. An individual who holds a quali-
fied mortgage credit certificate (as de-
fined in §1.25-3T) is entitled to a credit
against his Federal income taxes. The
amount of the credit depends upon (1)
the amount of mortgage interest paid
or accrued during the year and (2) the
applicable certificate credit rate. See
§1.256-2T. The amount of the deduction
under section 163 for interest paid or
accrued during any taxable year is re-
duced by the amount of the credit al-
lowable under section 25 for such year.
See §1.163-6T. The holder of a qualified
mortgage credit certificate may be en-
titled to additional withholding allow-
ances. See section 3402 (m) and the reg-
ulations thereunder.

(b) Definitions. For purposes of §§1.25—
2T through 1.25-8T and this section, the
following definitions apply:

(1) Mortgage. The term ‘‘mortgage’
includes deeds of trust, conditional
sales contracts, pledges, agreements to
hold title in escrow, and any other
form of owner financing.

(2) State. (i) The term ‘State” in-
cludes a possession of the TUnited
States and the District of Columbia.
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(ii) Mortgage credit certificates
issued by or on behalf of any State or
political subdivision (‘‘governmental
unit’”) by constituted authorities em-
powered to issue such certificates are
the certificates of such governmental
unit.

(3) Qualified home improvement loan.
The term ‘‘qualified home improve-
ment loan’ has the meaning given that
term under section 103A (1)(6) and the
regulations thereunder.

(4) Qualified rehabilitation loan. The
term ‘‘qualified rehabilitation loan”
has the meaning given that term under
section 103A (1)(7)(A) and the regula-
tions thereunder.

(5) Single-family and owner-occupied
residences. The terms ‘‘single-family”’
and ‘‘owner-occupied” have the mean-
ing given those terms under section
103A (1)(9) and the regulations there-
under.

(6) Constitutional home rule city. The
term ‘‘constitutional home rule city”
means, with respect to any calendar
year, any political subdivision of a
State which, under a State constitu-
tion which was adopted in 1970 and ef-
fective on July 1, 1971, had home rule
powers on the 1st day of the calendar
year.

(T) Targeted area residence. The term
‘“‘targeted area residence’’ has the
meaning given that term under section
103A (k) and the regulations there-
under.

(8) Acquisition cost. The term ‘‘acqui-
sition cost” has the meaning given
that term under section 103A (1)(5) and
the regulations thereunder.

(9) Average area purchase price. The
term ‘‘average area purchase price”’
has the meaning given that term under
subparagraphs (2), (3), and (4) of section
103A (f) and the regulations thereunder.
For purposes of this paragraph (b)(9),
all determinations of average area pur-
chase price shall be made with respect
to residences as that term is defined in
section 103A and the regulations there-
under.

(10) Total proceeds. The ‘‘total pro-
ceeds’” of an issue is the sum of the
products determined by multiplying—

(i) The certified indebtedness amount
of each mortgage credit certificate
issued pursuant to such issue, by
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(ii) The certificate credit rate speci-
fied in such certificate.

BEach qualified mortgage credit certifi-
cate program shall be treated as a sep-
arate issue of mortgage credit certifi-
cates.

(11) Residence. The term ‘‘residence”
includes stock held by a tenant-stock-
holder in a cooperative housing cor-
poration (as those terms are defined in
section 216(b) (1) and (2)). It does not
include property such as an appliance,
a piece of furniture, a radio, etc.,
which, under applicable local law, is
not a fixture. The term also includes
any manufactured home which has a
minimum of 400 square feet of living
space and a minimum width in excess
of 102 inches and which is of a kind cus-
tomarily used at a fixed location. The
preceding sentence shall not apply for
purposes of determining the average
area purchase price for single-family
residences, nor shall it apply for pur-
poses of determining the State ceiling
amount. The term ‘‘residence’ does
not, however, include recreational ve-
hicles, campers, and other similar vehi-
cles.

(12) Related person. The term ‘‘related
person’ has the meaning given that
term under section 103(b)(6)(C)(i) and
§1.103-10(e)(1).

(13) Date of issue. A mortgage credit
certificate is considered issued on the
date on which a closing agreement is
signed with respect to the certified in-
debtedness amount.

(c) Affidavits. For purposes of §§1.25—
1T through 1.25-8T, an affidavit filed in
connection with the requirements of
§§1.25-1T through 1.25-8T shall be made
under penalties of perjury. Applicants
for mortgage credit certificates who
are required by a lender or the issuer
to sign affidavits must be informed
that any fraudulent statement will re-
sult in (1) the revocation of the individ-
ual’s mortgage credit certificate, and
(2) a $10,000 penalty under section 6709.
Other persons required by a lender or
an issuer to provide affidavits must re-
ceive similar notice. A person may not
rely on an affidavit where that person
knows or has reason to know that the
information contained in the affidavit
is false.

[T.D. 8023, 50 FR 19346, May 8, 1985]
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§1.25-2T Amount
porary).

(a) In general. Except as otherwise
provided, the amount of the credit al-
lowable for any taxable year to an indi-
vidual who holds a qualified mortgage
credit certificate is equal to the prod-
uct of the certificate credit rate (as de-
fined in paragraph (b)) and the amount
of the interest paid or accrued by the
taxpayer during the taxable year on
the certified indebtedness amount (as
defined in paragraph (c)).

(b) Certificate credit rate—(1) In gen-
eral. For purposes of §§1.25-1T through
1.25-8T, the term ‘‘certificate credit
rate’” means the rate specified by the
issuer on the mortgage credit certifi-
cate. The certificate credit rate shall
not be less than 10 percent nor more
than 50 percent.

(2) Limitation in certain States. (i) In
the case of a State which—

(A) Has a State ceiling for the cal-
endar year in which an election is
made that exceeds 20 percent of the av-
erage annual aggregate principal
amount of mortgages executed during
the immediately preceding 3 calendar
years for single-family owner-occupied
residences located within the jurisdic-
tion of such State, or

(B) Issued qualified mortgage bonds
in an aggregate amount less than $150
million for calendar year 1983.

the certificate credit rate for any
mortgage credit certificate issued
under such program shall not exceed 20
percent unless the issuing authority
submits a plan to the Commissioner to
ensure that the weighted average of
the certificate credit rates in such
mortgage credit certificate program
does not exceed 20 percent and the
Commissioner approves such plan. For
purposes of determining the average
annual aggregate principal amount of
mortgages executed during the imme-
diately preceding 3 calendar years for
single-family owner-occupied  resi-
dences located within the jurisdiction
of such State, an issuer may rely upon
the amount published by the Treasury
Department for such calendar years.
An issuer may rely on a different
amount from that safe-harbor limita-
tion where the issuer has made a more
accurate and comprehensive deter-
mination of that amount. The weighted

of credit (Tem-
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average of the certificate credit rates
in a mortgage credit certificate pro-
gram is determined by dividing the
sum of the products obtained by multi-
plying the certificate credit rate of
each certificate by the certified indebt-
edness amount with respect to that
certificate by the sum of the certified
indebtedness amounts of the certifi-
cates issued. See section 103A(g) and
the regulations thereunder for the defi-
nition of the term ‘‘State ceiling”’.

(ii) The following example illustrates
the application of this paragraph (b)(2):

Example. City Z issues four qualified mort-
gage credit certificates pursuant to its quali-
fied mortgage credit certificate program. H
receives a certificate with a certificate cred-
it rate of 30 percent and a certified indebted-
ness amount of $50,000. I receives a certifi-
cate with a certificate credit rate of 25 per-
cent and a certified indebtedness amount of
$100,000. J and K each receive certificates
with certificate credit rates of 10 percent;
their certified indebtedness amounts are
$50,000 and $100,000, respectively. The weight-
ed average of the certificate credit rates is
determined by dividing the sum of the prod-
ucts obtained by multiplying the certificate
credit rate of each certificate by the cer-
tified indebtedness amount with respect to
that certificate ((.3 x $50,000) + (.25 x $100,000)
+ (.1 x $50,000) + (.1 x $100,000)) by the sum of
the certified indebtedness amounts of the
certificates issued ($50,000 + $100,000 + $50,000
+ $100,000). Thus, the weighted average of the
certificate credit rates is 18.33 percent
($55,000/$300,000).

(c) Certified indebtedness amount—(1)
In general. The term ‘‘certified indebt-
edness amount” means the amount of
indebtedness which is—

(i) Incurred by the taxpayer—

(A) To acquire his principal resi-
dence, §1.25-2T'(c)(1)(1),

(B) As a qualified home improvement
loan, or

(C) As a qualified rehabilitation loan,
and

(ii) Specified in the mortgage credit
certificate.

(2) Example. The following example il-
lustrates the application of this para-
graph:

Example. On March 1, 1986, State X, pursu-
ant to its qualified mortgage credit certifi-
cate program, provides a mortgage credit
certificate to B. State X specifies that the
maximum amount of the mortgage loan for
which B may claim a credit is $65,000. On
March 15, B purchases for $67,000 a single-
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family dwelling for use as his principal resi-
dence. B obtains from Bank M a mortgage
loan for $60,000. State X, or Bank M acting
on behalf of State X, indicates on B’s mort-
gage credit certificate that the certified in-
debtedness amount of B’s loan is $60,000. B
may claim a credit under section 25 (e) based
on this amount.

(d) Limitation on credit—(1) Limitation
where certificate credit rate exceeds 20
percent. (1) If the certificate credit rate
of any mortgage credit certificate ex-
ceeds 20 percent, the amount of the
credit allowed to the taxpayer by sec-
tion 25(a)(1) for any year shall not ex-
ceed $2,000. Any amount denied under
this paragraph (d)(1) may not be car-
ried forward under section 25(e)(1) and
paragraph (d)(2) of this section.

(ii) If two or more persons hold inter-
ests in any residence, the limitation of
paragraph (d)(1)(i) shall be allocated
among such persons in proporation to
their respective interests in the resi-
dence.

(2) Carryforward of unused credit. (i) If
the credit allowable under section 25
(a) and §1.25-2T for any taxable year
exceeds the applicable tax limit for
that year, the excess (the ‘‘unused
credit’’) will be a carryover to each of
the 3 succeeding taxable years and,
subject to the limitations of paragraph
(d)(2)(i1), will be added to the credit al-
lowable by section 25 (a) and §1.25-2T
for that succeeding year.

(ii) The amount of the unused credit
for any taxable year (the ‘‘unused cred-
it year’) which may be taken into ac-
count under this paragraph (d)(2) for
any subsequent taxable year may not
exceed the amount by which the appli-
cable tax limit for that subsequent tax-
able year exceeds the sum of (A) the
amount of the credit allowable under
section 25 (a) and §1.25-1T for the cur-
rent taxable year, and (B) the sum of
the unused credits which, by reason of
this paragraph (d)(2), are carried to
that subsequent taxable year and are
attributable to taxable years before the
unused credit year. Thus, if by reason
of this paragraph (d)(2), unused credits
from 2 prior taxable years are carried
forward to a subsequent taxable year,
the unused credit from the earlier of
those 2 prior years must be taken into
account before the unused credit from
the later of those 2 years is taken into
account.
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(iii) For purposes of this paragraph
(d)(2) the term ‘‘applicable tax limit”
means the limitation imposed by sec-
tion 26 (a) for the taxable year reduced
by the sum of the credits allowable for
that year under section 21, relating to
expenses for household and dependent
care services necessary for gainful em-
ployment, section 22, relating to the
credit for the elderly and the perma-
nently disabled, section 23, relating to
the residential energy credit, and sec-
tion 24, relating to contributions to
candidates for public office. The limi-
tation imposed by section 26 (a) for any
taxable year is equal to the taxpayer’s
tax liability (as defined in section 26
(b)) for that year.

(iv) The following examples illustrate
the application of this paragraph (d)(2):

Example 1. (i) B, a calendar year taxpayer,
holds a qualified mortgage credit certificate.
For 1986 B’s applicable tax limit (i.e., tax li-
ability) is $1,100. The amount of the credit
under section 25 (a) and §1.25-2T for 1986 is
$1,700. For 1986 B is not entitled to any of the
credits described in sections 21 through 24.
Under §1.25-2T (d)(2), B’s unused credit for
1986 is $600, and B is entitled to carry forward
that amount to the 3 succeeding years.

(ii) For 1987 B’s applicable tax limit is
$1,500, the amount of the credit under section
25 (a) and §1.25-2T is $1,700, and the unused
credit is $200. For 1988 B’s applicable tax
limit is $2,000, the amount of the credit
under section 25 (a) and §1.25-2T is $1,300, and
there is no unused credit. For 1987 and 1988 B
is not entitled to any of the credits described
in sections 21 through 24. No portion of the
unused credit for 1986 my be used in 1987. For
1988 B is entitled to claim a credit of $2,000
under section 25 (a) and §1.25-2T, consisting
of a $1,300 credit for 1988, the $600 unused
credit for 1986, and $100 of the $200 unused
credit for 1987. In addition, B may carry for-
ward the remaining unused credit for 1987
($100) to 1989 and 1990.

Example 2. The facts are the same as in Ex-
ample (1) except that for 1988 B is entitled to
a credit of $400 under section 23. B’s applica-
ble tax limit for 1988 is $1,600 ($2,000 less
$400). For 1988 B is entitled to claim a credit
of $1,600 under section 25 (a) and §1.25-2T,
consisting of a $1,300 credit for 1988 and $300
of the unused credit for 1986. In addition, B
may carry forward the remaining unused
credits of $300 for 1986 to 1989 and of $200 for
1987 to 1989 and 1990.

[T.D. 8023, 50 FR 19346, May 8, 1985]
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§1.25-3 Qualified mortgage credit cer-

tificate.

(a)—-(g)(1)({di) [Reserved]. For further
guidance, see §1.25-3T(a) through
() (D)31).

(g)(1)(iii) Reissued certificate exception.
See paragraph (p) of this section for
rules regarding the exception in the
case of refinancing existing mortgages.

(8)(2)—(0) [Reserved]. For further
guidance, see §1.25-3T(g)(2) through (o).

(p) Reissued certificates for certain
refinancings—(1) In general. If the issuer
of a qualified mortgage credit certifi-
cate reissues a certificate in place of
an existing mortgage credit certificate
to the holder of that existing certifi-
cate, the reissued certificate is treated
as satisfying the requirements of this
section. The period for which the re-
issued certificate is in effect begins
with the date of the refinancing (that
is, the date on which interest begins
accruing on the refinancing loan).

(2) Meaning of existing certificate. For
purposes of this paragraph (p), a mort-
gage credit certificate is an existing
certificate only if it satisfies the re-
quirements of this section. An existing
certificate may be the original certifi-
cate, a certificate issued to a trans-
feree under §1.25-3T(h)(2)(ii), or a cer-
tificate previously reissued under this
paragraph (p).

(3) Limitations on reissued certificate.
An issuer may reissue a mortgage cred-
it certificate only if all of the following
requirements are satisfied:

(i) The reissued certificate is issued
to the holder of an existing certificate
with respect to the same property to
which the existing certificate relates.

(ii) The reissued certificate entirely
replaces the existing certificate (that
is, the holder cannot retain the exist-
ing certificate with respect to any por-
tion of the outstanding balance of the
certified mortgage indebtedness speci-
fied on the existing certificate).

(iii) The certified mortgage indebted-
ness specified on the reissued certifi-
cate does not exceed the remaining
outstanding balance of the certified
mortgage indebtedness specified on the
existing certificate.

(iv) The reissued certificate does not
increase the certificate credit rate
specified in the existing certificate.
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(v) The reissued certificate does not
result in an increase in the tax credit
that would otherwise have been allow-
able to the holder under the existing
certificate for any taxable year. The
holder of a reissued certificate deter-
mines the amount of tax credit that
would otherwise have been allowable
by multiplying the interest that was
scheduled to have been paid on the refi-
nanced loan by the certificate rate of
the existing certificate. In the case of a
series of refinancings, the tax credit
that would otherwise have been allow-
able is determined from the amount of
interest that was scheduled to have
been paid on the original loan and the
certificate rate of the original certifi-
cate.

(A) In the case of a refinanced loan
that is a fixed interest rate loan, the
interest that was scheduled to be paid
on the refinanced loan is determined
using the scheduled interest method
described in paragraph (p)(3)(v)(C) of
this section.

(B) In the case of a refinanced loan
that is not a fixed interest rate loan,
the interest that was scheduled to be
paid on the refinanced loan is deter-
mined using either the scheduled inter-
est method described in paragraph
(P)(B)(V)(C) of this section or the hypo-
thetical interest method described in
paragraph (p)(3)(v)(D) of this section.

(C) The scheduled interest method
determines the amount of interest for
each taxable year that was scheduled
to have been paid in the taxable year
based on the terms of the refinanced
loan including any changes in the in-
terest rate that would have been re-
quired by the terms of the refinanced
loan and any payments of principal
that would have been required by the
terms of the refinanced loan (other
than repayments required as a result of
any refinancing of the loan).

(D) The hypothetical interest method
(which is available only for refinanced
loans that are not fixed interest rate
loans) determines the amount of inter-
est treated as having been scheduled to
be paid for a taxable year by con-
structing an amortization schedule for
a hypothetical self-amortizing loan
with level payments. The hypothetical
loan must have a principal amount
equal to the remaining outstanding
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balance of the certified mortgage in-
debtedness specified on the existing
certificate, a maturity equal to that of
the refinanced loan, and interest equal
to the annual percentage rate (APR) of
the refinancing loan that is required to
be calculated for the Federal Truth in
Lending Act.

(E) A holder must consistently apply
the scheduled interest method or the
hypothetical interest method for all
taxable years beginning with the first
taxable year the tax credit is claimed
by the holder based upon the reissued
certificate.

(4) Examples. The following examples
illustrate the application of paragraph
(P)(3)(v) of this section:

Example 1. A holder of an existing certifi-
cate that meets the requirements of this sec-
tion seeks to refinance the mortgage on the
property to which the existing certificate re-
lates. The final payment on the holder’s ex-
isting mortgage is due on December 31, 2000;
the final payment on the new mortgage
would not be due until January 31, 2004. The
holder requests that the issuer provide to the
holder a reissued mortgage credit certificate
in place of the existing certificate. The re-
quested certificate would have the same cer-
tificate credit rate as the existing certifi-
cate. For each calendar year through the
year 2000, the credit that would be allowable
to the holder with respect to the new mort-
gage under the requested certificate would
not exceed the credit allowable for that year
under the existing certificate. The requested
certificate, however, would allow the holder
credits for the years 2001 through 2004, years
for which, due to the earlier scheduled re-
tirement of the existing mortgage, no credit
would be allowable under the existing cer-
tificate. Under paragraph (p)(3)(v) of this sec-
tion, the issuer may not reissue the certifi-
cate as requested because, under the existing
certificate, no credit would be allowable for
the years 2001 through 2004. The issuer may,
however, provide a reissued certificate that
limits the amount of the credit allowable in
each year to the amount allowable under the
existing certificate. Because the existing
certificate would allow no credit after De-
cember 31, 2000, the reissued certificate could
expire on December 31, 2000.

Example 2. (a) The facts are the same as Ex-
ample 1 except that the existing mortgage
loan has a variable rate of interest and the
refinancing loan will have a fixed rate of in-
terest. To determine whether the limit under
paragraph (p)(3)(v) of this section is met for
any taxable year, the holder must calculate
the amount of credit that otherwise would
have been allowable absent the refinancing.
This requires a determination of the amount
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of interest that would have been payable on
the refinanced loan for the taxable year. The
holder may determine this amount by—

(1) Applying the terms of the refinanced
loan, including the variable interest rate or
rates, for the taxable year as though the refi-
nanced loan continued to exist; or

(2) Obtaining the amount of interest, and
calculating the amount of credit that would
have been available, from the schedule of
equal payments that fully amortize a hypo-
thetical loan with the principal amount
equal to the remaining outstanding balance
of the certified mortgage indebtedness speci-
fied on the existing certificate, the interest
equal to the annual percentage rate (APR) of
the refinancing loan, and the maturity equal
to that of the refinanced loan.

(b) The holder must apply the same meth-
od for each taxable year the tax credit is
claimed based upon the reissued mortgage
credit certificate.

(5) Coordination with Section 143(m)(3).
A refinancing loan underlying a re-
issued mortgage credit certificate that
replaces a mortgage credit certificate
issued on or before December 31, 1990, is
not a federally subsidized indebtedness
for the purposes of section 143(m)(3) of
the Internal Revenue Code.

[T.D. 8692, 61 FR 66214, Dec. 17, 1996]

§1.25-3T Qualified mortgage
certificate (Temporary).

(a) Definition of qualified mortgage
credit certificate. For purposes of §§1.25—
1T through 1.25-8T, the term ‘‘qualified
mortgage credit certificate’” means a
certificate that meets all of the re-
quirements of this section.

(b) Qualified mortgage credit certificate
program. A certificate meets the re-
quirements of this paragraph if it is
issued under a qualified mortgage cred-
it certificate program (as defined in
§1.25-4T).

(c) Required form and information. A
certificate meets the requirements of
this paragraph if it is in the form speci-
fied in §1.25-6T and if all the informa-
tion required by the form is specified
on the form.

(d) Residence requirement—(1) In gen-
eral. A certificate meets the require-
ments of this paragraph only if it is
provided in connection with the acqui-
sition, qualified vrehabilitation, or
qualified home improvement of a resi-
dence, that is—

(i) A single-family residence (as de-
fined in §1.25-1T(b)(5)) which, at the

credit
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time the financing on the residence is
executed or assumed, can reasonably be
expected by the issuer to become (or, in
the case of a qualified home improve-
ment loan, to continue to be) the prin-
cipal residence (as defined in section
1034 and the regulations thereunder) of
the holder of the certificate within a
reasonable time after the financing is
executed or assumed, and

(ii) Located within the jurisdiction of
the governmental unit issuing the cer-
tificate.

See section 103a(d) and the regulations
thereunder for further definitions and
requirements.

(2) Certification procedure. The re-
quirements of this paragraph will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating his intent to use (or, in
the case of a qualified home improve-
ment loan, that he is currently using
and intends to continue to use) the res-
idence as his principal residence within
a reasonable time (e.g., 60 days) after
the mortgage credit certificate is
issued and stating that the holder will
notify the issuer of the mortgage credit
certificate if the residence ceases to be
his principal residence. The affidavit
must also state facts that are suffi-
cient for the issuer or his agent to de-
termine whether the residence is lo-
cated within the jurisdiction of the
issuer that issued the mortgage credit
certificate.

(e) 3-year requirement—(1) In general.
A certificate meets the requirements of
this paragraph only if the holder of the
certificate had no present ownership
interest in a principal residence at any
time during the 3-year period prior to
the date on which the mortgage on the
residence in connection with which the
certificate is provided is executed. For
purposes of the preceding sentence, the
holder’s interest in the residence with
respect to which the certificate is
being provided shall not be taken into
account. See section 103A(e) and the
regulations thereunder for further defi-
nitions and requirements.

(2) Exceptions. Paragraph (e)(1) shall
not apply with respect to—

(i) Any certificate provided with re-
spect to a targeted area residence (as
defined in §1.25-1T(b)(7)),
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(ii) Any qualified home improvement
loan (as defined in §1.25-1T'(b)(3)), and

(iii) Any qualified rehabilitation loan
(as defined in §1.25-1T(b)(4)).

(3) Certification procedure. The re-
quirements of paragraph (e)(1) will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that he had no present
ownership interest in a principal resi-
dence at any time during the 3-year pe-
riod prior to the date of which the cer-
tificate is issued and the issuer or its
agent obtains from the applicant copies
of the applicant’s Federal tax returns
for the preceding 3 years and examines
each statement to determine whether
the applicant has claimed a deduction
for taxes on property which was the ap-
plicant’s principal residence pursuant
to section 164(a)(1) or a deduction pur-
suant to section 163 for interest paid on
a mortgage secured by property which
was the applicant’s principal residence.
Where the mortgage is executed during
the period between January 1 and Feb-
ruary 15 and the applicant has not yet
filed has Federal income tax return
with the Internal Revenue Service, the
issuer may, with respect to such year,
rely on an affidavit of the applicant
that the applicant is not entitled to
claim deductions for taxes or interest
on indebtedness with respect to prop-
erty constituting his principal resi-
dence for the preceding calendar year.
In the alternative, when applicable, the
holder may provide an affidavit stating
that one of the exceptions provided in
paragraph (e)(2) applies.

(4) Special rule. An issuer may submit
a plan to the Commissioner for distrib-
uting certificates, in an amount not to
exceed 10 percent of the proceeds of the
issue, to individuals who do not meet
the requirements of this paragraph.
Such plan must describe a procedure
for ensuring that no more than 10 per-
cent of the proceeds of a such issue will
be used to provide certificates to such
individuals. If the Commissioner ap-
proves the issuer’s plan, certificates
issued in accordance with the terms of
the plan to holders who do not meet
the 3-year requirement do not fail to
satisfy the requirements of this para-
graph.

(f) Purchase price requirement—(1) In
general. A certificate meets the re-
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quirements of this paragraph only if
the acquisition cost (as defined in
§1.256-1T(b)(8)) of the residence, other
than a targeted area residence, in con-
nection with which the certificate is
provided does not exceed 110 percent of
the average area purchase price (as de-
fined in §1.25-1T(b)(9)) applicable to
that residence. In the case of a tar-
geted area residence (as defined in
§1.2561T(b)(7)) the acquisition cost may
not exceed 120 percent of the average
area purchase price applicable to such
residence. See section 1093A(f) and the
regulations thereunder for further defi-
nitions and requirements.

(2) Certification procedure. The re-
quirements of paragraph (f)(1) will be
met if the issuer or its agent obtains
affidavits executed by the seller and
the buyer that state these require-
ments have been met. Such affidavits
must include an itemized list of—

(i) Any payments made by the buyer
(or a related person) or for the benefit
of the buyer,

(ii) If the residence is incomplete, an
estimate of the reasonable cost of com-
pleting the residence, and

(iii) If the residence is purchased sub-
ject to a ground rent, the capitalized
value of the ground rent.

The issuer or his agent must examine
such affidavits and determine whether,
on the basis of information contained
therein, the purchase price require-
ment is met.

(g) New mortgage requirement—(1) In
general. (i) A certificate meets the re-
quirements of this paragraph only if
the certificate is not issued in connec-
tion with the acquisition or replace-
ment of an existing mortgage. Except
in the case of a qualified home im-
provement loan, the certificate must
be issued to an individual who did not
have a mortgage (whether or not paid
off) on the residence with respect to
which the certificate is issued at any
time prior to the execution of the
mortgage.

(ii) Exceptions. For purposes of this
paragraph, a certificate used in connec-
tion with the replacement of—

(A) Construction period loans,

(B) Bridge loans or similar temporary
initial financing, and

(C) In the case of a qualified rehabili-
tation loan, an existing mortgage,
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shall not be treated as being used to
acquire or replace an existing mort-
gage. Generally, temporary initial fi-
nancing is any financing which has a
term of 24 months or less. See section
103A(j)(1) and the regulations there-
under for examples illustrating the ap-
plication of these requirements.

(2) Certification procedure. The re-
quirements of paragraph (g)(1) will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that the mortage being
acquired in connection with the certifi-
cate will not be used to acquire or re-
place an existing mortgage (other than
one that falls within the exceptions de-
scribed in paragraph (g)(1)(ii)).

(h) Transfer of mortgage credit certifi-
cates—(1) In general. A certificate meets
the requirements of this paragraph
only if it is (i) not transferable or (ii)
transferable only with the approval of
the issuer.

(2) Transfer procedure. A certificate
that is transferred with the approval of
the issuer is a qualified mortgage cred-
it certificate in the hands of the trans-
feree only if each of the following re-
quirements is met:

(i) The transferee assumed liability
for the remaining balance of the cer-
tified indebtedness amount in connec-
tion with the acquisition of the resi-
dence from the transferor,

(ii) The issuer issues a new certifi-
cate to the transferee, and

(iii) The new certificate meets each
of the requirements of paragraphs (d),
(e), (f), and (i) of this section based on
the facts as they exist at the time of
the transfer as if the mortgage credit
certificate were being issued for the
first time. For example, the purchase
price requirement is to be determined
by reference to the average area pur-
chase price at the time of the assump-
tion and not when the mortgage credit
certificate was originally issued.

(38) Statement on certificate. The re-
quirements of paragraph (h)(1) will be
met if the mortgage credit certificate
states that the certificate may not be
transferred or states that the certifi-
cate may not be transferred unless the
issuer issues a new certificate in place
of the original certificate.

(1) Prohibited mortgages—(1) In general.
A certificate meets the requirements of

52

26 CFR Ch. | (4-1-23 Edition)

this paragraph only if it is issued in
connection with the acquisition of a
residence none of the financing of
which is provided from the proceeds
of—

(i) A qualified mortgage bond (as de-
fined under section 103A(c)(1) and the
regulations thereunder), or

(ii) A qualified veterans’ mortgage
bond (as defined wunder section
103A(c)(3) and the regulations there-
under).

Thus, for example, if a mortgagor has a
mortgage on his principal residence
that was obtained from the proceeds of
a qualified mortgage bond, a mortgage
credit certificate issued to such mort-
gagor in connection with a qualified
home improvement loan with respect
to such residence is not a qualified
mortgage credit certificate. If, how-
ever, the financing provided from the
proceeds of the qualified mortgage
bond had been paid off in full, the cer-
tificate would be a qualified mortgage
credit certificate (assuming all the re-
quirements of this paragraph are met).

(2) Certification procedure. The re-
quirements of paragraph (i)(1) will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that no portion of the
financing of the residence in connec-
tion with which the certificate is
issued is provided from the proceeds of
a qualified mortgage bond or a quali-
fied veterans’ mortgage bond.

(j) Particular lenders—(1) In general.
Except as otherwise provided in para-
graph (j)(2), a certificate meets the re-
quirements of this paragraph only if
the certificate is not limited to indebt-
edness incurred from particular lend-
ers. A certificate is limited to indebt-
edness from particular lenders if the
issuer, directly or indirectly, prohibits
the holder of a certificate from obtain-
ing financing from one or more lenders
or requires the holder of a certificate
to obtain financing from one or more
lenders. For purposes of this para-
graph, a lender is any person, including
an issuer of mortgage credit certifi-
cates, that provides financing for the
acquisition, qualified rehabilitation, or
qualified home improvement of a resi-
dence.

(2) Exception. A mortgage credit cer-
tificate that is limited to indebtedness
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incurred from particular lenders will
not cease to meet the requirements of
this paragraph if the Commissioner ap-
proves the basis for such limitation.
The Commissioner may approve the
basis for such limitation if the issuer
establishes to the satisfaction of the
Commissioner that it will result in a
significant economic benefit to the
holders of mortgage credit certificates
(e.g., substantially lower financing
costs) compared to the result without
such limitation.

(3) Tazxable bonds. The requirements
of this paragraph do not prevent an
issuer of mortgage credit certificates
from issuing mortgage subsidy bonds
(other than obligations described in
section 103 (a)) the proceeds of which
are to be used to provide mortgages to
holders of mortgage credit certificates
provided that the holders of such cer-
tificates are not required to obtain fi-
nancing from the proceeds of the bond
issue. See §1.25-4T (h) with respect to
permissible fees.

(4) Lists of participating lenders. The
requirements of this paragraph do not
prohibit an issuer from maintaining a
list of lenders that have stated that
they will make loans to qualified hold-
ers of mortgage credit certificates, pro-
vided that (i) the issuer solicits such
statements in a public notice similar
to the notice described in §1.25-7T, (ii)
lenders are provided a reasonable pe-
riod of time in which to express their
interest in being included in such a
list, and (iii) holders of mortgage cred-
it certificates are not required to ob-
tain financing from the lenders on the
list. If an issuer maintains such a list,
it must update the list at least annu-
ally.

(5) Certification procedure. The re-
quirements of this paragraph will be
met if (i) the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that the certificate was
not limited to indebtedness incurred
from particular lenders or (ii) the
issuer obtains a ruling from the Com-
missioner under paragraph (j)(2).

(6) Examples. The following examples
illustrate the application of this para-
graph:

Example 1. Under its mortgage credit cer-

tificate program, County Z distributes all
the certificates to be issued to a group of 60
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participating lenders. Residents of County Z
may obtain mortgage credit certificates only
from the participating lenders and only in
connection with the acquisition of mortgage
financing from that lender or one of the
other participating lenders. Certificates
issued under this program do not meet the
requirements of this paragraph since the cer-
tificates are limited to indebtedness incurred
from particular lenders. The certificates,
therefore, are not qualified mortgage credit
certificates.

Example 2. In connection with its mortgage
credit certificate program, County Y ar-
ranges with Bank P for a line of credit to be
used to provide mortgage financing to hold-
ers of mortgage credit certificates. County
Y, pursuant to paragraph (j)(4), maintains a
list of lenders participating in the mortgage
credit certificate program. County Y distrib-
utes the certificates directly to applicants.
Holders of the certificates are not required
to obtain mortgage financing through the
line of credit or through a lender on the list
of participating lenders. Certificates issued
pursuant to County Y’s program satisfy the
requirements of this paragraph.

(k) Developer certification—(1) In gen-
eral. A mortgage credit certificate that
is allocated by the issuer to any par-
ticular development meets the require-
ments of this paragraph only if the de-
veloper provides a certification to the
purchaser of the residence and the
issuer stating that the purchase price
of that residence is not higher than the
price would be if the issuer had not al-
located mortgage credit certificates to
the development. The certification
must be made by the developer if a nat-
ural person or, if not, by a duly author-
ized official of the developer.

(2) Certification procedure. The re-
quirements of this paragraph will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that he has received
from the developer the certification de-
scribed in this paragraph.

(1) Ezpiration—(1) In general. A cer-
tificate meets the requirements of this
paragraph if the certified indebtedness
amount is incurred prior to the close of
the second calendar year following the
calendar year for which the issuer
elected not to issue qualified mortgage
bonds under §1.25-4T with respect to
that issue of mortgage credit certifi-
cates. Thus, for example, if on October
1, 1984, an issuing authority elects
under §1.25-4T not to issue qualified
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mortgage bonds, a mortgage credit cer-
tificate provided under that program
does not meet the requirements of this
paragraph unless the indebtedness is
incurred on or before December 31, 1986.

(2) Issuer-imposed expiration dates. An
issuer of mortgage credit certificates
may provide that a certificate shall ex-
pire if the holder of the certificate does
not incure certified indebtedness by a
date that is prior to the expiration
date provided in paragraph (1)(1). A cer-
tificate that expires prior to the date
provided in paragraph (1)(1) may be re-
issued provided that the requirements
of this paragraph are met.

(m) Revocation. A certificate meets
the requirements of this paragraph
only if it has not been revoked. Thus,
the credit provided by section 25 and
§1.25-1T does not apply to interest paid
or accrued following the revocation of
a certificate. A certificate is treated as
revoked when the residence to which
the certificate relates ceases to be the
holder’s principal residence. An issuer
may revoke a mortgage credit certifi-
cate if the certificate does not meet all
the requirements of §1.25-3T (d), (e), (),
(), (h), (1), (j), (k), and (n). The certifi-
cate is revoked by the issure’s noti-
fying the holder of the certificate and
the Internal Revenue Service that the
certificate is revoked. The notice to
the Internal Revenue Service shall be
made as part of the report requred by
§1.25-8T (b)(2).

(n) Interest paid to related person—i(1)
In general. A certificate does not meet
the requirements of this paragraph if
interest on the certified indebtedness
amount is paid to a person who is a re-
lated person to the holder of the cer-
tificate.

(2) Certification procedure. The re-
quirements of this paragraph will be
met if the issuer or its agent obtains
from the holder of the certificate an af-
fidavit stating that a related person
does not have, and is not expected to
have, an interest as a creditor in the
certified indebtedness amount.

(0) Fraud. Notwithstanding any other
provision of this section, a mortgage
credit certificate does not meet the re-
quirements of this section and, there-
fore, the certificate is not a qualified
mortgage credit certificate for any cal-
endar year, if the holder of the certifi-
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cate provides a certification or any
other information to the lender pro-
viding the mortgage or to the issuer of
the certificate containing a material
misstatement and such misstatement
is due to fraud. In determining whether
any misstatement is due to fraud, the
rules generally applicable to underpay-
ments of tax due to fraud (including
rules relating to the statute of limita-
tions) shall apply. See §1.6709-1T with
respect to the penalty for filing neg-
ligent or fraudulent statements.

[T.D. 8023, 50 FR 19348, May 8, 1985, as amend-
ed at T.D. 8502, 58 FR 67689, Dec. 22, 1993; T.D.
8692, 61 FR 66215, Dec. 17, 1996]

§1.25-4T Qualified mortgage credit
certificate program (Temporary).

(a) In general—(1) Definition of quali-
fied mortgage credit certificate program.
For purposes of §§1.25-1T through 1.25—
8T, the term ‘‘qualified mortgage cred-
it certificate program’ means a pro-
gram to issue qualified mortgage credit
certificates which meets all of the re-
quirements of paragraphs (b) through
(i) of this section.

(2) Requirements are a minimum. Ex-
cept as otherwise provided in this sec-
tion, the requirements of this section
are minimum requirements. Issuers
may establish more stringent criteria
for participation in a qualified mort-
gage credit certificate program. Thus,
for example, an issuer may target 30
percent of the proceeds of an issue of
mortgage credit certificates to tar-
geted areas. Further, issuers may es-
tablish additional eligibility criteria
for participation in a qualified mort-
gage credit certificate program. Thus,
for example, issuers may impose an in-
come limitation designed to ensure
that only those individuals who could
not otherwise purchase a residence will
benefit from the credit.

(3) Except as otherwise provided in
this section and §1.25-3T, issuers may
use mortgage credit certificates in con-
nection with other Federal, State, and
local programs provided that such use
complies with the requirements of
§1.25-3T(j). Thus, for example, a mort-
gage credit certificate may be issued in
connection with the qualified rehabili-
tation of a residence part of the cost of
which will be paid from the proceeds of
a State grant.
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(b) Establishment of program. A pro-
gram meets the requirements of this
paragraph only if it is established by a
State or political subdivision thereof
for any calendar year for which it has
the authority to issue qualified mort-
gage bonds.

(c) Election not to issue qualified mort-
gage bonds—(1) In general. A program
meets the requirements of this para-
graph only if the issuer elects, in the
time and manner specified in this para-
graph, not to issue an amount of quali-
fied mortgage bonds that it may other-
wise issue during the calendar year
under section 103A and the regulations
thereunder.

(2) Manner of making election. On or
before the earlier of the date of dis-
tribution of mortgage credit certifi-
cates under a program or December 31,
1987, the issuer must file an election
not to issue an amount of qualified
mortgage bonds. The election (and the
certification (or affidavit) described in
paragraph (d)) shall be filed with the
Internal Revenue Service Center,
Philadelphia, Pennsylvania 19255. The
election should be titled ‘‘Mortgage
Credit Certificate Election” and must
include—

(i) The name, address, and TIN of the
issuer,

(ii) The issuer’s applicable limit, as
defined in section 103A (g) and the reg-
ulations thereunder,

(iii) The aggregate amount of quali-
fied mortgage bonds issued by the
issuing authority during the calendar
year,

(iv) The amount of the issuer’s appli-
cable limit that it has surrendered to
other issuers during the calendar year,

(v) The date and amount of any pre-
vious elections under this paragraph
for the calendar year, and

(vi) The amount of qualfied mortgage
bonds that the issuer elects not to
issue.

(3) Revocation of election. Any election
made under this paragraph may be re-
voked, in whole or in part, at any time
during the calendar year in which the
election was made. The revocation,
however, may not be made with respect
to any part of the nonissued bond
amount that has been used to issue
mortgage credit certificates pursuant
to the election. The revocation shall be
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filed with the Internal Revenue Service
Center, Philadelphia, Pennsylvania
19255. The revocation should be titled
“Revocation of Mortgage Credit Cer-
tificate Election’” and must include—

(i) The name, address, and TIN of the
issuer,

(ii) The nonissued bond amount as
originally elected, and

(iii) The portion of the nonissued
bond amount with respect to which the
election is being revoked.

(4) Special rule. If at the time that an
issuer makes an election under this
paragraph it does not know its applica-
ble limit, the issuer may elect not to
use all of its remaining authority to
issue qualified mortgage bonds; this
form of election will be treated as
meeting the requirements of paragraph
(c)(2) if, prior to the later of the end of
the calendar year and December 31,
1985, the issuer amends its election so
as to indicate the exact amount of
qualified mortgage bond authority that
it elected not to issue.

(5) Limitation on mnonissued bond
amount. The amount of qualified mort-
gage bonds which an issuer elects not
to issue may not exceed the issuer’s ap-
plicable limit (as determined under
section 103A (g) and the regulations
thereunder). For example, a govern-
mental unit that, pursuant to section
103A (2)(3), may issue $10 million of
qualified mortgage bonds that elects to
trade in $11 million in qualified mort-
gage bond authority has not met the
requirements of this paragraph, and
mortgage credit certificates issued pur-
suant to such election are not qualified
mortgage credit certificates.

(d) State certification requirement—(1)
In general. A program meets the re-
quirements of this paragraph only if
the State official designated by law (or,
where there is no State official, the
Governor) certifies, based on facts and
circumstances as of the date on which
the certification is requested, following
a request for such certification, that
the issue meets the requirements of
section 103A(g) (relating to volume
limitation) and the regulations there-
under. A copy of the State certification
must be attached to the issuer’s elec-
tion not to issue qualified mortgage
bonds, except that, in the case of elec-
tions made during calendar year 1984,
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the certification may be filed with the
Service prior to July 8, 1985 provided
that mortgage credit certificates may
not be distributed until the certifi-
cation is filed. In the case of any con-
stitutional home rule city, the certifi-
cation shall be made by the chief exec-
utive officer of the city.

(2) Certification procedure. The official
making the certification described in
this paragraph (d) need not perform an
independent investigation to determine
whether the issuer has met the require-
ments of section 103A(g). In deter-
mining the aggregate amount of quali-
fied mortgage bonds previously issued
by that issuer during the calendar year
the official may rely on copies of prior
elections under paragraph (c) of this
section made by the issuer for that
year, together with an affidavit exe-
cuted by an official of the issuer who is
responsible for issuing bonds stating
that the issuer has not, to date, issued
any other issues of qualified mortgage
bonds during the calendar year and
stating the amount, if any, of the
issuer’s applicable limit that it has
surrendered to other issuers during the
calendar year; for any calendar year
prior to 1985, the official may rely on
an affidavit executed by a duly author-
ized official of the issuer who states
the aggregate amount of qualified
mortgage bonds issued by the issuer
during the year. In determining the ag-
gregate amount of qualified mortgage
bonds that the issuer has previously
elected not to issue during that cal-
endar year, the official may rely on
copies of any elections not to issue
qualified mortgage bonds filed by the
issuer for that calendar year, together
with an affidavit executed by an offi-
cial of the issuer responsible for issuing
mortgage credit certificates stating
that the issuer has not, to date, made
any other elections not to issue quali-
fied mortgage bonds. If, based on such
information, the certifying official de-
termines that the issuer has not, as of
the date on which the certification is
provided, exceeded its applicable limit
for the year, the official may certify
that the issue meets the requirements
of section 103A(g). The fact that the
certification described in this para-
graph (d) is provided does not ensure
that the issuer has met the require-
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ments of section 103A(g) and the regu-
lations thereunder, nor does it preclude
the application of the penalty for over-
issuance of mortgage credit certifi-
cates if such over-issuance actually oc-
curs. See §1.25-5T.

(3) Special rule. If within 30 days after
the issuer files a proper request for the
certification described in this para-
graph (d) the issuer has not received
from the State official designated by
law (or, if there is no State official, the
Governor) certification that the issue
meets the requirements of section
103A(g) or, in the alternative, a state-
ment that the issue does not meet such
requirements, the issuer may submit,
in lieu of the certification required by
this paragraph (d), an affidavit exe-
cuted by an officer of the issuer respon-
sible for issuing mortgage credit cer-
tificates stating that—

(i) The issue meets the requirements
of section 103A(g) and the regulations
thereunder,

(ii) At least 30 days before the execu-
tion of the affidavit the issuer filed a
proper request for the certification de-
scribed in this paragraph (d), and

(iii) The State official designated by
law (or, if there is no State official, the
Governor) has not provided the certifi-
cation described in this paragraph (d)
or a statement that the issue does not
meet such requirements.

For purposes of this paragraph, a re-
quest for certification is proper if the
request includes the reports and affida-
vits described in paragraph (d)(2).

(e) Information reporting requirement—
(1) Reports. With respect to mortgage
credit certificates issued after Sep-
tember 30, 1985, a program meets the
requirements of this paragraph only if
the issuer submits a report containing
the information concerning the holders
of certificates issued during the pre-
ceding reporting period required by
this paragraph. The report must be
filed for each reporting period in which
certificates (other than transferred
certificates) are issued under the pro-
gram. The issuer is not responsible for
false information provided by a holder
if the issuer did not know or have rea-
son to know that the information was
false. The report must be filed on the
form prescribed by the Internal Rev-
enue Service. If no form is prescribed,



Internal Revenue Service, Treasury

or if the form prescribed is not readily
available, the issuer may use its own
form provided that such form is in the
format set forth in this paragraph and
contains the information required by
this paragraph. The report must be ti-
tled ‘“Mortgage Credit Certificate In-
formation Report” and must include
the name, address, and TIN of the
issuer, the reporting period for which
the information is provided, and the
following tables containing informa-
tion concerning the holders of certifi-
cates issued during the reporting pe-
riod for which the report is filed:

(i) A table titled ‘“‘Number of Mort-
gage Credit Certificates by Income and
Acquisition Cost’” showing the number
of mortgage credit certificates issued
(other than those issued in connection
with qualified home improvement and
rehabilitation loans) according to the
annualized gross income of the holders
(categorized in the following intervals
of income:

$0-$9,999;
$10,000-$19,999;
$20,000-$29,999;
$30,000-$39,999;
$40,000-$49,999;
$50,000-$74,999; and
$75,000 or more)

and according to the acquisition cost of
the residences acquired in connection
with the mortgage credit certificates
(categorized in the following intervals
of acquisition cost:

$0-$19,999;

$20,000-$39,999;

$40,000-$59,999;

$60,000-$79,999;

$80,000-$99,999;

$100,000-$119,999;

$120,000-$149,999;

$150,000-$199,999; and

$200,000 or more).

For each interval of income and acqui-
sition cost the table must also be cat-
egorized according to—

(A) The aggregate amount of fees
charged to holders to cover any admin-
istrative costs incurred by the issuer in
issuing mortgage credit certificates,
and

(B) The number of holders that—

(I) Did not have a present ownership
interest in a principal residence at any
time during the 3-year period ending on
the date the mortgage credit certifi-
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cate is executed (i.e., satisfied the 3-
year requirement) and purchased resi-
dences in targeted areas,

(2) Satisfied the 3-year requirement
and purchased residences not located in
targeted areas,

(3) Did have a present ownership in-
terest in a principal residence at any
time during the 3-year period ending on
the date the mortgage credit certifi-
cate is executed (i.e., did not satisfy
the 3-year requirement) and purchased
residences in targeted areas, and

(4) Did not satisfy the 3-year require-
ment and purchased residences not lo-
cated in targeted areas.

(ii) A table titled ‘“Volume of Mort-
gage Credit Certificates by Income and
Acquisition Cost” containing data on—

(A) The total of the certified indebt-
edness amounts of the certificates
issued (other than those issued in con-
nection with qualified home improve-
ment and rehabilitation loans);

(B) The sum of the products of the
certified indebtedness amount and the
certificate credit rate for each certifi-
cate (other than those issued in con-
nection with qualified home improve-
ment and rehabilitation loans) accord-
ing to annualized gross income (cat-
egorized in the same intervals of in-
come as the preceding table) and ac-
cording to the acquisition cost of the
residences acquired in connection with
mortgage credit certificates (cat-
egorized in the same intervals of acqui-
sition cost as the preceding table); and

(C) For each interval of income and
acquisition cost, the information de-
scribed in paragraph (e)(1)(ii) (A) and
(B) categorized according to the hold-
ers that—

(I) Satisfied the 3-year requirement
and purchased residences in targeted
areas,

(2) Satisfied the 3-year requirement
and purchased residences not located in
targeted areas,

(3) Did not satisfy the 3-year require-
ment and purchased residences in tar-
geted areas, and

(4) Did not satisfy the 3-year require-
ment and purchased residences not lo-
cated in targeted areas.

(iii) A table titled ‘‘Mortgage Credit
Certificates for Qualified Home Im-
provement and Rehabilitation Loans”
showing the number of mortgage credit
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certificates issued in connection with
qualified home improvement loans and
qualified rehabilitation loans, the total
of the certified indebtedness amount
with respect to such certificates, and
the sum of the products of the certified
indebtedness amount and the certifi-
cate credit rate for each certificate;
the information contained in the table
must also be categorized according to
whether the residences with respect to
which the certificates were provided
are located in targeted areas.

26 CFR Ch. | (4-1-23 Edition)

(2) Format. If no form is prescribed by
the Internal Revenue Service, or if the
prescribed form is not readily avail-
able, the issuer must submit the report
in the format specified in this para-
graph (e)(2). The specified format of the
report is the following:

MORTGAGE CREDIT CERTIFICATE INFORMATION
REPORT

Name of issuer:
Address of issuer:
TIN of issuer:
Reporting period:

NUMBER OF MORTGAGE CREDIT CERTIFICATES BY INCOME AND ACQUISITION COST

3-year requirement: Satisfied

Not satisfied

Annualized gross
monthly income of bor-

rowers Nontargeted area

Targeted area

Totals fees

Nontargeted area Targeted area

$0 to $9,999.
$10,000 to $19,999.
$20,000 to $29,999.
$30,000 to $39,999.
$40,000 to $49,999.
$50,000 to $74,999.
$75,000 or more.

Total.
Acquisition Cost

0 to $19,999.

$20,000 to $39,999.
$40,000 to $59,999.
$60,000 to $79,999.
$80,000 to $99,999.
$100,000 to $119,999.
$120,000 to $149,999.
$150,000 to $199,999.
$200,000 or more.

Total.
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MORTGAGE CREDIT CERTIFICATES FOR QUALI-

FIED HOME IMPROVEMENT AND REHABILITA-
TION LOANS

Nontar- Tar-

geted geted Totals

area area

Home Improvement Loans

Number of mortgage credit cer-
tificates.

Total of the certified indebted-
ness amounts.

Product of certified indebted-
ness amounts and credit
rates.

Rehabilitation Loans

Number of mortgage credit cer-
tificates.

Total of the certified indebted-
ness amounts.

Product of certified indebted-
ness amounts and credit
rates.

(3) Definitions and special rules. (i) For
purposes of this paragraph the term
“‘annualized gross income’ means the
borrower’s gross monthly income mul-
tiplied by 12. Gross monthly income is
the sum of monthly gross pay, any ad-
ditional income from investments, pen-
sions, Veterans Administration (VA)
compensation, part-time employment,
bonuses, dividends, interest, current
overtime pay, net rental income, etc.,
and other income (such as alimony and
child support, if the borrower chooses
to disclose such income). Information
with respect to gross monthly income
may be obtained from available loan
documents, e.g., the sum of lines 23D
and 23E on the Application for VA or
FmHA Home Loan Guaranty or for
HUD/FHA Insured Mortgage (VA Form
26-1802a, HUD 92900, Jan. 1982), or the
total line from the Gross Monthly In-
come section of FHLMC Residential
Loan Application form (FHLMC 65 Rev.
8/78).

(ii) For purposes of this paragraph,
the term ‘‘reporting period’” means
each one year period beginning July 1
and ending June 30, except that issuers
need not provide data with respect to
the period prior to October 1, 1985.

(iii) For purposes of this paragraph,
verification of information concerning
a holder’s gross monthly income by
utilizing other available information
concerning the holder’s income (e.g.,
Federal income tax returns) is not re-
quired. In determining whether the

60

26 CFR Ch. | (4-1-23 Edition)

holder of a mortgage credit certificate
acquiring a residence in a targeted area
satisfies the 3-year requirement, the
issuer may rely on a statement signed
by the holder.

(4) Time for filing. The report required
by this paragraph shall be filed not
later than the 15th day of the second
calendar month after the close of the
reporting period. The Commissioner
may grant an extension of time for the
filing of a report required by this para-
graph if there is reasonable cause for
the failure to file such report in a time-
ly fashion. The report may be filed at
any time before such date but must be
complete based on facts and reasonable
expectations as of the date the report
is filed. The report need not be amend-
ed to reflect information learned subse-
quent to the date of filing, or to reflect
changed circumstances with respect to
any holder.

() Place for filing. The report re-
quired by this paragraph is to be filed
at the Internal Revenue Service Cen-
ter, Philadelphia, Pennsylvania 19255.

(f) Policy statement. A program estab-
lished pursuant to an election under
paragraph (c) made after 1984 meets the
requirements of this paragraph only if
the applicable elected representative of
the governmental unit—

(1) Which is the issuer, or

(2) On whose behalf the certificates
were issued,

has published (after a public hearing
following reasonable public notice) a
policy statement described in §1.103A-
2(1) by the last day of the year pre-
ceding the year in which the election
under paragraph (c) is made, and a
copy of such report has been submitted
to the Commissioner on or before such
last day. See §1.103A-2(1) for further
definitions and requirements.

(g) Targeted areas requirement—(1) In
general. A program meets the require-
ments of this paragraph only if—

(i) The portion of the total proceeds
of the issue specified in paragraph
(2)(2) is made available to provide
mortgage credit certificates in connec-
tion with owner financing of targeted
area residents for at least 1 year after
the date on which mortgage credit cer-
tificates are first made available with
respect to targeted area residences, and
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(ii) The issuer attempts with reason-
able diligence to place such proceeds
with qualified persons.

Mortgage credit certificates are consid-
ered first made available with respect
to targeted area residences on the date
on which the issuer first begins to ac-
cept applications for mortgage credit
certificates provided under that issue.

(2) Specified portion. (i) The specified
portion of the total proceeds of an
issue is the lesser of—

(A) 20 percent of the total proceeds,
or

(B) 8 percent of the average annual
aggregate principal amount of mort-
gages executed during the immediately
preceding 3 calendar years for single-
family, owner-occupied residences in
targeted areas within the jurisdiction
of the issuing authority.

For purposes of computing the required
portion of the total proceeds specified
in paragraph (g)(2)(i)(B) where such
provision is applicable, an issuer may
rely upon the safe-harbor formula pro-
vided in the regulations under section
103A(h).

(ii) See §1.25-1T(b)(10)(ii) for the defi-
nition of ‘‘total proceeds’.

(h) Fees—(1) In general. A program
meets the requirements of this para-
graph only if each applicant is required
to pay, directly or indirectly, no fee
other than those fees permitted under
this paragraph.

(2) Permissible fees. Applicants may be
required to pay the following fees pro-
vided that they are reasonable:

(i) Points, origination fees, servicing
fees, and other fees in amounts that
are customarily charged with respect
to mortgages not provided in connec-
tion with mortgage credit certificates,

(ii) Application fees, survey fees,
credit report fees, insurance fees, or
similar settlement or financing costs
to the extent such amounts do not ex-
ceed the amounts charged in the area
in cases where mortgages are not pro-
vided in connection with mortgage
credit certificates. For example,
amounts charged for FHA, VA, or simi-
lar private mortgage insurance on an
individual’s mortgage are permissible
so long as such amounts do not exceed
the amounts charged in the area with
respect to a similar mortgage that is
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not provided in connection with a
mortgage credit certificate, and

(iii) Other fees that, taking into ac-
count all the facts and circumstances,
are reasonably necessary to cover any
administrative costs incurred by the
issuer or its agent in issuing mortgage
credit certificates.

(i) Qualified mortgage credit certificate.
A program meets the requirements of
this paragraph only if each mortgage
credit certificate issued under the pro-
gram meets each of the requirements
of paragraphs (¢c) through (o) of §1.25—
3T.

(j) Good faith compliance efforts—(1)
Eligibility requirements. (i) A program
under which each of the mortgage cred-
it certificates issued does not meet
each of the requirements of paragraphs
(¢) through (o) of §1.256-3T shall be
treated as meeting the requirements of
paragraph (i) of this section if each of
the requirements of this paragraph
(JH)(1) is satisfied. A mortgage credit
certificate program meets the require-
ments of this paragraph (j)(1) only if
each of the following provisions is met:

(A) The issuer in good faith at-
tempted to issue mortgage credit cer-
tificates only to individuals meeting
each of the requirements of paragraphs
(c) through (o) of §1.25-3T. Good faith
requires that agreements with lenders
and agents and other relevant instru-
ments contain restrictions that permit
the approval of mortgage credit certifi-
cates only in accordance with the re-
quirements of paragraphs (c) through
(o) of §1.25-3T. In addition, the issuer
must establish reasonable procedures
to ensure compliance with those re-
quirements. Reasonable procedures in-
clude reasonable investigations by the
issuer to determine whether individ-
uals satisfy the requirements of para-
graphs (¢) through (o) of §1.25-3T.

(B) 95 percent or more of the total
proceeds of the issue were devoted to
individuals with respect to whom, at
the time that the certificate was
issued, all the requirements of para-
graphs (c¢) through (o) of §1.25-3T were
met. If a holder of a mortgage credit
certificate fails to meet more than one
of these requirements, the amount of
the certificate (i.e., the certificate
credit rate multiplied by the certified
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indebtedness amount) issued to that in-
dividual will be taken into account
only once in determining whether the
95-percent requirement is met. How-
ever, all of the defects in that individ-
ual’s certificate must be corrected pur-
suant to paragraph (j)(1)(1)(C).

(C) Any failure to meet the require-
ments of paragraphs (c¢) through (o) of
§1.25-3T is corrected within a reason-
able period after that failure is discov-
ered. For example, if an individual fails
to meet one or more of such require-
ments those failures can be corrected
by revoking that individual’s certifi-
cate.

(ii) Examples. The following examples
illustrate the application of this para-
graph (j)(1):

Example 1. County X only distributes mort-
gage credit certificates to individuals who
have contracted to purchase a principal resi-
dence. County X requires that applicants for
mortgage credit certificates present the fol-
lowing information:

(i) An affidavit stating that the applicant
intends to use the residence in connection
with which the mortgage credit certificate is
issued as his principal residence within a
reasonable time after the certificate is
issued by County X, that the applicant will
notify the County if the residence ceases to
be his principal residence, and facts that are
sufficient for County X to determine whether
the residence is located within the jurisdic-
tion of County X,

(ii) An affidavit stating that the applicant
had no present ownership interest in a prin-
cipal residence at any time during the 3-year
period prior to the date on which the certifi-
cate is issued,

(iii) Copies of the applicant’s Federal tax
returns for the preceding 3 years,

(iv) Affidavits from the seller of the resi-
dence with respect to which the certificate is
issued and the applicant stating the pur-
chase price of the residence, including an
itemized list of (A) payments made by or for
the benefit of the applicant, (B) if the resi-
dence is incomplete, an estimate of the rea-
sonable cost of completing the residence, and
(C) if the residence is subject to a ground
rent, the capitalized value of the ground
rent,

(v) An affidavit executed by the applicant
stating that the mortgage being acquired in
connection with the certificate will not be
used to acquire or replace an existing mort-
gage,

(vi) An affidavit executed by the applicant
stating that no portion of the financing for
the residence in connection with which the
certificate is issued is provided from the pro-
ceeds of a qualified mortgage bond or quali-
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fied veterans’ mortgage bond and that no
portion of the mortgage for the residence is
provided by a person related to the applicant
(as defined in §1.25-3T'(n)),

(vii) An affidavit executed by the applicant
stating that the certificate was not limited
to indebtedness incurred from particular
lenders, and

(viii) In the case of a mortgate credit cer-
tificate allocated for use in connection with
a particular development, and affidavit exe-
cuted by the applicant stating that the ap-
plicant received from the developer a certifi-
cation stating that the price of the residence
with respect to which the certificate was
issued is no higher than it would be without
the use of a mortgage credit certificate.

County X examines the information sub-
mitted by the applicant to determine wheth-
er the requirements of paragraphs (c), (d),
(e), (f), (), (1), (j), (k), and (n) of §1.25-3T are
met. County X determines that the certifi-
cate has not expired. The mortgage credit
certificates issued by County X are in the
form prescribed by §1.26-6T and County X
provides all the required information and
statements. After determining that the ap-
plicant meets all these requirements County
X issues a mortgage credit certificate to the
applicant. This procedure for issuing mort-
gage credit certificates is sufficient evidence
of the good faith of County X to meet the re-
quirements of §1.25-4T(G)(1)(1)(A).

Example 2. County W distributes prelimi-
nary mortgage credit certificates to individ-
uals who have not entered into contracts to
purchase a principal residence. County W
issues preliminary certificates in the form
prescribed by §1.25-6T to those applicants
that have submitted statements that they (i)
intend to purchase a single-family residence
located within the jurisdiction of County W
which they will occupy as a principal resi-
dence, (ii) have had no present ownership in-
terest in a principal residence within the
preceding 3-year period, and (iii) will not use
the certificate in connection with the acqui-
sition or replacement of an existing mort-
gage. The certificates contain a maximum
purchase price, the certificate credit rate,
and a statement that the certificate will ex-
pire if the applicant does not enter into a
closing agreement with respect to a loan
within 6 months from the date of prelimi-
nary issuance. Holders of these certificates
may apply for a mortgage loan from any
lender. When the holder of the certificate ap-
plies for a loan the lender requires that he
submit the following:

(i) An affidavit stating that the applicant
intends to use the residence in connection
with which the mortgage credit certificate is
issued as his principal residence within a
reasonable time after the certificate is
issued by County W, that the applicant will
notify the County if the residence ceases to
be his principal residence, and facts that are
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sufficient for County W to determine wheth-
er the residence is located within the
jurisdication of County W,

(ii) An affidavit stating that the applicant
had no present ownership interest in a prin-
cipal residence at any time during the 3-year
period prior to the date on which the certifi-
cate is issued,

(iii) Copies of the applicant’s Federal tax
returns for the preceding 3 years,

(iv) Affidavits from the seller of the resi-
dence with respect to which the certificate is
issued and the applicant stating the pur-
chase price of the residence, including an
itemized list of (A) payments made by or for
the benefit of the applicant, (B) if the resi-
dence is incomplete, an estimate of the rea-
sonable cost of completing the residence, and
(C) if the residence is subject to a ground
rent, the capitalized value of the ground
rent,

(v) An affidavit executed by the applicant
stating that the mortgage being acquired in
connection with the certificate will not be
used to acquire or replace an existing mort-
gage,

(vi) An affidavit executed by the applicant
stating that no portion of the financing for
the residence in connection with which the
certificate is issued in provided from the pro-
ceeds of a qualified mortgage bond or quali-
fied veterans’ mortgage bond and that no
portion of the mortgage for the residence is
provided by a person related to the applicant
(as defined in §1.25-3T(n)),

(vii) An affidavit executed by the applicant
stating that the certificate was not limited
to indebtedness incurred from particular
lenders, and

(viii) In the case of a mortgage credit cer-

tificate allocated for use in connection with
a particular development, an affidavit exe-
cuted by the applicant stating that the ap-
plicant received from the developer a certifi-
cation stating that the price of the residence
with respect to which the certificate was
issued is no higher than it would be without
the use of a mortgage credit certificate.
The lender then submits those affidavits, to-
gether with its statement as to the amount
of the indebtedness incurred, to County W.
After determining that the requirements of
paragraphs (c), (d), (e), (f), (8), (1), (j), (k) and
(n) of §1.25-3T are met and determining that
the certificate has not expired, County W
completes the mortgage credit certificate.
This procedure for issuing mortgage credit
certificates is sufficient evidence of the good
faith of County W to meet the requirements
of §1.25-4T(G) (1) (A).

(2) Program requirements. (i) A mort-
gage credit certificate program which
fails to meet one or more of the re-
quirements of paragraphs (b) through
(h) of this section shall be treated as
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meeting such requirements if the re-
quirements of this paragraph (j)(2) are
satisfied. A mortgage credit certificate
program meets the requirements of
this paragraph (j)(2) only if each of the
following provisions is met:

(A) The issuer in good faith at-
tempted to meet all of the require-
ments of paragraphs (b) through (h) of
this section. This good faith require-
ment will be met if all reasonable steps
are taken by the issuer to ensure that
the program complies with these re-
quirements.

(B) Any failure to meet such require-
ments is due to inadvertent error, e.g.,
mathematical error, after taking rea-
sonable steps to comply with such re-
quirements.

(ii) The following example illustrate
the application of this paragraph (j)(2):

Example. City X issues an issue of mort-
gage credit certificates. However, despite
taking all reasonable steps to determine ac-
curately the size of the applicable limit, as
provided in section 103A (g)(3) and the regu-
lations thereunder, the limit is exceeded be-
cause the amount of the mortgages, origi-
nated in the area during the past 3 years is
incorrectly computed as a result of mathe-
matical error. Such facts are sufficient evi-
dence of the good faith of the issuer to meet
the requirements of paragraph (j)(2).

[T.D. 8023, 50 FR 19350, May 8, 1985, as amend-
ed by T.D. 8048, 50 FR 35538, Sept. 3, 1985]

§1.25-5T Limitation on aggregate
amount of mortgage credit certifi-
cates (Temporary).

(a) In general. If the aggregate
amount of qualified mortgage credit
certificates (as defined in paragraph
(b)) issued by an issuer under a quali-
fied mortgage credit certificate pro-
gram exceeds 20 percent of the
nonissued bond amount (as defined in
paragraph (c)), the provisions of para-
graph (d) shall apply.

(b) Aggregate amount of mortgage credit
certificates—(1) In general. The aggre-
gate amount of qualified mortgage
credit certificates issued under a quali-
fied mortgage credit certificate pro-
gram is the sum of the products deter-
mined by multiplying—

(i) The certified indebtedness amount
of each qualified mortgage credit cer-
tificate issued under that program, by

(ii) The certificate credit rate with
respect to such certificate.
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(2) Examples. The following examples
illustrate the application of this para-
graph (b):

Example 1. For 1986 City Q has a nonissued
bond amount of $100 million. After making a
proper election, Q issues 2,000 qualified mort-
gage credit certificates each with a certifi-
cate credit rate of 20 percent and a certified
indebtedness amount of $50,000. The aggre-
gate amount of qualified mortgage credit
certificates is $20 million (2,000 x (.2 x
$50,000)). Since this amount does not exceed
20 percent of the nonissued bond amount (.2
x $100 million = $20 million), Q has complied
with the limitation on the aggregate amount
of mortgage credit certificates, provided
that it does not issue any additional certifi-
cates.

Example 2. The facts are the same as in ex-
ample (1) except that instead of issuing all
its certificates at the 20 percent rate, Q
issues (i) qualified mortgage credit certifi-
cates with a certificate credit rate of 10 per-
cent and an aggregate principal amount of
$25 million, (ii) qualified mortgage credit
certificates with a certificate credit rate of
40 percent and an aggregate principal
amount of $256 million, and (iii) qualified
mortgage credit certificates with a certifi-
cate credit rate of 30 percent and an aggre-
gate principal amount of $256 million. The ag-
gregate amount of qualified mortgage credit
certificates is $20 million ((10 percent of $25
million) plus (40 percent of $25 million) plus
(30 percent of $25 million)). Q has complied
with the limitation on the aggregate amount
of qualified mortgage credit certificates, pro-
vided that it does not issue any additional
certificates pursuant to the same program.

(c) Nonissued bond amount. The term
“nonissued bond amount’’ means, with
respect to any qualified mortgage cred-
it certificate program, the amount of
qualified mortgage bonds (as defined in
section 103A(c)(1) and the regulations
thereunder) which the issuer is other-
wise authorized to issue and elects not
to issue under section 25(c)(2) and
§1.25-4T(b). The amount of qualified
mortgage bonds which an issuing au-
thority is authorized to issue is deter-
mined under section 103A(g) and the
regulations thereunder; such deter-
mination shall take into account any
prior elections by the issuer not to
issue qualified mortgage bonds, the
amount of any reduction in the State
ceiling under paragraph (d) of this sec-
tion, and the aggregate amount of
qualified mortgage bonds issued by the
issuer prior to its election not to issue
qualified mortgage bonds.
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(d) Noncompliance with limitation on
aggregate amount of mortgage credit cer-
tificates—(1) In general. If the provisions
of this paragraph apply, the State ceil-
ing under section 103A(g)(4) and the
regulations thereunder for the calendar
year following the calendar year in
which the Commissioner determines
the correction amount for the State in
which the issuer which exceeded the
limitation on the aggregate amount of
mortgage credit certificates is located
shall be reduced by 1.25 times the cor-
rection amount with respect to such
failure.

(2) Correction amount. (i) The term
“correction amount’ means an amount
equal to the excess credit amount di-
vided by .20.

(ii) The term ‘‘excess credit amount”
means the excess of—

(A) The credit amount for any mort-
gage credit certificate program, over

(B) The amount which would have
been the credit amount for such pro-
gram had such program met the re-
quirements of section 25(d)(2) and para-
graph (a) of this section.

(iii) The term ‘‘credit amount”
means the sum of the products deter-
mined by multiplying—

(A) The certified indebtedness
amount of each qualified mortgage
credit certificate issued under the pro-
gram, by

(B) The certificate credit rate with
respect to such certificate.

(3) Example. The following example il-
lustrates the application of this para-
graph:

Example. For 1987 City R has a nonissued
bond amount of $100 million. City R issues
all of its mortgage credit certificates with a
certificate credit rate of 20 percent. City R
issues certificates with an aggregate cer-
tified indebtedness amount of $120 million.
The aggregate amount of mortgage credit
certificates issued by City R is $24 million,
which exceeds 20 percent of the nonissued
bond amount. The State ceiling for the cal-
endar year following the calendar year in
which the Commissioner determines the cor-
rection amount is reduced by $25 million (the
correction amount multiplied by 1.25). The
correction amount is determined as follows:
The credit amount is $24 million (.2 x $120
million); the amount which would have been
the credit amount for the program had it
met the requirements of section 25(d)(2) is
$20 million (.2 x $100 million); the excess
credit amount is $4 million ($24 million—$20



Internal Revenue Service, Treasury

million); therefore, the correction amount is
$20 million ($4 million/.2).

(4) Cross-references. See section
103A(g)(4) and the regulations there-
under with respect to the reduction of
the applicable State ceiling.

[T.D. 8023, 50 FR 19353, May 8, 1985]

§1.25-6T Form of qualified mortgage
credit certificate (Temporary).

(a) In general. Qualified mortgage
credit certificates are to be issued on
the form prescribed by the Internal
Revenue Service. If no form is pre-
scribed by the Internal Revenue Serv-
ice, or if the form prescribed by the In-
ternal Revenue Service is not readily
available, the issuer may use its own
form provided that such form contains
the information required by this sec-
tion. Each mortgage credit certificate
must be issued in a form such that
there are at least three copies of the
form. One copy of the certificate shall
be retained by the issuer; one copy
shall be retained by the lender; and one
copy shall be forwarded to the State of-
ficial who issued the certification re-
quired by §1.25-4T(d), unless that State
official has stated in writing that he
does not want to receive such copies.

(b) Required information. BEach quali-
fied mortgage credit certificate must
include the following information:

(1) The name, address, and TIN of the
issuer,

(2) The date of the issuer’s election
not to issue qualified mortgage bonds
pursuant to which the certificate is
being issued,

(3) The number assigned to the cer-
tificate,

(4) The name, address, and TIN of the
holder of the certificate,

(5) The certificate credit rate,

(6) The certified indebtness amount,

(7) The acquisition cost of the resi-
dence being acquired in connection
with the certificate,

(8) The average area purchase price
applicable to the residence,

(9) Whether the certificate meets the
requirements of §1.25-3T(d), relating to
residence requirement,

(10) Whether the certificate meets
the requirements of §1.25-3T(e), relat-
ing to 3-year requirement,
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(11) Whether the certificate meets
the requirements of §1.25-3T(g), relat-
ing to new mortgage requirement,

(12) Whether the certificate meets
the requirements of §1.25-3T(i), relat-
ing to prohibited mortgages,

(13) Whether the certificate meets
the requirements of §1.25-3T(j), relat-
ing to particular lenders,

(14) Whether the certificate meets
the requirements of §1.25-3T'(k), relat-
ing to allocations to particular devel-
opments,

(15) Whether the certificate meets
the requirements of §1.256-3T(n), relat-
ing to interest paid to related persons,

(16) Whether the residence in connec-
tion with which the certificate is
issued is a targeted area residence,

(17) The date on which a closing
agreement is signed with respect to the
certified indebtness amount,

(18) The expiration date of the cer-
tificate,

(19) A statement that the certificate
is not transferable or a statement that
the certificate may be transferred only
if the issuer issues a new certificate,
and

(20) A statement, signed under pen-
alties of perjury by an authorized offi-
cial of the issuer or its agent, that such
person has made the determinations
specified in paragraph (b) (9) through
(16).

[T.D. 8023, 50 FR 19354, May 8, 1985]

§1.25-7T Public notice (Temporary).

(a) In general. At least 90 days prior
to the issuance of any mortgage credit
certificate under a qualified mortgage
credit certificate program, the issuer
shall provide reasonable public notice
of—

(1) The eligibility requirements for
such certificate,

(2) The methods by which such cer-
tificates are to be issued, and

(3) The other information required by
this section.

(b) Reasonable public notice—(1) In
general. Reasonable public notice
means published notice which is rea-
sonably designed to inform individuals
who would be eligible to receive mort-
gage credit certificates of the proposed
issuance. Reasonable public notice may
be provided through newspapers of gen-
eral circulation.
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(2) Contents of notice. The public no-
tice required by paragraph (a) must in-
clude a brief description of the prin-
cipal residence requirement, 3-year re-
quirement, purchase price require-
ment, and new mortgage requirement.
The notice must also provide a brief de-
scription of the methods by which the
certificates are to be issued and the ad-
dress and telephone number for obtain-
ing further information.

[T.D. 8023, 50 FR 19354, May 8, 1985]

§1.25-8T Reporting
(Temporary).

requirements

(a) Lender—(1) In general. Each person
who makes a loan that is a certified in-
debtedness amount with respect to any
mortgage credit certificate must file
the report described in paragraph (a)(2)
and must retain on its books and
records the information described in
paragraph (a)(3). The report described
in paragraph (a)(2) is an annual report
and must be filed on or before January
31 of the year following the calendar
year to which the report relates. See
section 6709(c) and the regulations
thereunder for the applicable penalties
with respect to failure to file reports.

(2) Information required. The report
shall be submitted on Form 8329 and
shall contain the information required
therein. A separate Form 8329 shall be
filed for each issue of mortgage credit
certificates with respect to which the
lender made mortgage loans during the
preceding calendar year. Thus, for ex-
ample, if during 1986 Bank M makes
three mortgage loans which are cer-
tified indebtedness amounts with re-
spect to State Z’s January 15, 1986,
issue of mortgage credit certificates,
and two mortgage loans which are cer-
tified indebtedness amounts with re-
spect to State Z’s April 15, 1986, issue of
mortgage credit certificates, and fifty
mortgage loans which are certified in-
debtedness amounts with respect to
County X’s December 31, 1985, issue of
mortgage credit certificates, Bank M
must file three separate reports for cal-
endar year 1986. The lender must sub-
mit the Form 8329 with the informa-
tion required therein, including—

(i) The name, address, and TIN of the
issuer of the mortgage credit certifi-
cates,
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(ii) The date on which the election
not to issue qualified mortgage bonds
with respect to that mortgage credit
certificate was made,

(iii) The name, address, and TIN of
the lender, and

(iv) The sum of the products deter-
mined by multiplying—

(A) The certified indebtedness
amount of each mortgage credit cer-
tificate issued under such program, by

(B) The certificate credit rate with
respect to such certificate.

(3) Recordkeeping requirements. Each
person who makes a loan that is a cer-
tified indebtedness amount with re-
spect to any mortgage credit certifi-
cate must retain the information speci-
fied in this paragraph (a)(3) on its
books and records for 6 years following
the year in which the loan was made.
With respect to each loan the lender
must retain the following information:

(i) The name, address, and TIN of
each holder of a qualified mortgage
credit certificate with respect to which
a loan is made,

(ii) The name, address, and TIN of
the issuer of such certificate, and

(iii) The date the loan for the cer-
tified indebtedness amount is closed,
the certified indebtedness amount, and
the certificate credit rate of such cer-
tificate.

(b) Issuers—(1) In general. Each issuer
of mortgage credit certificates shall
file the report described in paragraph
(b)(2) of this section.

(2) Quarterly reports. (i) Each issuer
which elects to issue mortgage credit
certificates shall file reports on Form
8330. These reports shall be filed on a
quarterly basis, beginning with the
quarter in which the election is made,
and are due on the following dates:
April 30 (for the quarter ending March
31), July 31 (for the quarter ending
June 30), October 31 (for the quarter
ending September 30), and January 31
(for the quarter ending December 31).
For elections made prior to May 8, 1985,
the first report need not be filed until
July 31, 1985. An issuer shall file a sepa-
rate report for each issue of mortgage
credit certificates. In the quarter in
which the last qualified mortgage cred-
it certificate that may be issued under
a program is issued, the issuer must
state that fact on the report to be filed
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for that quarter; the issuer is not re-
quired to file any subsequent reports
with respect to that program. See sec-
tion 6709(c) for the penalties with re-
spect to failure to file a report.

(ii) The report shall be submitted on
Form 8330 and shall contain the infor-
mation required therein, including—

(A) The name, address, and TIN of
the issuer of the mortgage credit cer-
tificates,

(B) The date of the issuer’s election
not to issue qualified mortgage bonds
with respect to the mortgage credit
certificate program and the nonissued
bond amount of the program,

(C) The sum of the products deter-
mined by multiplying—

(1) The certified indebtedness amount
of each qualified mortgage credit cer-
tificate issued under that program dur-
ing the calendar quarter, by

(2) The certificate credit rate with re-
spect to such certificate, and

(D) A listing of the name, address,
and TIN of each holder of a qualified
mortgage credit certificate which has
been revoked during the calendar quar-
ter.

(c) Extensions of time for filing reports.
The Commissioner may grant an exten-
sion of time for the filing of a report
required by this section if there is rea-
sonable cause for the failure to file
such report in a timely fashion.

(d) Place for filing. The reports re-
quired by this section are to be filed at
the Internal Revenue Service Center,
Philadelphia, Pennsylvania 19225.

(e) Cross reference. See section 6709
and the regulations thereunder with re-
spect to the penalty for failure to file a
report required by this section.

[T.D. 8023, 50 FR 19354, May 8, 1985]
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§1.25A-1 Calculation of education tax
credit and general eligibility re-
quirements.

(a) Amount of education taxr credit. An
individual taxpayer is allowed a non-
refundable education tax credit against
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income tax imposed by chapter 1 of the
Internal Revenue Code for the taxable
year. The amount of the education tax
credit is the total of the Hope Scholar-
ship Credit (as described in §1.25A-3)
plus the Lifetime Learning Credit (as
described in §1.25A-4). For limitations
on the credits allowed by subpart A of
part IV of subchapter A of chapter 1 of
the Internal Revenue Code, see section
26.

(b) Coordination of Hope Scholarship
Credit and Lifetime Learning Credit—(1)
In general. In the same taxable year, a
taxpayer may claim a Hope Scholar-
ship Credit for each eligible student’s
qualified tuition and related expenses
(as defined in §1.256A-2(d)) and a Life-
time Learning Credit for one or more
other students’ qualified tuition and
related expenses. However, a taxpayer
may not claim both a Hope Scholarship
Credit and a Lifetime Learning Credit
with respect to the same student in the
same taxable year.

(2) Hope Scholarship Credit. Subject to
certain limitations, a Hope Scholarship
Credit may be claimed for the qualified
tuition and related expenses paid dur-
ing a taxable year with respect to each
eligible student (as defined in §1.25A-
3(d)). Qualified tuition and related ex-
penses paid during a taxable year with
respect to one student may not be
taken into account in computing the
amount of the Hope Scholarship Credit
with respect to any other student. In
addition, qualified tuition and related
expenses paid during a taxable year
with respect to any student for whom a
Hope Scholarship Credit is claimed
may not be taken into account in com-
puting the amount of the Lifetime
Learning Credit.

(3) Lifetime Learning Credit. Subject to
certain limitations, a Lifetime Learn-
ing Credit may be claimed for the ag-
gregate amount of qualified tuition and
related expenses paid during a taxable
year with respect to students for whom
no Hope Scholarship Credit is claimed.

(4) Examples. The following examples
illustrate the rules of this paragraph
(o):

Example 1. In 1999, Taxpayer A pays quali-
fied tuition and related expenses for his de-
pendent, B, to attend College Y during 1999.
Assuming all other relevant requirements
are met, Taxpayer A may claim either a
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Hope Scholarship Credit or a Lifetime
Learning Credit with respect to dependent B,
but not both. See §1.25A-3(a) and §1.25A-4(a).

Example 2. In 1999, Taxpayer C pays $2,000
in qualified tuition and related expenses for
her dependent, D, to attend College Z during
1999. In 1999, Taxpayer C also pays $500 in
qualified tuition and related expenses to at-
tend a computer course during 1999 to im-
prove Taxpayer C’s job skills. Assuming all
other relevant requirements are met, Tax-
payer C may claim a Hope Scholarship Cred-
it for the $2,000 of qualified tuition and re-
lated expenses attributable to dependent D
(see §1.20A-3(a)) and a Lifetime Learning
Credit (see §1.25A-4(a)) for the $500 of quali-
fied tuition and related expenses incurred to
improve her job skills.

Example 3. The facts are the same as in Ex-
ample 2, except that Taxpayer C pays $3,000
in qualified tuition and related expenses for
her dependent, D, to attend College Z during
1999. Although a Hope Scholarship Credit is
available only with respect to the first $2,000
of qualified tuition and related expenses paid
with respect to D (see §1.25A-3(a)), Taxpayer
C may not add the $1,000 of excess expenses
to her $500 of qualified tuition and related
expenses in computing the amount of the
Lifetime Learning Credit.

(c) Limitation based on modified ad-
justed gross income—(1) In general. The
education tax credit that a taxpayer
may otherwise claim is phased out rat-
ably for taxpayers with modified ad-
justed gross income between $40,000 and
$50,000 ($80,000 and $100,000 for married
individuals who file a joint return).
Thus, taxpayers with modified adjusted
gross income above $50,000 (or $100,000
for joint filers) may not claim an edu-
cation tax credit.

(2) Modified adjusted gross income de-
fined. The term modified adjusted gross
income means the adjusted gross in-
come (as defined in section 62) of the
taxpayer for the taxable year increased
by any amount excluded from gross in-
come under section 911, 931, or 933 (re-
lating to income earned abroad or from
certain U.S. possessions or Puerto
Rico).

(3) Inflation adjustment. For taxable
years beginning after 2001, the amounts
in paragraph (c)(1) of this section will
be increased for inflation occurring
after 2000 in accordance with section
1(£)(3). If any amount adjusted under
this paragraph (c)(3) is not a multiple
of $1,000, the amount will be rounded to
the next lowest multiple of $1,000.
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(d) Election. No education tax credit
is allowed unless a taxpayer elects to
claim the credit on the taxpayer’s fed-
eral income tax return for the taxable
year in which the credit is claimed.
The election is made by attaching
Form 8863, ‘‘Education Credits (Hope
and Lifetime Learning Credits),”” to the
federal income tax return.

(e) Identification requirement. No edu-
cation tax credit is allowed unless a
taxpayer includes on the federal in-
come tax return claiming the credit
the name and the taxpayer identifica-
tion number of the student for whom
the credit is claimed. For rules relating
to assessment for an omission of a cor-
rect taxpayer identification number,
see section 6213(b) and (g)(2)(J).

(f) Claiming the credit in the case of a
dependent—() In general. If a student is
a claimed dependent of another tax-
payer, only that taxpayer may claim
the education tax credit for the stu-
dent’s qualified tuition and related ex-
penses. However, if another taxpayer is
eligible to, but does not, claim the stu-
dent as a dependent, only the student
may claim the education tax credit for
the student’s qualified tuition and re-
lated expenses.

(2) Examples. The following examples
illustrate the rules of this paragraph
®):

Example 1. In 1999, Taxpayer A pays quali-
fied tuition and related expenses for his de-
pendent, B, to attend University Y during
1999. Taxpayer A claims B as a dependent on
his federal income tax return. Therefore, as-
suming all other relevant requirements are
met, Taxpayer A is allowed an education tax
credit on his federal income tax return, and
B is not allowed an education tax credit on
B’s federal income tax return. The result
would be the same if B paid the qualified tui-
tion and related expenses. See §1.25A-5(a).

Example 2. In 1999, Taxpayer C has one de-
pendent, D. In 1999, D pays qualified tuition
and related expenses to attend University Z
during 1999. Although Taxpayer C is eligible
to claim D as a dependent on her federal in-
come tax return, she does not do so. There-
fore, assuming all other relevant require-
ments are met, D is allowed an education tax
credit on D’s federal income tax return, and
Taxpayer C is not allowed an education tax
credit on her federal income tax return, with
respect to D’s education expenses. The result
would be the same if C paid the qualified tui-
tion and related expenses on behalf of D. See
§1.25A-5(b).
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(g8) Married taxpayers. If a taxpayer is
married (within the meaning of section
7703), no education tax credit is allowed
to the taxpayer unless the taxpayer
and the taxpayer’s spouse file a joint
Federal income tax return for the tax-
able year.

(h) Nonresident alien taxpayers and de-
pendents. If a taxpayer or the tax-
payer’s spouse is a nonresident alien
for any portion of the taxable year, no
education tax credit is allowed unless
the nonresident alien is treated as a
resident alien by reason of an election
under section 6013(g) or (h). In addition,
if a student is a nonresident alien, a
taxpayer may not claim an education
tax credit with respect to the qualified
tuition and related expenses of the stu-
dent unless the student is a claimed de-
pendent (as defined in §1.256A-2(a)).

[T.D. 9034, 67 FR 78691, Dec. 26, 2002]

§1.25A-2 Definitions.

(a) Claimed dependent. A claimed de-
pendent means a dependent (as defined
in section 152) for whom a deduction
under section 151 is allowed on a tax-
payer’s federal income tax return for
the taxable year. Among other require-
ments under section 152, a nonresident
alien student must be a resident of a
country contiguous to the TUnited
States in order to be treated as a de-
pendent.

(b) Eligible educational institution—(1)
In general. In general, an eligible edu-
cational institution means a college,
university, vocational school, or other
postsecondary educational institution
that is—

(i) Described in section 481 of the
Higher Education Act of 1965 (20 U.S.C.
1088) as in effect on August 5, 1997,
(generally all accredited public, non-
profit, and proprietary postsecondary
institutions); and

(ii) Participating in a Federal finan-
cial aid program under title IV of the
Higher Education Act of 1965 or is cer-
tified by the Department of Education
as eligible to participate in such a pro-
gram but chooses not to participate.

(2) Rules on Federal financial aid pro-
grams. For rules governing an edu-
cational institution’s eligibility to par-
ticipate in Federal financial aid pro-
grams, see 20 U.S.C. 1070; 20 U.S.C. 1094;
and 34 CFR 600 and 668.
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(c) Academic period. Academic period
means a quarter, semester, trimester,
or other period of study as reasonably
determined by an eligible educational
institution. In the case of an eligible
educational institution that uses credit
hours or clock hours, and does not have
academic terms, each payment period
(as defined in 34 CFR 668.4, revised as of
July 1, 2002) may be treated as an aca-
demic period.

(d) Qualified tuition and related ex-
penses—(1) In general. Qualified tuition
and related expenses means tuition and
fees required for the enrollment or at-
tendance of a student for courses of in-
struction at an eligible educational in-
stitution.

(2) Required fees—(i) In general. Ex-
cept as provided in paragraph (d)(3) of
this section, the test for determining
whether any fee is a qualified tuition
and related expense is whether the fee
is required to be paid to the eligible
educational institution as a condition
of the student’s enrollment or attend-
ance at the institution.

(i) Books, supplies, and equipment.
Qualified tuition and related expenses
include fees for books, supplies, and
equipment used in a course of study
only if the fees must be paid to the eli-
gible educational institution for the
enrollment or attendance of the stu-
dent at the institution.

(iii) Nonacademic fees. Except as pro-
vided in paragraph (d)(3) of this sec-
tion, qualified tuition and related ex-
penses include fees charged by an eligi-
ble educational institution that are not
used directly for, or allocated to, an
academic course of instruction only if
the fee must be paid to the eligible
educational institution for the enroll-
ment or attendance of the student at
the institution.

(3) Personal exrpenses. Qualified tui-
tion and related expenses do not in-
clude the costs of room and board, in-
surance, medical expenses (including
student health fees), transportation,
and similar personal, living, or family
expenses, regardless of whether the fee
must be paid to the eligible edu-
cational institution for the enrollment
or attendance of the student at the in-
stitution.

(4) Treatment of a comprehensive or
bundled fee. If a student is required to
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pay a fee (such as a comprehensive fee
or a bundled fee) to an eligible edu-
cational institution that combines
charges for qualified tuition and re-
lated expenses with charges for per-
sonal expenses described in paragraph
(d)(3) of this section, the portion of the
fee that is allocable to personal ex-
penses is not included in qualified tui-
tion and related expenses. The deter-
mination of what portion of the fee re-
lates to qualified tuition and related
expenses and what portion relates to
personal expenses must be made by the
institution using a reasonable method
of allocation.

(5) Hobby courses. Qualified tuition
and related expenses do not include ex-
penses that relate to any course of in-
struction or other education that in-
volves sports, games, or hobbies, or any
noncredit course, unless the course or
other education is part of the student’s
degree program, or in the case of the
Lifetime Learning Credit, the student
takes the course to acquire or improve
job skills.

(6) Examples. The following examples
illustrate the rules of this paragraph
(d). In each example, assume that the
institution is an eligible educational
institution and that all other relevant
requirements to claim an education tax
credit are met. The examples are as
follows:

Example 1. University V offers a degree pro-
gram in dentistry. In addition to tuition, all
students enrolled in the program are re-
quired to pay a fee to University V for the
rental of dental equipment. Because the
equipment rental fee must be paid to Univer-
sity V for enrollment and attendance, the
tuition and the equipment rental fee are
qualified tuition and related expenses.

Example 2. First-year students at College W
are required to obtain books and other read-
ing materials used in its mandatory first-
year curriculum. The books and other read-
ing materials are not required to be pur-
chased from College W and may be borrowed
from other students or purchased from off-
campus bookstores, as well as from College
W’s bookstore. College W bills students for
any books and materials purchased from Col-
lege W’s bookstore. The fee that College W
charges for the first-year books and mate-
rials purchased at its bookstore is not a
qualified tuition and related expense because
the books and materials are not required to
be purchased from College W for enrollment
or attendance at the institution.
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Example 3. All students who attend College
X are required to pay a separate student ac-
tivity fee in addition to their tuition. The
student activity fee is used solely to fund on-
campus organizations and activities run by
students, such as the student newspaper and
the student government (no portion of the
fee covers personal expenses). Although la-
beled as a student activity fee, the fee is re-
quired for enrollment or attendance at Col-
lege X. Therefore, the fee is a qualified tui-
tion and related expense.

Example 4. The facts are the same as in Ex-
ample 3, except that College X offers an op-
tional athletic fee that students may pay to
receive discounted tickets to sports events.
The athletic fee is not required for enroll-
ment or attendance at College X. Therefore,
the fee is not a qualified tuition and related
expense.

Example 5. College Y requires all students
to live on campus. It charges a single com-
prehensive fee to cover tuition, required fees,
and room and board. Based on College Y’s
reasonable allocation, sixty percent of the
comprehensive fee is allocable to tuition and
other required fees not allocable to personal
expenses, and the remaining forty percent of
the comprehensive fee is allocable to charges
for room and board and other personal ex-
penses. Therefore, only sixty percent of Col-
lege Y’s comprehensive fee is a qualified tui-
tion and related expense.

Example 6. As a degree student at College
Z, Student A is required to take a certain
number of courses outside of her chosen
major in Economics. To fulfill this require-
ment, Student A enrolls in a square dancing
class offered by the Physical Education De-
partment. Because Student A receives credit
toward her degree program for the square
dancing class, the tuition for the square
dancing class is included in qualified tuition
and related expenses.

[T.D. 9034, 67 FR 78691, Dec. 26, 2002]

§1.25A-3 Hope Scholarship Credit.

(a) Amount of the credit—(1) In general.
Subject to the phaseout of the edu-
cation tax credit described in §1.25A-
1(c), the Hope Scholarship Credit
amount is the total of—

(i) 100 percent of the first $1,000 of
qualified tuition and related expenses
paid during the taxable year for edu-
cation furnished to an eligible student
(as defined in paragraph (d) of this sec-
tion) who is the taxpayer, the tax-
payer’s spouse, or any claimed depend-
ent during any academic period begin-
ning in the taxable year (or treated as
beginning in the taxable year, see
§1.25A-5(e)(2)); plus
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(ii) 50 percent of the next $1,000 of
such expenses paid with respect to that
student.

(2) Maximum credit. For taxable years
beginning before 2002, the maximum
Hope Scholarship Credit allowed for
each eligible student is $1,500. For tax-
able years beginning after 2001, the
amounts used in paragraph (a)(1) of
this section to determine the max-
imum credit will be increased for infla-
tion occurring after 2000 in accordance
with section 1(f)(3). If any amount ad-
justed under this paragraph (a)(2) is
not a multiple of $100, the amount will
be rounded to the next lowest multiple
of $100.

(b) Per student credit—(1) In general. A
Hope Scholarship Credit may be
claimed for the qualified tuition and
related expenses of each eligible stu-
dent (as defined in paragraph (d) of this
section).

(2) Example. The following example il-
lustrates the rule of this paragraph (b).
In the example, assume that all the re-
quirements to claim an education tax
credit are met. The example is as fol-
lows:

Example. In 1999, Taxpayer A has two de-
pendents, B and C, both of whom are eligible
students. Taxpayer A pays $1,600 in qualified
tuition and related expenses for dependent B
to attend a community college. Taxpayer A
pays $5,000 in qualified tuition and related
expenses for dependent C to attend Univer-
sity X. Taxpayer A may claim a Hope Schol-
arship Credit of $1,300 ($1,000 + (.50 x $600)) for
dependent B, and the maximum $1,500 Hope
Scholarship Credit for dependent C, for a
total Hope Scholarship Credit of $2,800.

(c) Credit allowed for only two taxable
years. For each eligible student, the
Hope Scholarship Credit may be
claimed for no more than two taxable
years.

(d) Eligible student—(1) Eligible student
defined. For purposes of the Hope
Scholarship Credit, the term eligible
student means a student who satisfies
all of the following requirements—

(1) Degree requirement. For at least
one academic period that begins during
the taxable year, the student enrolls at
an eligible educational institution in a
program leading toward a postsec-
ondary degree, certificate, or other rec-
ognized postsecondary educational cre-
dential;
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(ii) Work load requirement. For at
least one academic period that begins
during the taxable year, the student
enrolls for at least one-half of the nor-
mal full-time work load for the course
of study the student is pursuing. The
standard for what is half of the normal
full-time work load is determined by
each eligible educational institution.
However, the standard for half-time
may not be lower than the applicable
standard for half-time established by
the Department of Education under the
Higher Education Act of 1965 and set
forth in 34 CFR 674.2(b) (revised as of
July 1, 2002) for a half-time under-
graduate student;

(iii) Year of study requirement. As of
the beginning of the taxable year, the
student has not completed the first two
years of postsecondary education at an
eligible educational institution.
Whether a student has completed the
first two years of postsecondary edu-
cation at an eligible educational insti-
tution as of the beginning of a taxable
year is determined based on whether
the institution in which the student is
enrolled in a degree program (as de-
scribed in paragraph (d)(1)(i) of this
section) awards the student two years
of academic credit at that institution
for postsecondary course work com-
pleted by the student prior to the be-
ginning of the taxable year. Any aca-
demic credit awarded by the eligible
educational institution solely on the
basis of the student’s performance on
proficiency examinations is  dis-
regarded in determining whether the
student has completed two years of
postsecondary education; and

(iv) No felony drug conviction. The stu-
dent has not been convicted of a Fed-
eral or State felony offense for posses-
sion or distribution of a controlled sub-
stance as of the end of the taxable year
for which the credit is claimed.

(2) Examples. The following examples
illustrate the rules of this paragraph
(d). In each example, assume that the
student has not been convicted of a fel-
ony drug offense, that the institution
is an eligible educational institution
unless otherwise stated, that the quali-
fied tuition and related expenses are
paid during the same taxable year that
the academic period begins, and that a
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Hope Scholarship Credit has not pre-
viously been claimed for the student
(see paragraph (c) of this section). The
examples are as follows:

Example 1. Student A graduates from high
school in June 1998 and is enrolled in an un-
dergraduate degree program at College U for
the 1998 Fall semester on a full-time basis.
For the 1999 Spring semester, Student A
again is enrolled at College U on a full-time
basis. For the 1999 Fall semester, Student A
is enrolled in less than half the normal full-
time course work for her degree program.
Because Student A is enrolled in an under-
graduate degree program on at least a half-
time basis for at least one academic period
that begins during 1998 and at least one aca-
demic period that begins during 1999, Stu-
dent A is an eligible student for taxable
years 1998 and 1999 (including the 1999 Fall
semester when Student A enrolls at College
U on less than a half-time basis).

Example 2. Prior to 1998, Student B at-
tended college for several years on a full-
time basis. Student B transfers to College V
for the 1998 Spring semester. College V
awards Student B credit for some (but not
all) of the courses he previously completed,
and College V classifies Student B as a first-
semester sophomore. During both the Spring
and Fall semesters of 1998, Student B is en-
rolled in at least one-half the normal full-
time work load for his degree program at
College V. Because College V does not clas-
sify Student B as having completed the first
two years of postsecondary education as of
the beginning of 1998, Student B is an eligi-
ble student for taxable year 1998.

Example 3. The facts are the same as in Ex-
ample 2. After taking classes on a half-time
basis for the 1998 Spring and Fall semesters,
Student B is enrolled at College V for the
1999 Spring semester on a full-time basis.
College V classifies Student B as a second-se-
mester sophomore for the 1999 Spring semes-
ter and as a first-semester junior for the 1999
Fall semester. Because College V does not
classify Student B as having completed the
first two years of postsecondary education as
of the beginning of 1999, Student B is an eli-
gible student for taxable year 1999. There-
fore, the qualified expenses and required fees
paid for the 1999 Spring semester and the 1999
Fall semester are taken into account in cal-
culating any Hope Scholarship Credit.

Example 4. Prior to 1998, Student C was not
enrolled at another eligible educational in-
stitution. At the time that Student C enrolls
in a degree program at College W for the 1998
Fall semester, Student C takes examinations
to demonstrate her proficiency in several
subjects. On the basis of Student C’s per-
formance on these examinations, College W
classifies Student C as a second-semester
sophomore as of the beginning of the 1998
Fall semester. Student C is enrolled at Col-
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lege W during the 1998 Fall semester and dur-
ing the 1999 Spring and Fall semesters on a
full-time basis and is classified as a first-se-
mester junior as of the beginning of the 1999
Spring semester. Because Student C was not
enrolled in a college or other eligible edu-
cational institution prior to 1998 (but rather
was awarded three semesters of academic
credit solely because of proficiency examina-
tions), Student C is not treated as having
completed the first two years of postsec-
ondary education at an eligible educational
institution as of the beginning of 1998 or as
of the beginning of 1999. Therefore, Student
C is an eligible student for both taxable
vears 1998 and 1999.

Example 5. During the 1998 Fall semester,
Student D is a high school student who takes
classes on a half-time basis at College X.
Student D is not enrolled as part of a degree
program at College X because College X does
not admit students to a degree program un-
less the student has a high school diploma or
equivalent. Because Student D is not en-
rolled in a degree program at College X dur-
ing 1998, Student D is not an eligible student
for taxable year 1998.

Example 6. The facts are the same as in Ex-
ample 5. In addition, during the 1999 Spring
semester, Student D again attends College X
but not as part of a degree program. Student
D graduates from high school in June 1999.
For the 1999 Fall semester, Student D enrolls
in College X as part of a degree program, and
College X awards Student D credit for her
prior course work at College X. During the
1999 Fall semester, Student D is enrolled in
more than one-half the normal full-time
work load of courses for her degree program
at College X. Because Student D is enrolled
in a degree program at College X for the 1999
Fall term on at least a half-time basis, Stu-
dent D is an eligible student for all of tax-
able year 1999. Therefore, the qualified tui-
tion and required fees paid for classes taken
at College X during both the 1999 Spring se-
mester (during which Student D was not en-
rolled in a degree program) and the 1999 Fall
semester are taken into account in com-
puting any Hope Scholarship Credit.

Example 7. Student E completed two years
of undergraduate study at College S. College
S is not an eligible educational institution
for purposes of the education tax credit. At
the end of 1998, Student E enrolls in an un-
dergraduate degree program at College Z, an
eligible educational institution, for the 1999
Spring semester on a full-time basis. College
7Z awards Student E two years of academic
credit for his previous course work at Col-
lege S and classifies Student E as a first-se-
mester junior for the 1999 Spring semester.
Student E is treated as having completed the
first two years of postsecondary education at
an eligible educational institution as of the
beginning of 1999. Therefore, Student E is
not an eligible student for taxable year 1999.
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Example 8. Student F received a degree in
1998 from College R. College R is not an eligi-
ble educational institution for purposes of
the education tax credit. During 1999, Stu-
dent F is enrolled in a graduate-degree pro-
gram at College Y, an eligible educational
institution, for the 1999 Fall semester on a
full-time basis. By admitting Student F to
its graduate degree program, College Y
treats Student F as having completed the
first two years of postsecondary education as
of the beginning of 1999. Therefore, Student
F is not an eligible student for taxable year
1999.

Example 9. Student G graduates from high
school in June 2001. In January 2002, Student
G is enrolled in a one-year postsecondary
certificate program on a full-time basis to
obtain a certificate as a travel agent. Stu-
dent G completes the program in December
2002 and is awarded a certificate. In January
2003, Student G enrolls in a one-year postsec-
ondary certificate program on a full-time
basis to obtain a certificate as a computer
programer. Student G meets the degree re-
quirement, the work load requirement, and
the year of study requirement for the tax-
able years 2002 and 2003. Therefore, Student
G is an eligible student for both taxable
years 2002 and 2003.

(e) Academic period for prepayments—
(1) In general. For purposes of deter-
mining whether a student meets the re-
quirements in paragraph (d) of this sec-
tion for a taxable year, if qualified tui-
tion and related expenses are paid dur-
ing one taxable year for an academic
period that begins during January,
February or March of the next taxable
year (for taxpayers on a fiscal taxable
year, use the first three months of the
next taxable year), the academic period
is treated as beginning during the tax-
able year in which the payment is
made.

(2) Example. The following example il-
lustrates the rule of this paragraph (e).
In the example, assume that all the re-
quirements to claim a Hope Scholar-
ship Credit are met. The example is as
follows:

Example. Student G graduates from high
school in June 1998. After graduation, Stu-
dent G works full-time for several months to
earn money for college. Student G is enrolled
on a full-time basis in an undergraduate de-
gree program at University W, an eligible
educational institution, for the 1999 Spring
semester, which begins in January 1999. Stu-
dent G pays tuition to University W for the
1999 Spring semester in December 1998. Be-
cause the tuition paid by Student G in 1998
relates to an academic period that begins
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during the first three months of 1999, Stu-
dent G’s eligibility to claim a Hope Scholar-
ship Credit in 1998 is determined as if the
1999 Spring semester began in 1998. Thus, as-
suming Student G has not been convicted of
a felony drug offense as of December 31, 1998,
Student G is an eligible student for 1998.

(f) Effective date. The Hope Scholar-
ship Credit is applicable for qualified
tuition and related expenses paid after
December 31, 1997, for education fur-
nished in academic periods beginning
after December 31, 1997.

[T.D. 9034, 67 FR 78691, Dec. 26, 2002; 68 FR
15940, Apr. 2, 2003]

§1.25A-4 Lifetime Learning Credit.

(a) Amount of the credit—(1) Tazxable
years beginning before January 1, 2003.
Subject to the phaseout of the edu-
cation tax credit described in §1.25A-
1(c), for taxable years beginning before
2003, the Lifetime Learning Credit
amount is 20 percent of up to $5,000 of
qualified tuition and related expenses
paid during the taxable year for edu-
cation furnished to the taxpayer, the
taxpayer’s spouse, and any claimed de-
pendent during any academic period
beginning in the taxable year (or treat-
ed as beginning in the taxable year, see
§1.25A-5(e)(2)).

(2) Taxable years beginning after De-
cember 31, 2002. Subject to the phaseout
of the education tax credit described in
§1.25A-1(c), for taxable years beginning
after 2002, the Lifetime Learning Credit
amount is 20 percent of up to $10,000 of
qualified tuition and related expenses
paid during the taxable year for edu-
cation furnished to the taxpayer, the
taxpayer’s spouse, and any claimed de-
pendent during any academic period
beginning in the taxable year (or treat-
ed as beginning in the taxable year, see
§1.25A-5(e)(2)).

(3) Coordination with the Hope Scholar-
ship Credit. Expenses paid with respect
to a student for whom the Hope Schol-
arship Credit is claimed are not eligi-
ble for the Lifetime Learning Credit.

(4) Examples. The following examples
illustrate the rules of this paragraph
(a). In each example, assume that all
the requirements to claim a Lifetime
Learning Credit or a Hope Scholarship
Credit, as applicable, are met. The ex-
amples are as follows:
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Example 1. In 1999, Taxpayer A pays quali-
fied tuition and related expenses of $3,000 for
dependent B to attend an eligible edu-
cational institution, and Taxpayer A pays
qualified tuition and related expenses of
$4,000 for dependent C to attend an eligible
educational institution. Taxpayer A does not
claim a Hope Scholarship Credit with respect
to either B or C. Although Taxpayer A paid
$7,000 of qualified tuition and related ex-
penses during the taxable year, Taxpayer A
may claim the Lifetime Learning Credit
with respect to only $5,000 of such expenses.
Therefore, the maximum Lifetime Learning
Credit Taxpayer A may claim for 1999 is
$1,000 (.20 x $5,000).

Example 2. In 1999, Taxpayer D pays $6,000
of qualified tuition and related expenses for
dependent E, and $2,000 of qualified tuition
and related expenses for dependent F, to at-
tend eligible educational institutions. De-
pendent F has already completed the first
two years of postsecondary education. For
1999, Taxpayer D claims the maximum $1,500
Hope Scholarship Credit with respect to de-
pendent E. In computing the amount of the
Lifetime Learning Credit, Taxpayer D may
not include any of the $6,000 of qualified tui-
tion and related expenses paid on behalf of
dependent E but may include the $2,000 of
qualified tuition and related expenses of de-
pendent F.

(b) Credit allowed for unlimited number
of taxable years. There is no limit to the
number of taxable years that a tax-
payer may claim a Lifetime Learning
Credit with respect to any student.

(c) Both degree and mondegree courses
are eligible for the credit—(1) In general.
For purposes of the Lifetime Learning
Credit, amounts paid for a course at an
eligible educational institution are
qualified tuition and related expenses
if the course is either part of a postsec-
ondary degree program or is not part of
a postsecondary degree program but is
taken by the student to acquire or im-
prove job skills.

(2) Examples. The following examples
illustrate the rule of this paragraph (c).
In each example, assume that all the
requirements to claim a Lifetime
Learning Credit are met. The examples
are as follows:

Example 1. Taxpayer A, a professional pho-
tographer, enrolls in an advanced photog-
raphy course at a local community college.
Although the course is not part of a degree
program, Taxpayer A enrolls in the course to
improve her job skills. The course fee paid by
Taxpayer A is a qualified tuition and related
expense for purposes of the Lifetime Learn-
ing Credit.
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Example 2. Taxpayer B, a stockbroker,
plans to travel abroad on a ‘‘photo-safari’’
for his next vacation. In preparation for the
trip, Taxpayer B enrolls in a noncredit pho-
tography class at a local community college.
Because Taxpayer B is not taking the pho-
tography course as part of a degree program
or to acquire or improve his job skills,
amounts paid by Taxpayer B for the course
are not qualified tuition and related ex-
penses for purposes of the Lifetime Learning
Credit.

(d) Effective date. The Lifetime Learn-
ing Credit is applicable for qualified
tuition and related expenses paid after
June 30, 1998, for education furnished in
academic periods beginning after June
30, 1998.

[T.D. 9034, 67 FR 78691, Dec. 26, 2002]

§1.25A-5 Special rules relating to
characterization and timing of pay-
ments.

(a) Educational expenses paid by
claimed dependent. For any taxable year
for which the student is a claimed de-
pendent of another taxpayer, qualified
tuition and related expenses paid by
the student are treated as paid by the
taxpayer to whom the deduction under
section 151 is allowed.

(b) Educational expenses paid by a
third party—(1) In general. Solely for
purposes of section 25A, if a third party
(someone other than the taxpayer, the
taxpayer’s spouse if the taxpayer is
treated as married within the meaning
of section 7703, or a claimed dependent)
makes a payment directly to an eligi-
ble educational institution to pay for a
student’s qualified tuition and related
expenses, the student is treated as re-
ceiving the payment from the third
party and, in turn, paying the qualified
tuition and related expenses to the in-
stitution.

(2) Special rule for tuition reduction in-
cluded in gross income of employee. Sole-
ly for purposes of section 25A, if an eli-
gible educational institution provides a
reduction in tuition to an employee of
the institution (or to the spouse or de-
pendent child of an employee, as de-
scribed in section 132(h)(2)) and the
amount of the tuition reduction is in-
cluded in the employee’s gross income,
the employee is treated as receiving
payment of an amount equal to the tui-
tion reduction and, in turn, paying
such amount to the institution.
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(3) Examples. The following examples
illustrate the rules of this paragraph
(b). In each example, assume that all
the requirements to claim an education
tax credit are met. The examples are as
follows:

Example 1. Grandparent D makes a direct
payment to an eligible educational institu-
tion for Student E’s qualified tuition and re-
lated expenses. Student E is not a claimed
dependent in 1999. For purposes of claiming
an education tax credit, Student E is treated
as receiving the money from her grandparent
and, in turn, paying her qualified tuition and
related expenses.

Example 2. Under a court-approved divorce
decree, Parent A is required to pay Student
C’s college tuition. Parent A makes a direct
payment to an eligible educational institu-
tion for Student C’s 1999 tuition. Under para-
graph (b)(1) of this section, Student C is
treated as receiving the money from Parent
A and, in turn, paying the qualified tuition
and related expenses. Under the divorce de-
cree, Parent B has custody of Student C for
1999. Parent B properly claims Student C as
a dependent on Parent B’s 1999 federal in-
come tax return. Under paragraph (a) of this
section, expenses paid by Student C are
treated as paid by Parent B. Thus, Parent B
may claim an education tax credit for the
qualified tuition and related expenses paid
directly to the institution by Parent A.

Example 3. University A, an eligible edu-
cational institution, offers reduced tuition
charges to its employees and their dependent
children. F is an employee of University A.
F’s dependent child, G, enrolls in a graduate-
level course at University A. Section 117(d)
does not apply, because it is limited to tui-
tion reductions provided for education below
the graduate level. Therefore, the amount of
the tuition reduction received by G is treat-
ed as additional compensation from Univer-
sity A to F and is included in F’s gross in-
come. For purposes of claiming a Lifetime
Learning Credit, F is treated as receiving
payment of an amount equal to the tuition
reduction from University A and, in turn,
paying such amount to University A on be-
half of F’s child, G.

(c) Adjustment to qualified tuition and
related expenses for certain excludable
educational assistance—(1) In general. In
determining the amount of an edu-
cation tax credit, qualified tuition and
related expenses for any academic pe-
riod must be reduced by the amount of
any tax-free educational assistance al-
locable to such period. For this pur-
pose, tax-free educational assistance
means—
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(i) A qualified scholarship that is ex-
cludable from income under section
117;

(ii) A veterans’ or member of the
armed forces’ educational assistance
allowance under chapter 30, 31, 32, 34 or
35 of title 38, United States Code, or
under chapter 1606 of title 10, United
States Code;

(iii) Employer-provided educational
assistance that is excludable from in-
come under section 127; or

(iv) Any other educational assistance
that is excludable from gross income
(other than as a gift, bequest, devise,
or inheritance within the meaning of
section 102(a)).

(2) No adjustment for excludable edu-
cational assistance attributable to ex-
penses paid in a prior year. A reduction
is not required under paragraph (c)(1)
of this section if the amount of exclud-
able educational assistance received
during the taxable year is treated as a
refund of qualified tuition and related
expenses paid in a prior taxable year.
See paragraph (f)(5) of this section.

(3) Scholarships and fellowship grants.
For purposes of paragraph (c)(1)(i) of
this section, a scholarship or fellowship
grant is treated as a qualified scholar-
ship excludable under section 117 ex-
cept to the extent—

(i) The scholarship or fellowship
grant (or any portion thereof) may be
applied, by its terms, to expenses other
than qualified tuition and related ex-
penses within the meaning of section
117(b)(2) (such as room and board) and
the student reports the grant (or the
appropriate portion thereof) as income
on the student’s federal income tax re-
turn if the student is required to file a
return; or

(ii) The scholarship or fellowship
grant (or any portion thereof) must be
applied, by its terms, to expenses other
than qualified tuition and related ex-
penses within the meaning of section
117(b)(2) (such as room and board) and
the student reports the grant (or the
appropriate portion thereof) as income
on the student’s federal income tax re-
turn if the student is required to file a
return.

(4) Examples. The following examples
illustrate the rules of this paragraph
(c). In each example, assume that all
the requirements to claim an education
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tax credit are met. The examples are as
follows:

Example 1. University X charges Student A,
who lives on University X’s campus, $3,000
for tuition and $5,000 for room and board.
University X awards Student A a $2,000
scholarship. The terms of the scholarship
permit it to be used to pay any of a student’s
costs of attendance at University X, includ-
ing tuition, room and board, and other inci-
dental expenses. University X applies the
$2,000 scholarship against Student A’s $8,000
total bill, and Student A pays the $6,000 bal-
ance of her bill from University X with a
combination of savings and amounts she
earns from a summer job. University X does
not require A to pay any additional fees be-
yond the $3,000 in tuition in order to enroll
in or attend classes. Student A does not re-
port any portion of the scholarship as in-
come on her federal income tax return. Since
Student A does not report the scholarship as
income, the scholarship is treated under
paragraph (c)(3) of this section as a qualified
scholarship that is excludable under section
117. Therefore, for purposes of calculating an
education tax credit, Student A is treated as
having paid only $1,000 ($3,000 tuition—$2,000
scholarship) in qualified tuition and related
expenses to University X.

Example 2. The facts are the same as in Ex-
ample 1, except that Student A reports the
entire scholarship as income on the student’s
federal income tax return. Since the full
amount of the scholarship may be applied to
expenses other than qualified expenses (room
and board) and Student A reports the schol-
arship as income, the exception in paragraph
(c)(3) of this section applies and the scholar-
ship is not treated as a qualified scholarship
excludable under section 117. Therefore, for
purposes of calculating an education tax
credit, Student A is treated as having paid
$3,000 of qualified tuition and related ex-
penses to University X.

Example 3. The facts are the same as in Ex-
ample 1, except that the terms of the scholar-
ship require it to be used to pay tuition.
Under paragraph (c)(3) of this section, the
scholarship is treated as a qualified scholar-
ship excludable under section 117. Therefore,
for purposes of calculating an education tax
credit, Student A is treated as having paid
only $1,000 ($3,000 tuition—$2,000 scholarship)
in qualified tuition and related expenses to
University X.

Example 4. The facts are the same as in Ex-
ample 1, except that the terms of the scholar-
ship require it to be used to pay tuition or
room and board charged by University X,
and the scholarship amount is $6,000. Under
the terms of the scholarship, Student A may
allocate the scholarship between tuition and
room and board in any manner. However, be-
cause room and board totals $5,000, that is
the maximum amount that can be applied
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under the terms of the scholarship to ex-
penses other than qualified expenses and at
least $1,000 of the scholarship must be ap-
plied to tuition. Therefore, the maximum
amount of the exception under paragraph
(c)(3) of this section is $5,000 and at least
$1,000 is treated as a qualified scholarship ex-
cludable under section 117 ($6,000 scholar-
ship—$5,000 room and board). If Student A
reports $5,000 of the scholarship as income on
the student’s federal income tax return, then
Student A will be treated as having paid
$2,000 ($3,000 tuition—$1,000 qualified scholar-
ship excludable under section 117) in quali-
fied tuition and related expenses to Univer-
sity X.

Example 5. The facts are the same as in Ex-
ample 1, except that in addition to the schol-
arship that University X awards to Student
A, University X also provides Student A with
an education loan and pays Student A for
working in a work/study job in the campus
dining hall. The loan is not excludable edu-
cational assistance within the meaning of
paragraph (c) of this section. In addition,
wages paid to a student who is performing
services for the payor are neither a qualified
scholarship nor otherwise excludable from
gross income. Therefore, Student A is not re-
quired to reduce her qualified tuition and re-
lated expenses by the amounts she receives
from the student loan or as wages from her
work/study job.

Example 6. In 1999, Student B pays Univer-
sity Y $1,000 in tuition for the 1999 Spring se-
mester. University Y does not require Stu-
dent B to pay any additional fees beyond the
$1,000 in tuition in order to enroll in classes.
Student B is an employee of Company Z. At
the end of the academic period and during
the same taxable year that Student B paid
tuition to University Y, Student B provides
Company Z with proof that he has satisfac-
torily completed his courses at University Y.
Pursuant to an educational assistance pro-
gram described in section 127(b), Company Z
reimburses Student B for all of the tuition
paid to University Y. Because the reimburse-
ment from Company Z is employer-provided
educational assistance that is excludable
from Student B’s gross income under section
127, the reimbursement reduces Student B’s
qualified tuition and related expenses.
Therefore, for purposes of calculating an
education tax credit, Student B is treated as
having paid no qualified tuition and related
expenses to University Y during 1999.

Example 7. The facts are the same as in Ex-
ample 6 except that the reimbursement from
Company Z is not pursuant to an educational
assistance program described in section
127(b), is not otherwise excludable from Stu-
dent B’s gross income, and is taxed as addi-
tional compensation to Student B. Because
the reimbursement is not excludable edu-
cational assistance within the meaning of
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paragraph (c)(1) of this section, Student B is
not required to reduce his qualified tuition
and related expenses by the $1,000 reimburse-
ment he received from his employer. There-
fore, for purposes of calculating an education
tax credit, Student B is treated as paying
$1,000 in qualified tuition and related ex-
penses to University Y during 1999.

(d) No double benefit. Qualified tuition
and related expenses do not include
any expense for which a deduction is
allowed under section 162, section 222,
or any other provision of chapter 1 of
the Internal Revenue Code.

(e) Timing rules—(1) In general. Except
as provided in paragraph (e)(2) of this
section, an education tax credit is al-
lowed only for payments of qualified
tuition and related expenses for an aca-
demic period beginning in the same
taxable year as the year the payment
is made. Except for certain individuals
who do not use the cash receipts and
disbursements method of accounting,
qualified tuition and related expenses
are treated as paid in the year in which
the expenses are actually paid. See
§1.461-1(a)(1).

(2) Prepayment rule—(i) In general. If
qualified tuition and related expenses
are paid during one taxable year for an
academic period that begins during the
first three months of the taxpayer’s
next taxable year (i.e., in January, Feb-
ruary, or March of the next taxable
year for calendar year taxpayers), an
education tax credit is allowed with re-
spect to the qualified tuition and re-
lated expenses only in the taxable year
in which the expenses are paid.

(ii) Example. The following example
illustrates the rule of this paragraph
(e)(2). In the example, assume that all
the requirements to claim an education
tax credit are met. The example is as
follows:

Example. In December 1998, Taxpayer A, a
calendar year taxpayer, pays College Z $1,000
in qualified tuition and related expenses to
attend classes during the 1999 Spring semes-
ter, which begins in January 1999. Taxpayer
A may claim an education tax credit only in
1998 for payments made in 1998 for the 1999
Spring semester.

(3) Expenses paid with loan proceeds.
An education tax credit may be
claimed for qualified tuition and re-
lated expenses paid with the proceeds
of a loan only in the taxable year in
which the expenses are paid, and may
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not be claimed in the taxable year in
which the loan is repaid. Loan proceeds
disbursed directly to an eligible edu-
cational institution will be treated as
paid on the date the institution credits
the proceeds to the student’s account.
For example, in the case of any loan
issued or guaranteed as part of a Fed-
eral student loan program under title
IV of the Higher Education Act of 1965,
loan proceeds will be treated as paid on
the date of disbursement (as defined in
34 CFR 668.164(a), revised as of July 1,
2002) by the eligible educational insti-
tution. If a taxpayer does not know the
date the institution credits the stu-
dent’s account, the taxpayer must
treat the qualified tuition and related
expenses as paid on the last date for
payment prescribed by the institution.

(4) Expenses paid through third party
installment payment plans—(i) In gen-
eral. A taxpayer, an eligible edu-
cational institution, and a third party
installment payment company may
enter into an agreement in which the
company agrees to collect installment
payments of qualified tuition and re-
lated expenses from the taxpayer and
to remit the installment payments to
the institution. If the third party in-
stallment payment company is the tax-
payer’s agent for purposes of paying
qualified tuition and related expenses
to the eligible educational institution,
the taxpayer is treated as paying the
qualified expenses on the date the com-
pany pays the institution. However, if
the third party installment payment
company is the eligible educational in-
stitution’s agent for purposes of col-
lecting payments of qualified tuition
and related expenses from the tax-
payer, the taxpayer is treated as pay-
ing the qualified expenses on the date
the taxpayer pays the company.

(ii) Example. The following example
illustrates the rule of this paragraph
(e)(4). The example is as follows:

Example. Student A, Company B, and Col-
lege C enter into a written agreement in
which Student A agrees to pay the tuition
required to attend College C in 10 equal
monthly installments to Company B. Under
the written agreement, Student A is not re-
lieved of her obligation to pay College C
until Company B remits the payments to
College C. Under the written agreement,
Company B agrees to disburse the monthly
installment payments to College C within 30
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days of receipt. Because Company B acts as
Student A’s agent for purposes of paying
qualified expenses to College C, Student A is
treated as paying qualified expenses on the
date Company B disburses payments to Col-
lege C.

(f) Refund of qualified tuition and re-
lated expenses—(1) Payment and refund
of qualified tuition and related expenses
in the same tarable year. With respect to
any student, the amount of qualified
tuition and related expenses for a tax-
able year is calculated by adding all
qualified tuition and related expenses
paid for the taxable year, and sub-
tracting any refund of such expenses
received from the eligible educational
institution during the same taxable
year (including refunds of loan pro-
ceeds described in paragraph (f)(4) of
this section).

(2) Payment of qualified tuition and re-
lated expenses in one taxable year and re-
fund in subsequent taxable year before re-
turn filed for prior tarable year. If, in a
taxable year, a taxpayer or someone
other than the taxpayer receives a re-
fund (including refunds of loan pro-
ceeds described in paragraph (f)(4) of
this section) of qualified tuition and
related expenses paid on behalf of a
student in a prior taxable year and the
refund is received before the taxpayer
files a federal income tax return for the
prior taxable year, the amount of the
qualified tuition and related expenses
for the prior taxable year is reduced by
the amount of the refund.

(3) Payment of qualified tuition and re-
lated expenses in one taxable year and re-
fund in subsequent tarable year—@{i) In
general. If, in a taxable year (refund
year), a taxpayer or someone other
than the taxpayer receives a refund (in-
cluding refunds of loan proceeds de-
scribed in paragraph (f)(4) of this sec-
tion) of qualified tuition and related
expenses paid on behalf of a student for
which the taxpayer claimed an edu-
cation tax credit in a prior taxable
year, the tax imposed by chapter 1 of
the Internal Revenue Code for the re-
fund year is increased by the recapture
amount.

(ii) Recapture amount. The recapture
amount is the difference in tax liabil-
ity for the prior taxable year (taking
into account any redetermination of
such tax liability by audit or amended
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return) that results when the tax li-
ability for the prior year is calculated
using the taxpayer’s redetermined
credit. The redetermined credit is com-
puted by reducing the amount of the
qualified tuition and related expenses
taken into account in determining any
credit claimed in the prior taxable year
by the amount of the refund of the
qualified tuition and related expenses
(redetermined qualified expenses), and
computing the allowable credit using
the redetermined qualified expenses
and the relevant facts and cir-
cumstances of the prior taxable year,
such as modified adjusted gross income
(redetermined credit).

(4) Refund of loan proceeds treated as
refund of qualified tuition and related ex-
penses. If loan proceeds used to pay
qualified tuition and related expenses
(as described in paragraph (e)(3) of this
section) during a taxable year are re-
funded by an eligible educational insti-
tution to a lender on behalf of the bor-
rower, the refund is treated as a refund
of qualified tuition and related ex-
penses for purposes of paragraphs (f)(1),
(2), and (3) of this section.

(6) Ezcludable educational assistance
received in a subsequent taxable year
treated as a refund. If, in a taxable year,
a taxpayer or someone other than the
taxpayer receives any excludable edu-
cational assistance (described in para-
graph (c)(1) of this section) for the
qualified tuition and related expenses
paid on behalf of a student during a
prior taxable year (or attributable to
enrollment at an eligible educational
institution during a prior taxable
year), the educational assistance is
treated as a refund of qualified tuition
and related expenses for purposes of
paragraphs (£)(2) and (3) of this section.
If the excludable educational assist-
ance is received before the taxpayer
files a federal income tax return for the
prior taxable year, the amount of the
qualified tuition and related expenses
for the prior taxable year is reduced by
the amount of the excludable edu-
cational assistance as provided in para-
graph (f)(2) of this section. If the ex-
cludable educational assistance is re-
ceived after the taxpayer has filed a
federal income tax return for the prior
taxable year, any education tax credit
claimed for the prior taxable year is
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subject to recapture as provided in
paragraph (f)(3) of this section.

(6) Examples. The following examples
illustrate the rules of this paragraph
(f). In each example, assume that all
the requirements to claim an education
tax credit are met. The examples are as
follows:

Example 1. In January 1998, Student A, a
full-time freshman at University X, pays
$2,000 for qualified tuition and related ex-
penses for a 16-hour work load for the 1998
Spring semester. Prior to beginning classes,
Student A withdraws from 6 course hours. On
February 15, 1998, Student A receives a $750
refund from University X. In September 1998,
Student A pays University X $1,000 to enroll
half-time for the 1998 Fall semester. Prior to
beginning classes, Student A withdraws from
a 2-hour course, and she receives a $250 re-
fund in October 1998. Student A computes
the amount of qualified tuition and related
expenses she may claim for 1998 by:

(i) Adding all qualified expenses paid dur-
ing the taxable year ($2,000 + 1,000 = $3,000);

(ii) Adding all refunds of qualified tuition
and related expenses received during the tax-
able year ($750 + $250 = $1,000); and, then

(iii) Subtracting paragraph (ii) of this Ex-
ample 1 from paragraph (i) of this Example 1
(83,000 —$1,000 = $2,000). Therefore, Student
A’s qualified tuition and related expenses for
1998 are $2,000.

Example 2. (i) In December 1998, Student B,
a senior at College Y, pays $2,000 for quali-
fied tuition and related expenses for a 16-
hour work load for the 1999 Spring semester.
Prior to beginning classes, Student B with-
draws from a 4-hour course. On January 15,
1999, Student B files her 1998 income tax re-
turn and claims a $400 Lifetime Learning
Credit for the $2,000 qualified expenses paid
in 1998, which reduces her tax liability for
1998 by $400. On February 15, 1999, Student B
receives a $500 refund from College Y.

(ii) Student B calculates the increase in
tax for 1999 by—

(A) Calculating the redetermined qualified
expenses for 1998 ($2,000 — $500 = $1,500);

(B) Calculating the redetermined credit for
the redetermined qualified expenses ($1,500 x
.20 = $300); and

(C) Calculating the difference in tax liabil-
ity for 1998 resulting from the redetermined
credit. Because Student B’s tax liability for
1998 was reduced by the full amount of the
$400 education tax credit claimed on her 1998
income tax return, the difference in tax li-
ability can be determined by subtracting the
redetermined credit from the credit claimed
in 1998 ($400—$300 = $100).

(iii) Therefore, Student B must increase
the tax on her 1999 federal income tax return
by $100.
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Example 3. In September 1998, Student C
pays College Z $1,200 in qualified tuition and
related expenses to attend evening classes
during the 1998 Fall semester. Student C is
an employee of Company R. On January 15,
1999, Student C files a federal income tax re-
turn for 1998 claiming a Lifetime Learning
Credit of $240 (.20 x $1,200), which reduces
Student C’s tax liability for 1998 by $240. Pur-
suant to an educational assistance program
described in section 127(b), Company R reim-
burses Student C in February 1999 for the
$1,200 of qualified tuition and related ex-
penses paid by Student C in 1998. The $240
education tax credit claimed by Student C
for 1998 is subject to recapture. Because Stu-
dent C paid no net qualified tuition and re-
lated expenses for 1998, the redetermined
credit for 1998 is zero. Student C must in-
crease the amount of Student C’s 1999 tax by
the recapture amount, which is $240 (the dif-
ference in tax liability for 1998 resulting
from the redetermined credit for 1998 ($0)).
Because the $1,200 reimbursement relates to
expenses for which the taxpayer claimed an
education tax credit in a prior year, the re-
imbursement does not reduce the amount of
any qualified tuition and related expenses
that Student C paid in 1999.

[T.D. 9034, 67 FR 78691, Dec. 26, 2002; 68 FR
15940, Apr. 2, 2003]

§1.28-0 Credit for clinical testing ex-
penses for certain drugs for rare
diseases or conditions; table of con-
tents.

In order to facilitate use of §1.28-1,
this section lists the paragraphs, sub-
paragraphs, and subdivisions contained
in §1.28-1.

(a) General rule.

(b) Qualified clinical testing expenses.

(1) In general.

(2) Modification of section 41(b).

(3) Exclusion for amounts funded by an-
other person.

(i) In general.

(ii) Clinical testing in which taxpayer re-
tains no rights.

(iii) Clinical testing in which taxpayer re-
tains substantial rights.

(A) In general.

(B) Drug by drug determination.

(iv) Funding for qualified clinical testing
expenses determinable only in subsequent
taxable years.

(4) Special rule governing the application
of section 41(b) beyond its expiration date.

(c) Clinical testing.

(1) In general.

(2) Definition of ‘“‘human clinical testing’’.

(3) Definition of ‘‘carried out under’ sec-
tion 505(i).

(d) Definition and special rules.
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(1) Definition of ‘‘rare disease or condi-
tion”.

(i) In general.

(ii) Cost of developing and making avail-
able the designated drug.

(A) In general.

(B) Exclusion of costs funded by another
person.

(C) Computation of cost.

(D) Allocation of common costs. Costs for
developing and making available the des-
ignated drug for both the disease or condi-
tion for which it is designated and one or
more other diseases or conditions.

(iii) Recovery from sales.

(iv) Recordkeeping requirements.

(2) Tax liability limitation.

(i) Taxable years beginning after December
31, 1986.

(ii) Taxable years beginning before Janu-
ary 1, 1987, and after December 31, 1983.

(iii) Taxable years beginning before Janu-
ary 1, 1984.

(3) Special limitations on foreign testing.

(i) Clinical testing conducted outside the
United States—In general.

(ii) Insufficient testing population in the
United States.

(A) In general.

(B) “Insufficient testing population”.

(C) “Unrelated to the taxpayer’.

(4) Special limitations for certain corpora-
tions.

(i) Corporations to which section 936 ap-
plies.

(ii) Corporations to which section 934(b) ap-
plies.

(5) Aggregation of expenditures.

(i) Controlled group of corporations: orga-
nizations under common control.

(A) In general.

(B) Definition of controlled group of cor-
porations.

(C) Definition of organization.

(D) Determination of common control.

(ii) Tax accounting periods used.

(A) In general.

(B) Special rule where the timing of clin-
ical testing is manipulated.

(iii) Membership during taxable year in
more than one group.

(iv) Intra-group transactions.

(A) In general.

(B) In-house research expenses.

(C) Contract research expenses.

(D) Lease payments.

(E) Payments for supplies.

(6) Allocations.

(i) Pass-through in the case of an S cor-
poration

(ii) Pass-through in the case of an estate or
a trust.

(iii) Pass-through in the case of a partner-
ship.

(A) In general.

(B) Certain partnership non-business ex-
penditures.
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(C) Apportionment.

(iv) Year in which taken into account.

(v) Credit allowed subject to limitation.

(7) Manner of making an election.
[T.D. 8232, 53 FR 38710, Oct. 3, 1988; 53 FR
40879, Oct. 19, 1988]

§1.28-1 Credit for clinical testing ex-
penses for certain drugs for rare
diseases or conditions.

(a) General rule. Section 28 provides a
credit against the tax imposed by chap-
ter 1 of the Internal Revenue Code. The
amount of the credit is equal to 50 per-
cent of the qualified clinical testing ex-
penses (as defined in paragraph (b) of
this section) for the taxable year. The
credit applies to qualified clinical test-
ing expenses paid or incurred by the
taxpayer after December 31, 1982, and
before January 1, 1991. The credit may
not exceed the taxpayer’s tax liability
for the taxable year (as determined
under paragraph (d)(2) of this section).

(b) Qualified clinical testing expenses—
(1) In general. Except as otherwise pro-
vided in paragraph (b)(3) of this sec-
tion, the term ‘‘qualified clinical test-
ing expenses’” means the amounts
which are paid or incurred during the
taxable year which would constitute
“qualified research expenses’” within
the meaning of section 41(b) (relating
to the credit for increasing research ac-
tivities) as modified by section
28(b)(1)(B) and paragraph (b)(2) of this
section. For example, amounts paid or
incurred for the acquisition of depre-
ciable property used in the conduct of
clinical testing (as defined in para-
graph (c) of this section) are not quali-
fied clinical testing expenses.

(2) Modification of section 41(b). For
purposes of paragraph (b)(1) of this sec-
tion, section 41(b) is modified by sub-
stituting ‘‘clinical testing”’ for ‘‘quali-
fied research’ each place it appears in
paragraph (2) of section 41(b) (relating
to in-house research expenses) and
paragraph (3) of section 41(b) (relating
to contract research expenses). In addi-
tion, ‘100 percent’ is substituted for
‘65 percent’’ in paragraph (3)(A) of sec-
tion 41(b).

(3) Exclusion for amounts funded by an-
other person—(i) In general. The term
“‘qualified clinical testing expenses”
shall not include any amount which
would otherwise constitute qualified
clinical testing expenses, to the extent



§1.28-1

such amount is funded by a grant, con-
tract, or otherwise by another person
(or any governmental entity). The de-
termination of the extent to which an
amount is funded shall be made in light
of all the facts and circumstances. For
a special rule regarding funding be-
tween commonly controlled businesses,
see paragraph (d)(5)(iv) of §1.28-1.

(i1) Clinical testing in which tarpayer
retains mno rights. If a taxpayer con-
ducting clinical testing with respect to
the designated drug for another person
retains no substantial rights in the
clinical testing under the agreement
providing for the clinical testing the
taxpayer’s clinical testing expenses are
treated as fully funded for purposes of
section 28(b)(1)(C). Thus, for example, if
the taxpayer incurs clinical testing ex-
penses under an agreement that con-
fers on another person the exclusive
right to exploit the results of the clin-
ical testing, those expenses do not con-
stitute qualified clinical testing ex-
penses because they are fully funded
under this paragraph (b)(3)(ii). Inci-
dental benefits to the taxpayer from
the conduct of the clinical testing (for
example, increased experience in the
field of human clinical testing) do not
constitute substantial rights in the
clinical testing.

(iii) Clinical testing in which tarpayer
retains substantial rights—(A) In general.
If a taxpayer conducting clinical test-
ing with respect to the designated drug
for another person retains substantial
rights in the clinical testing under the
agreement providing for the clinical
testing, the clinical testing expenses
are funded to the extent of the pay-
ments (and fair market value of any
property at the time of transfer) to
which the taxpayer becomes entitled
by conducting the clinical testing. The
taxpayer shall reduce the amount paid
or incurred by the taxpayer for the
clinical testing expenses that would,
but for section 28(b)(1)(C) constitute
qualified clinical testing expenses of
the taxpayer by the amount of the
funding determined under the pre-
ceding sentence. Rights retained in the
clinical testing are not treated as prop-
erty for purposes of this paragraph
(b)(3)(iii)(A). If the property that is
transferred to the taxpayer is to be
consumed in the clinical testing (for
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example, supplies), the taxpayer should
exclude the value of that property from
both the payments received and the ex-
penses paid or incurred for the clinical
testing.

(B) Drug by drug determination. The
provisions of this paragraph (b)(3) shall
be applied separately to each des-
ignated drug tested by the taxpayer.

(iv) Funding for qualified clinical test-
ing expenses determinable only in subse-
quent taxable years. If, at the time the
taxpayer files its return for a taxable
year, it is impossible to determine to
what extent some or all of the qualified
clinical testing expenses may be fund-
ed, the taxpayer shall treat the clinical
testing expenses as fully funded for
purposes of that return. When the
amount of funding for qualified clinical
testing expenses is finally determined,
the taxpayer should amend the return
and any interim returns to reflect the
amount of funding for qualified clinical
testing expenses.

(4) Special rule governing the applica-
tion of section 41(b) beyond its expiration
date. For purposes of section 28 and
this section, section 41(b), as amended,
and the regulations thereunder shall be
deemed to remain in effect after De-
cember 31, 1988.

(c) Clinical testing—(1) In general. The
term ‘‘clinical testing’”’ means any
human clinical testing which—

(i) Is carried out under an exemption
under section 505(i) of the Federal
Food, Drug, and Cosmetic Act (21
U.S.C. 355(i)) and the regulations relat-
ing thereto (21 CFR part 312) for the
purpose of testing a drug for a rare dis-
ease or condition as defined in para-
graph (d)(1) of this section,

(i1) Occurs after the date the drug is
designated as a drug for a rare disease
or condition under section 526 of the
Federal Food, Drug, and Cosmetic Act
(21 U.S.C. 360bb),

(iii) Occurs before the date on which
an application for the designated drug
is approved under section 505(b) of the
Federal Food, Drug, and Cosmetic Act
(21 U.S.C. 355(b)) or, if the drug is a bio-
logical product (other than a radio-
active biological product intended for
human use), before the date on which a
license for such drug is issued under
section 351 of the Public Health Serv-
ices Act (42 U.S.C. 262), and
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(iv) Is conducted by or on behalf of
the taxpayer to whom the designation
under section 526 of the Federal Food,
Drug, and Cosmetic Act applies.

Human clinical testing shall be taken
into account under this paragraph
(c)(1) only to the extent that the test-
ing relates to the use of a drug for the
rare disease or condition for which the
drug was designated under section 526
of the Federal Food, Drug, and Cos-
metic Act. For purposes of paragraph
(¢)(1)(i) of this section the testing
under section 505(i) exemption proce-
dures (21 CFR part 312) of a biological
product (other than a radioactive bio-
logical product intended for human
use) pursuant to 21 CFR §601.21 is
deemed to be carried out under an ex-
emption under section 505(i) of the Fed-
eral Food, Drug, and Cosmetic Act.

(2) Definition of “‘human clinical test-
ing.” Testing is considered to be human
clinical testing only to the extent that
it uses human subjects to determine
the effect of the designated drug on hu-
mans and is necessary for the des-
ignated drug either to be approved
under section 505(b) of the Federal
Food, Drug, and Cosmetic Act and the
regulations thereunder (21 CFR part
314), or if the designated drug is a bio-
logical product (other than a radio-
active biological product intended for
human use), to be licensed under sec-
tion 351 of the Public Health Services
Act and the regulations thereunder (21
CFR part 601). For purposes of this
paragraph (c¢)(2), a human subject is an
individual who is a participant in re-
search, either as a recipient of the drug
or as a control. A subject may be either
a healthy individual or a patient.

(3) Definition of ‘‘carried out under’
section 505(i). Human clinical testing is
not carried out under section 505(i) of
the Federal Food, Drug, and Cosmetic
Act and the regulations thereunder (21
CFR part 312) unless the primary pur-
pose of the human clinical testing is to
ascertain the data necessary to qualify
the designated drug for sale in the
United States, and not to ascertain
data unrelated or only incidentally re-
lated to that needed to qualify the des-
ignated drug. Whether or not this pri-
mary purpose test is met shall be de-
termined in light of all of the facts and
circumstances.
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(d) Definition and special rules—(1)
Definition of ‘“‘rare disease or condi-
tion’—({) In general. The term ‘‘rare
disease or condition” means any dis-
ease or condition which—

(A) Afflicts 200,000 or fewer persons in
the United States, or

(B) Afflicts more than 200,000 persons
in the United States but for which
there is no reasonable expectation that
the cost of developing and making
available in the United States (as de-
fined in section 7701(a)(9)) a drug for
such disease or condition will be recov-
ered from sales in the United States (as
so defined) of such drug.

Determinations under paragraph
(A)(1)(E)(B) of this section with respect
to any drug shall be made on the basis
of the facts and circumstances as of the
date such drug is designated under sec-
tion 526 of the Federal Food, Drug, and
Cosmetic Act. Examples of diseases or
conditions which in 1987 afflicted
200,000 or fewer persons in the United
States are Duchenne dystrophy, one of
the muscular dystrophies; Hunting-
ton’s disease, a hereditary chorea;
myoclonus; Tourette’s syndrome; and
amyotrophic lateral sclerosis (ALS or
Lou Gehrig’s disease).

(i1) Cost of developing and making
available the designated drug—(A) In
general. Except as otherwise provided
in this paragraph (d)(1)(ii), the tax-
payer’s computation of the cost of de-
veloping and making available in the
United States the designated drug shall
include only the costs that the tax-
payer (or any person whose right to
make sales of the drug is directly or in-
directly derived from the taxpayer,
e.g., a licensee or transferee) has in-
curred or reasonably expects to incur
in developing and making available in
the United States the designated drug
for the disease or condition for which it
is designated. For example, if, prior to
designation under section 526, the tax-
payer incurred costs of $125,000 to test
the drug for the rare disease or condi-
tion for which it is subsequently des-
ignated and incurred $500,000 to test
the same drug for other diseases, and
if, on the date of designation, the tax-
payer expects to incur costs of $1.2 mil-
lion to test the drug for the rare dis-
ease or condition for which it is des-
ignated, the taxpayer shall include in
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its cost computation both the $125,000
incurred prior to designation and the
$1.2 million expected to be incurred
after designation to test the drug for
the rare disease or condition for which
it is designated. The taxpayer shall not
include the $500,000 incurred to test the
drug for other diseases.

(B) Exclusion of costs funded by an-
other person. In computing the cost of
developing and making available in the
United States the designated drug, the
taxpayer shall not include any cost in-
curred or expected to be incurred by
the taxpayer to the extent that the
cost is funded or is reasonably expected
to be funded (determined under the
principles of paragraph (b)3)) by a
grant, contract, or otherwise by an-
other person (or any governmental en-
tity).

(C) Computation of cost. The cost com-
putation shall use only reasonable
costs incurred after the first indication
of an orphan application for the des-
ignated drug. Such costs shall include
the costs of obtaining data needed, and
of meetings to be held, in connection
with a request for FDA assistance
under section 525 of the Federal, Food,
Drug, and Cosmetic Act (21 U.S.C.
360aa) or a request for orphan designa-
tion under section 526 of that Act; costs
of determining patentability of the
drug; costs of screening, animal and
clinical studies; costs associated with
preparation of a Notice of Claimed In-
vestigational Exemption for a New
Drug (IND) and a New Drug Applica-
tion (NDA); costs of possible distribu-
tion of drug under a ‘‘treatment’ pro-
tocol; costs of development of a dosage
form; manufacturing costs; distribu-
tion costs; promotion costs; costs to
maintain required records and reports;
and costs of the taxpayer in acquiring
the right to market a drug from the
owner of that right prior to designa-
tion. The taxpayer shall also include
general overhead, depreciation costs
and premiums for insurance against li-
ability losses to the extent that the
taxpayer can demonstrate that these
costs are properly allocable to the des-
ignated drug under the established
standards of financial accounting and
reporting of research and development
costs.
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(D) Allocation of common costs. Costs
for developing and making available the
designated drug for both the disease or
condition for which it is designated and
one or more other diseases or conditions.
In the case where the costs incurred or
expected to be incurred in developing
and making available the designated
drug for the disease or condition for
which it is designated are also incurred
or expected to be incurred in devel-
oping and making available in the
United States the same drug for one or
more other diseases or conditions
(whether or not they are also des-
ignated or expected to be designated),
the costs shall be allocated between
the cost of developing and making
available the designated drug for the
disease or condition for which the drug
is designated and the cost of developing
and making available the designated
drug for the other diseases or condi-
tions. The amount of the common costs
to be allocated to the cost of devel-
oping and making available the des-
ignated drug for the disease or condi-
tion for which it is designated is deter-
mined by multiplying the common
costs by a fraction the numerator of
which is the sum of the expected
amount of sales in the United States of
the designated drug for the disease or
condition for which the drug is des-
ignated and the denominator of which
is the total expected amount of sales in
the United States of the designated
drug. For example, if prior to designa-
tion, the taxpayer incurs (among other
costs) costs of $100,000 in testing the
designated drug for its toxic effect on
animals (without reference to any dis-
ease or condition), and if the taxpayer
expects to recover $500,000 from sales in
the United States of the designated
drug for disease X, the disease for
which the drug is designated, and fur-
ther expects to recover another $1.5
million from the sales in the United
States of the designated drug for dis-
ease Y, the taxpayer must allocate a
proportionate amount of the common
costs of $100,000 to the cost of devel-
oping and making available the des-
ignated drug for both disease X and dis-
ease Y. Since the ratio of the expected
amount of sales in the United States of
the designated drug for disease X to
the total of both the expected amount
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of sales in the United States of the des-
ignated drug for disease X and the ex-
pected amount of sales in the United
States of the designated drug for dis-
ease Y is $500,000/$2,000,000, 25% of the
common costs of $100,000 (i.e., $25,000) is
allocated to the cost of developing and
making available the designated drug
for disease X.

(iii) Recovery from sales. In deter-
mining whether the taxpayer’s cost de-
scribed in paragraph (d)(1)(ii) of this
section will be recovered from sales in
the United States of the designated
drug for the disease or condition for
which the drug is designated, the tax-
payer shall include anticipated sales by
the taxpayer or any person whose right
to make such sales is directly or indi-
rectly derived from the taxpayer (such
as a licensee or transferee). The antici-
pated sales shall be based upon the size
of the anticipated patient population
for which the designated drug would be
useful, including the following factors:
the degree of effectiveness and safety
of the designated drug, if known: the
projected fraction of the anticipated
patient population expected to be given
the designated drug and to continue to
take it; other available agents and
other types of therapy; the likelihood
that superior agents will become avail-
able within a few years; and the num-
ber of years during which the des-
ignated drug would be exclusively
available, e.g., under a patent.

(iv) Recordkeeping requirements. The
taxpayer shall keep records sufficient
to substantiate the cost and sales esti-
mates made pursuant to this paragraph
(d)(1). The records required by this
paragraph (d)(1)(iv) shall be retained so
long as the contents thereof may be-
come material in the administration of
section 28.

(2) Tax liability limitation—@i) Tazxable
years beginning after December 31, 1986.
The credit allowed by section 28 shall
not exceed the excess (if any) of—

(A) The taxpayer’s regular tax liabil-
ity for the taxable year (as defined in
section 26(b)), reduced by the sum of
the credits allowable under—

(I) Section 21 (relating to expenses
for household and dependent care serv-
ices necessary for gainful employ-
ment),
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(2) Section 22 (relating to the elderly
and permanently and totally disabled),

(3) Section 23 (relating to residential
energy),

(4) Section 25 (relating to interest on
certain home mortgages), and

() Section 27 (relating to taxes on
foreign countries and possessions of the
United States), over

(B) The tentative minimum tax for
the taxable year (as determined under
section 55(b)(1)).

(i1) Taxable years beginning before Jan-
uary 1, 1987, and after December 31, 1983.
The credit allowed by section 28 shall
not exceed the taxpayer’s tax liability
for the taxable year (as defined in sec-
tion 26 (b) prior to its amendment by
the Tax Reform Act of 1986 (Pub. L. 99—
514)), reduced by the sum of the credits
allowable under—

(A) Section 21 (relating to expenses
for household dependent care services
necessary for gainful employment),

(B) Section 22 (relating to the elderly
and permanently and totally disabled),

(C) Section 23 (relating to residential
energy),

(D) Section 24 (relating to contribu-
tions to candidates for public office),

(BE) Section 25 (relating to interest on
certain home mortgages), and

(F) Section 27 (relating to the taxes
on foreign countries and possessions of
the United States).

(iii) Tazable years beginning before
January 1, 1984. The credit allowed by
section 28 shall not exceed the amount
of the tax imposed by chapter 1 of the
Internal Revenue Code for the taxable
year, reduced by the sum of the credits
allowable under the following sections
as designated prior to the enactment of
the Tax Reform Act of 1984 (Pub. Law
98-369):

(A) Section 32 (relating to tax with-
held at source on nonresident aliens
and foreign corporations and on tax-
free convenant bonds),

(B) Sections 33 (relating to taxes of
foreign countries and possessions of the
United States),

(C) Section 37 (relating to the retire-
ment income),

(D) Section 38 (relating to invest-
ment in certain depreciable property),

(E) Section 40 (relating to expenses of
work incentive programs).
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(F) Section 41 (relating to contribu-
tions to candidates for public office).

(G) Section 44 (relating to purchase
of new principal residence).

(H) Section 44A (relating to expenses
for household and dependent care serv-
ices necessary for gainful employ-
ment).

(I) Section 44B (relating to employ-
ment of certain new employees).

(J) Section 44C (relating to residen-
tial energy).

(K) Section 44D (relating to pro-
ducing fuel from a nonconventional
source).

(L) Section 44E (relating to alcohol
used as fuel).

(M) Section 44F (relating to increas-
ing research activities), and

(N) Section 44G (relating to employee
stock ownership).

The term ‘‘tax imposed by chapter 1”’
as used in this paragraph (d)(2)(iii) does
not include any tax treated as not im-
posed by chapter 1 of the Internal Rev-
enue Code under the last sentence of
section 53(a).

(3) Special limitations on foreign test-
ing—(@) Clinical testing conducted outside
of the United States—In general. Except
as otherwise provided in this paragraph
(d)(3), expenses paid or incurred with
respect to clinical testing conducted
outside the United States (as defined in
section 7701(a)(9)) are not eligible for
credit under this section. Thus, for ex-
ample, wages paid an employee clinical
investigator for clinical testing con-
ducted in medical facilities in the
United States and Mexico generally
must be apportioned between the clin-
ical testing conducted within the
United States and the clinical testing
conducted outside the United States,
and only the wages apportioned to the
clinical testing conducted within the
United States are qualified clinical
testing expenses.

(ii) Insufficient testing population in
the United States—(A) In general. If clin-
ical testing is conducted outside of the
United States because there is an in-
sufficient testing population in the
United States, and if the clinical test-
ing is conducted by a United States
person (as defined in section 7701(a)(30))
or is conducted by any other person un-
related to the taxpayer to whom the
designation under section 526 of the
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Federal Food, Drug, and Cosmetic Act
applies, then the expenses paid or in-
curred for clinical testing conducted
outside of the United States are eligi-
ble for the credit provided by section
28.

(B) ‘“‘Insufficient testing population.”
The testing population in the United
States is insufficient if there are not
within the United States the number of
available and appropriate human sub-
jects needed to produce reliable data
from the clinical investigation.

(C) “Unrelated to the taxrpayer.” For
the purpose of determining whether a
person is unrelated to the taxpayer to
whom the designation under section 526
of the Federal Food, Drug, and Cos-
metic Act and the regulations there-
under applies, the rules of section
613A(d)(3) shall apply except that the
number ‘5’ in section 613A(d)(3) (A),
(B), and (C) shall be deleted and the
number ‘‘10”’ inserted in lieu thereof.

(4) Special limitations for certain cor-
porations—(i) Corporations to which sec-
tion 936 applies. Expenses paid or in-
curred for clinical testing conducted
either inside or outside the United
States by a corporation to which sec-
tion 936 (relating to Puerto Rico and
possessions tax credit) applies are not
eligible for the credit under section 28.

(i1) Corporations to which section 934(b)
applies. For taxable years beginning be-
fore January 1, 1987, expenses paid or
incurred for clinical testing conducted
either inside or outside the United
States by a corporation to which sec-
tion 934(b) (relating to the limitation
on reduction in income tax liability in-
curred to the Virgin Islands), as in ef-
fect prior to its amendment by the Tax
Reform Act of 1986, applies are not eli-
gible for the credit under section 28.
For taxable years beginning after De-
cember 31, 1986, see section 1277(c)(1) of
the Tax Reform Act of 1986 (100 Stat.
2600) which makes the rule set forth in
the preceding sentence inapplicable
with respect to corporations created or
organized in the Virgin Islands only if
(and so long as) an implementing
agreement described in that section is
in effect between the United States and
the Virgin Islands.

(5) Aggregation of expenditures—(i)
Controlled group of corporations; organi-
ecations under common control—(A) In
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general. In determining the amount of
the credit allowable with respect to an
organization that at the end of its tax-
able year is a member of a controlled
group of corporations or a member of a
group of organizations under common
control, all members of the group are
treated as a single taxpayer and the
credit (if any) allowable to the member
is determined on the basis of its pro-
portionate share of the qualified clin-
ical testing expenses of the aggregated
group.

(B) Definition of controlled group of
corporations. For purposes of this sec-
tion, the term ‘‘controlled group of cor-
porations’” shall have the meaning
given to the term by section 41(f)(5).

(C) Definition of organization. For pur-
poses of this section, an organization is
a sole proprietorship, a partnership, a
trust, an estate, or a corporation, that
is carrying on a trade or business
(within the meaning of section 162).
For purposes of this section, any cor-
poration that is a member of a com-
monly controlled group shall be
deemed to be carrying on a trade or
business if any other member of that
group is carrying on any trade or busi-
ness.

(D) Determination of common control.
Whether organizations are under com-
mon control shall be determined under
the principles set forth in paragraphs
(b) through (g) of 26 CFR 1.52-1.

(ii) Tax accounting periods used—i(A)
In general. The credit allowable to a
member of a controlled group of cor-
porations or a group of organizations
under common control is that mem-
ber’s share of the aggregate credit com-
puted as of the end of such member’s
taxable year.

(B) Special rule where the timing of
clinical testing is manipulated. If the
timing of clinical testing by members
using different tax accounting periods
is manipulated to generate a credit in
excess of the amount that would be al-
lowable if all members of the group
used the same tax accounting period,
the district director may require all
members of the group to calculate the
credit in the current taxable year and
all future years by using the ‘‘con-
formed years’” method. Each member
computing a credit under the ‘‘con-
formed years’” method shall compute
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the credit as if all members of the
group had the same taxable year as the
computing member.

(ii1) Membership during tarable year in
more than one group. An organization
may be a member of only one group for
a taxable year. If, without application
of this paragraph (d)(b)(iii), an organi-
zation would be a member of more than
one group at the end of its taxable
year, the organization shall be treated
as a member of the group in which it
was included for its preceding taxable
year. If the organization was not in-
cluded for its preceding taxable year in
any group in which it could be included
as of the end of its taxable year, the or-
ganization shall designate in its timely
filed return the group in which it is
being included. If the return for a tax-
able year is due before May 1, 1985, the
organization may designate its group
membership through an amended re-
turn for that year filed on or before
April 30, 1985. If the organization does
not so designate, then the district di-
rector with audit jurisdiction of the re-
turn will determine the group in which
the business is to be included.

(iv) Intra-group transactions—(A) In
general. Because all members of a group
under common control are treated as a
single taxpayer for purposes of deter-
mining the credit, transactions be-
tween members of the group are gen-
erally disregarded.

(B) In-house research expenses. If one
member of a group conducts clinical
testing on behalf of another member,
the member conducting the -clinical
testing shall include in its qualified
clinical testing expenses any in-house
research expenses for that work and
shall not treat any amount received or
accrued from the other member as
funding the clinical testing. Con-
versely, the member for whom the clin-
ical testing is conducted shall not treat
any part of any amount paid or in-
curred as a contract research expense.
For purposes of determining whether
the in-house research for that work is
clinical testing, the member per-
forming the clinical testing shall be
treated as carrying on any trade or
business carried on by the member on
whose behalf the clinical testing is per-
formed.
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(C) Contract research expenses. If a
member of a group pays or incurs con-
tract research expenses to a person
outside the group in carrying on the
member’s trade or business, that mem-
ber shall include those expenses as
qualified clinical testing expenses.
However, if the expenses are not paid
or incurred in carrying on any trade or
business of that member, those ex-
penses may be taken into account as
contract research expenses by another
member of the group provided that the
other member—

(I) Reimburses the member paying or
incurring the expenses, and

(2) Carries on a trade or business to
which the clinical testing relates.

(D) Lease payments. Amounts paid or
incurred to another member of the
group for the lease of personal property
owned by a person outside the group
shall be taken into account as in-house
research expenses for purposes of sec-
tion 28 only to the extent of the lesser
of—

(I) The amount paid or incurred to
the other member, or

(2) The amount of the lease expense
paid to a person outside the group.

The amount paid or incurred to an-
other member of the group for the
lease of personal property owned by a
member of the group is not taken into
account for purposes of section 28.

(E) Payment for supplies. Amounts
paid or incurred to another member of
the group for supplies shall be taken
into account as in-house research ex-
penses for purposes of section 28 only
to the extent of the lesser of—

(I) The amount paid or incurred to
the other member, or

(2) The amount of the other mem-
ber’s basis in the supplies.

(6) Allocations—(@i) Pass-through in the
case of an S corporation. In the case of
an S corporation (as defined in section
1361), the amount of the credit for
qualified clinical testing expenses com-
puted for the corporation for any tax-
able year shall be allocated among the
persons who are shareholders of the
corporation during the taxable year ac-
cording to the provisions of section
1366 and section 1377.

(ii) Pass-through in the case of an es-
tate or a trust. In the case of an estate
or a trust, the amount of the credit for
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qualified clinical testing expenses com-
puted for the estate or trust for any
taxable year shall be apportioned be-
tween the estate or trust and the bene-
ficiaries on the basis of the income of
the estate or trust allocable to each.

(iii) Pass-through in the case of a part-
nership—(A) In general. In the case of a
partnership, the credit for qualified
clinical testing expenses computed for
the partnership for any taxable year
shall be apportioned among the persons
who are partners during the taxable
year in accordance with section 704 and
the regulations thereunder.

(B) Certain partnership non-business
expenditures. A partner’s share of an in-
house research expense or contract re-
search expense paid or incurred by a
partnership other than in carrying on a
trade or business of the partnership
constitutes a qualified clinical testing
expense of the partner if—

(I) The partner is entitled to make
independent use of the result of the
clinical testing, and

(2) The clinical testing expense paid
or incurred in carrying on the clinical
testing would have been paid or in-
curred by the partner in carrying on a
trade or business of the partner if the
partner had carried on the clinical
testing that was in fact carried on by
the partnership.

(C) Apportionment. Qualified clinical
testing expenses to which paragraph
(d)(6)(iii)(B) of this section applies
shall be apportioned among the persons
who are partners during the taxable
year in accordance with section 704 and
the regulations thereunder. For pur-
poses of section 28, these expenses shall
be treated as paid or incurred directly
by the partners rather than by the
partnership. Thus, the partnership
shall disregard these expenses in com-
puting the credit to be apportioned
under paragraph (d)(6)(iii)(A) of this
section, and each partner shall aggre-
gate the portion of these expenses allo-
cated to the partner with other quali-
fied clinical testing expenses of the
partner in making the computations
under section 28.

(iv) Year in which taken into account.
An amount apportioned to a person
under paragraph (d)(6) of this section
shall be taken into account by the per-
son in the taxable year of such person
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in which or with which the taxable
year of the corporation, estate, trust,
or partnership (as the case may be)
ends.

(v) Credit allowed subject to limitation.
Any person to whom any amount has
been apportioned under paragraph
(d)(6)(d), (ii), or (iii) of this section is
allowed, subject to the limitation pro-
vided in section 28(d)(2), a credit for
that amount.

(7)) Manner of making an election. To
make an election to have section 28
apply for its taxable year, the taxpayer
shall file Form 6765 (Credit for Increas-
ing Research Activities (or for claim-
ing the orphan drugs credit)) con-
taining all the information required by
that form.

[T.D. 8232, 53 FR 38711, Oct. 3, 1988; 53 FR
40879, Oct. 19, 1988; 53 FR 41013, Oct. 19, 1988]

CREDITS AGAINST TAX

CREDITS ALLOWABLE UNDER SECTIONS 30
THROUGH 45D

§1.30-1 Definition of qualified electric
vehicle and recapture of credit for
qualified electric vehicle.

(a) Definition of qualified electric vehi-
cle. A qualified electric vehicle is a
motor vehicle that meets the require-
ments of section 30(c). Accordingly, a
qualified electric vehicle does not in-
clude any motor vehicle that has ever
been used (for either personal or busi-
ness use) as a non-electric vehicle.

(b) Recapture of credit for qualified
electric vehicle—(1) In general—@i) Addi-
tion to tax. If a recapture event occurs
with respect to a taxpayer’s qualified
electric vehicle, the taxpayer must add
the recapture amount to the amount of
tax due in the taxable year in which
the recapture event occurs. The recap-
ture amount is not treated as income
tax imposed on the taxpayer by chap-
ter 1 of the Internal Revenue Code for
purposes of computing the alternative
minimum tax or determining the
amount of any other allowable credits
for the taxable year in which the recap-
ture event occurs.

(ii) Reduction of carryover. If a recap-
ture event occurs with respect to a tax-
payer’s qualified electric vehicle, and if
a portion of the section 30 credit for
the cost of that vehicle was disallowed
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under section 30(b)(3)(B) and con-
sequently added to the taxpayer’s min-
imum tax credit pursuant to section
53(d)(1)(B)(iii), the taxpayer must re-
duce its minimum tax credit carryover
by an amount equal to the portion of
any minimum tax credit carryover at-
tributable to the disallowed section 30
credit, multiplied by the recapture per-
centage for the taxable year of recap-
ture. Similarly, the taxpayer must re-
duce any other credit carryover
amounts (such as under section 469) by
the portion of the carryover attrib-
utable to section 30, multiplied by the
recapture percentage.

(2) Recapture event—(i) In general. A
recapture event occurs if, within 3 full
years from the date a qualified electric
vehicle is placed in service, the vehicle
ceases to be a qualified electric vehicle.
A vehicle ceases to be a qualified elec-
tric vehicle if—

(A) The vehicle is modified so that it
is no longer primarily powered by elec-
tricity;

(B) The vehicle is used in a manner
described in section 50(b); or

(C) The taxpayer receiving the credit
under section 30 sells or disposes of the
vehicle and knows or has reason to
know that the vehicle will be used in a
manner described in paragraph
(b)(2)(1)(A) or (B) of this section.

(ii) Exception for disposition. Except as
provided in paragraph (b)(2)(i)(C) of
this section, a sale or other disposition
(including a disposition by reason of an
accident or other casualty) of a quali-
fied electric vehicle is not a recapture
event.

(3) Recapture amount. The recapture
amount is equal to the recapture per-
centage times the decrease in the cred-
its allowed under section 30 for all
prior taxable years that would have re-
sulted solely from reducing to zero the
cost taken into account under section
30 with respect to such vehicle, includ-
ing any credits allowed attributable to
section 30 (such as under sections 53
and 469).

(4) Recapture date. The recapture date
is the actual date of the recapture
event unless a recapture event de-
scribed in paragraph (b)(2)(i)(B) of this
section occurs, in which case the recap-
ture date is the first day of the recap-
ture year.
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(5) Recapture percentage. For purposes
of this section, the recapture percent-
age is—

(i) 100, if the recapture date is within
the first full year after the date the ve-
hicle is placed in service;

(ii) 6624, if the recapture date is with-
in the second full year after the date
the vehicle is placed in service; or

(iii) 33%, if the recapture date is
within the third full year after the date
the vehicle is placed in service.

(6) Basis adjustment. As of the first
day of the taxable year in which the re-
capture event occurs, the basis of the
qualified electric vehicle is increased
by the recapture amount and the car-
ryover reductions taken into account
under paragraphs (b)(1)(i) and (ii) of
this section, respectively. For a vehicle
that is of a character that is subject to
an allowance for depreciation, this in-
crease in basis is recoverable over the
remaining recovery period for the vehi-
cle beginning as of the first day of the
taxable year of recapture.

(7) Application of section 1245 for sales
and other dispositions. For purposes of
section 1245, the amount of the credit
allowable under section 30(a) with re-
spect to any qualified electric vehicle
that is (or has been) of a character sub-
ject to an allowance for depreciation is
treated as a deduction allowed for de-
preciation under section 167. Therefore,
upon a sale or other disposition of a de-
preciable qualified electric vehicle, sec-
tion 1245 will apply to any gain recog-
nized to the extent the basis of the de-
preciable vehicle was reduced under
section 30(d)(1) net of any basis in-
crease described in paragraph (b)(6) of
this section.

(8) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. A, a calendar-year taxpayer,
purchases and places in service for personal
use on January 1, 1995, a qualified electric
vehicle costing $25,000. On A’s 1995 federal in-
come tax return, A claims a credit of $2,500.
On January 2, 1996, A sells the vehicle to an
unrelated third party who subsequently con-
verts the vehicle into a non-electric vehicle
on October 15, 1996. There is no recapture
upon the sale of the vehicle by A provided A
did not know or have reason to know that
the purchaser intended to convert the vehi-
cle to non-electric use.
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Example 2. B, a calendar-year taxpayer,
purchases and places in service for personal
use on October 11, 1994, a qualified electric
vehicle costing $20,000. On B’s 1994 federal in-
come tax return, B claims a credit of $2,000,
which reduces B’s tax by $2,000. The basis of
the vehicle is reduced to $18,000
($20,000— $2,000). On March 8, 1996, B sells the
vehicle to a tax-exempt entity. Because B
knowingly sold the vehicle to a tax-exempt
entity described in section 50(b) in the sec-
ond full year from the date the vehicle was
placed in service, B must recapture $1,333
($2,000 x 6625 percent). This recapture amount
increases B’s tax by $1,333 on B’s 1996 federal
income tax return and is added to the basis
of the vehicle as of January 1, 1996, the be-
ginning of the taxable year in which the re-
capture event occurred.

Example 3. X, a calendar-year taxpayer,
purchases and places in service for business
use on January 1, 1994, a qualified electric
vehicle costing $30,000. On X’s 1994 federal in-
come tax return, X claims a credit of $3,000,
which reduces X’s tax by $3,000. The basis of
the vehicle is reduced to $217,000
(830,000 —$3,000) prior to any adjustments for
depreciation. On March 8, 1995, X converts
the qualified electric vehicle into a gasoline-
propelled vehicle. Because X modified the ve-
hicle so that it is no longer primarily pow-
ered by electricity in the second full year
from the date the vehicle was placed in serv-
ice, X must recapture $2,000 ($3,000 x 6625 per-
cent). This recapture amount increases X’s
tax by $2,000 on X’s 1995 federal income tax
return. The recapture amount of $2,000 is
added to the basis of the vehicle as of Janu-
ary 1, 1995, the beginning of the taxable year
of recapture, and to the extent the property
remains depreciable, the adjusted basis is re-
coverable over the remaining recovery pe-
riod.

Example 4. The facts are the same as in Ex-
ample 3. In 1996, X sells the vehicle for $31,000,
recognizing a gain from this sale. Under
paragraph (b)(7) of this section, section 1245
will apply to any gain recognized on the sale
of a depreciable vehicle to the extent the
basis of the vehicle was reduced by the sec-
tion 30 credit net of any basis increase from
recapture of the section 30 credit. Accord-
ingly, the gain from the sale of the vehicle is
subject to section 1245 to the extent of the
depreciation allowance for the vehicle plus
the credit allowed under section 30 ($3,000),
less the previous recapture amount ($2,000).
Any remaining amount of gain may be sub-
ject to other applicable provisions of the In-
ternal Revenue Code.

(c) Effective date. This section is ef-
fective on October 14, 1994. If the recap-
ture date is before the effective date of
this section, a taxpayer may use any
reasonable method to recapture the
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benefit of any credit allowable under
section 30(a) consistent with section 30
and its legislative history. For this
purpose, the recapture date is defined
in paragraph (b)(4) of this section.

[60 FR 39649, Aug. 3, 1995]

§1.31-1 Credit for tax withheld on
wages.

(a) The tax deducted and withheld at
the source upon wages under chapter 24
of the Internal Revenue Code of 1954 (or
in the case of amounts withheld in 1954,
under subchapter D, chapter 9 of the
Internal Revenue Code of 1939) is allow-
able as a credit against the tax im-
posed by Subtitle A of the Internal
Revenue Code of 1954, upon the recipi-
ent of the income. If the tax has actu-
ally been withheld at the source, credit
or refund shall be made to the recipient
of the income even though such tax has
not been paid over to the Government
by the employer. For the purpose of
the credit, the recipient of the income
is the person subject to tax imposed
under Subtitle A upon the wages from
which the tax was withheld. For in-
stance, if a husband and wife domiciled
in a State recognized as a community
property State for Federal tax purposes
make separate returns, each reporting
for income tax purposes one- half of the
wages received by the husband, each
spouse is entitled to one-half of the
credit allowable for the tax withheld at
source with respect to such wages.

(b) The tax withheld during any cal-
endar year shall be allowed as a credit
against the tax imposed by Subtitle A
for the taxable year of the recipient of
the income which begins in that cal-
endar year. If such recipient has more
than one taxable year beginning in
that calendar year, the credit shall be
allowed against the tax for the last
taxable year so beginning.

§1.31-2 Credit for “special refunds” of
employee social security tax.

(a) In general. (1) In the case of an
employee receiving wages from more
than one employer during the calendar
year, amounts may be deducted and
withheld as employee social security
tax with respect to more than $3,600 of
wages received during the calendar
year 1954, and with respect to more
than $4,200 of wages received during a
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calendar year after 1954. For example,
employee social security tax may be
deducted and withheld on $5,000 of
wages received by an employee during
a particular calendar year if the em-
ployee is paid wages in such year in the
amount of $3,000 by one employer and
in the amount of $2,000 by another em-
ployer. Section 6413(c) (as amended by
section 202 of the Social Security
Amendments of 1954 (68 Stat. 1089)),
permits, under certain conditions, a so-
called ‘‘special refund’” of the amount
of employee social security tax de-
ducted and withheld with respect to
wages paid to an employee in a cal-
endar year after 1954 in excess of $4,200
($3,600 for the calendar year 1954) by
reason of the employee receiving wages
from more than one employer during
the calendar year. For provisions relat-
ing to the imposition of the employee
tax and the limitation on wages, see
with respect to the calendar year 1954,
sections 1400 and 1426(a)(1) of the Inter-
nal Revenue Code of 1939 and, with re-
spect to calendar years after 1954, sec-
tions 3101 and 3121(a)(1) of the Internal
Revenue Code of 1954, as amended by
sections 208(b) and 204(a), respectively,
of the Social Security Amendments of
1954 (68 Stat. 1094, 1091).

(2) An employee who is entitled to a
special refund of employee tax with re-
spect to wages received during a cal-
endar year and who is also required to
file an income tax return for such cal-
endar year (or for his last taxable year
beginning in such calendar year) may
obtain the benefits of such special re-
fund only by claiming credit for such
special refund in the same manner as if
such special refund were an amount de-
ducted and withheld as income tax at
the source. For provisions for claiming
special refunds for 1955 and subsequent
years in the case of employees not re-
quired to file income tax returns, see
section 6413(c) and the regulations
thereunder. For provisions relating to
such refunds for 1954, see 26 CFR (1939)
408.802 (regulations 128).

(3) The amount of the special refund
allowed as a credit shall be considered
as an amount deducted and withheld as
income tax at the source under chapter
24 of the Internal Revenue Code of 1954
(or, in the case of a special refund for
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1954, subchapter D, chapter 9 of the In-
ternal Revenue Code of 1939). If the
amount of such special refund when
added to amounts deducted and with-
held as income tax exceeds the taxes
imposed by subtitle A of the Internal
Revenue Code of 1954, the amount of
the excess constitutes an overpayment
of income tax under Subtitle A, and in-
terest on such overpayment is allowed
to the extent provided under section
6611 upon an overpayment of income
tax resulting from a credit for income
tax withheld at source. See section
6401(b).

(b) Federal and State employees and
employees of certain foreign corporations.
The provisions of this section shall
apply to the amount of a special refund
allowable to an employee of a Federal
agency or a wholly owned instrumen-
tality of the United States, to the
amount of a special refund allowable to
an employee of any State or political
subdivision thereof (or any instrumen-
tality of any one or more of the fore-
going), and to the amount of a special
refund allowable to employees of cer-
tain foreign corporations. See, with re-
spect to such special refunds for 1954,
section 1401(d)(4) of the Internal Rev-
enue Code of 1939, and with respect to
such special refunds for 1955 and subse-
quent years, section 6413(c)(2) of the In-
ternal Revenue Code of 1954, as amend-
ed by section 202 of the Social Security
amendments of 1954.

§1.32-2 Earned income credit for tax-
able years beginning after Decem-
ber 31, 1978.

(a) [Reserved]

(b) Limitations. (1) [Reserved]

(2) Married individuals. No credit is al-
lowed by section 32 in the case of an el-
igible individual who is married (with-
in the meaning of section 7703 and the
regulations thereunder) unless the in-
dividual and spouse file a single return
jointly (a joint return) for the taxable
year (see section 6013 and the regula-
tions thereunder relating to joint re-
turns of income tax by husband and
wife). The requirements of the pre-
ceding sentence do not apply to an eli-
gible individual who is not considered
as married under section 7703(b) and
the regulations thereunder (relating to
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certain married individuals
apart).

(8) Length of taxable year. No credit is
allowed by section 32 in the case of a
taxable year covering a period of less
than 12 months. However, the rule of
the preceding sentence does not apply
to a taxable year closed by reason of
the death of the eligible individual.

(c) Definitions. (1) [Reserved]

(2) Earned income. For purposes of
this section, earned income is com-
puted without regard to any commu-
nity property laws which may other-
wise be applicable. Earned income is
reduced by any net loss in earnings
from self-employment. Earned income
does not include amounts received as a
pension, an annuity, unemployment
compensation, or workmen’s com-
pensation, or an amount to which sec-
tion 871(a) and the regulations there-
under apply (relating to income of non-
resident alien individuals not con-
nected with United States business).

(d) [Reserved]

(e) Coordination of credit with advance
payments—(1) Recapture of excess ad-
vance payments. If any advance pay-
ment of earned income credit under
section 3507 is made to an individual by
an employer during any calendar year,
then the total amount of these advance
payments to the individual in that cal-
endar year is treated as an additional
amount of tax imposed (by chapter 1 of
the Code) upon the individual on the
tax return for the individual’s last tax-
able year beginning in that calendar
year.

(2) Reconciliation of payments ad-
vanced and credit allowed. Any addi-
tional amount of tax under paragraph
(e)(1) of this section is not treated as a
tax imposed by chapter 1 of the Inter-
nal Revenue Code for purposes of deter-
mining the amount of any credit (other
than the earned income credit) allow-
able under part IV, subchapter A, chap-
ter 1 of the Internal Revenue Code.

[T.D. 7683, 45 FR 16175, Mar. 13, 1980. Redesig-
nated by T.D. 8448, 57 FR 54923, Nov. 23, 1992;
T.D. 9045, 68 FR 10656, Mar. 6, 2003]

living

§1.32-3 Eligibility requirements after
denial of the earned income credit.

(a) In general. A taxpayer who has

been denied the earned income credit

(EIC), in whole or in part, as a result of
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the deficiency procedures under sub-
chapter B of chapter 63 (deficiency pro-
cedures) is ineligible to file a return
claiming the EIC subsequent to the de-
nial until the taxpayer demonstrates
eligibility for the EIC in accordance
with paragraph (c) of this section. If a
taxpayer demonstrates eligibility for a
taxable year in accordance with para-
graph (c) of this section, the taxpayer
need not comply with those require-
ments for any subsequent taxable year
unless the Service again denies the EIC
as a result of the deficiency procedures.

(b) Denial of the EIC as a result of the
deficiency procedures. For purposes of
this section, denial of the EIC as a re-
sult of the deficiency procedures occurs
when a tax on account of the EIC is as-
sessed as a deficiency (other than as a
mathematical or clerical error under
section 6213(b)(1)).

(c) Demonstration of eligibility. In the
case of a taxpayer to whom paragraph
(a) of this section applies, and except
as otherwise provided by the Commis-
sioner in the instructions for Form
8862, ‘“‘Information To Claim Earned In-
come Credit After Disallowance,”” no
claim for the EIC filed subsequent to
the denial is allowed unless the tax-
payer properly completes Form 8862,
demonstrating eligibility for the EIC,
and otherwise is eligible for the EIC. If
any item of information on Form 8862
is incorrect or inconsistent with any
item on the return, the taxpayer will
be treated as not demonstrating eligi-
bility for the EIC. The taxpayer must
follow the instructions for Form 8862 to
determine the income tax return to
which Form 8862 must be attached. If
the taxpayer attaches Form 8862 to an
incorrect tax return, the taxpayer will
not be relieved of the requirement that
the taxpayer attach Form 8862 to the
correct tax return and will, therefore,
not be treated as meeting the tax-
payer’s obligation under paragraph (a)
of this section.

(d) Failure to demonstrate eligibility. If
a taxpayer to whom paragraph (a) of
this section applies fails to satisfy the
requirements of paragraph (c) of this
section with respect to a particular
taxable year, the IRS can deny the EIC
as a mathematical or clerical error
under section 6213(g)(2)(K).
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(e) Special rule where one spouse denied
EIC. The eligibility requirements set
forth in this section apply to taxpayers
filing a joint return where one spouse
was denied the EIC for a taxable year
prior to marriage and has not estab-
lished eligibility as either an unmar-
ried or married taxpayer for a subse-
quent taxable year.

(f) Effective date. This section applies
to returns claiming the EIC for taxable
years beginning after December 31,
1997, where the EIC was denied for a
taxable year beginning after December
31, 1996.

[T.D. 8953, 66 FR 33637, June 25, 2001]

§1.34-1 Special rule for owners of cer-
tain business entities.

Amounts payable under sections 6420,
6421, and 6427 to a business entity that
is treated as separate from its owner
under §1.1361-4(a)(8) (relating to cer-
tain qualified subchapter S subsidi-
aries) or §301.7701-2(c)(2)(v) of this
chapter (relating to certain wholly-
owned entities) are, for purposes of sec-
tion 34, treated as payable to the owner
of that entity.

[T.D. 9356, 72 FR 45893, Aug. 16, 2007]

§1.35-1 Partially tax-exempt interest
received by individuals.

(a) The credit against tax under sec-
tion 35 shall be allowed only to individ-
uals and if the requirements of both
paragraphs (1) and (2) of section 35(a)
are met. Where the alternative tax on
capital gains is imposed under section
1201(b), the taxable income for such
taxable year is the taxable income as
defined in section 63, which includes 50
percent of the excess of net long-term
capital gain over net short-term cap-
ital loss.

(b) For the treatment of partially
tax-exempt interest in the case of
amounts not allocable to any bene-
ficiary of an estate or trust, see section
642(a)(1), and for treatment of amounts
allocable to a beneficiary, see sections
652 and 662. For treatment of partially
tax-exempt interest received by a part-
nership, see section 702(a)(7). For treat-
ment of such interest received by a
common trust fund, see section
584(c)(2).
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(c) The application of section 35 may
be illustrated by the following exam-
ple:

Example. In his taxable year, 1955, A re-
ceived $4,500 of partially tax-exempt inter-
est. A’s taxable income is $4,000 upon which
the tax prior to any credits against tax is
$840. His foreign tax credit under section 33
is $610, and his dividends received credit
under section 34 is $120. A’s credit under sec-
tion 35 for partially tax-exempt interest is
$110, determined as follows:

Section 35(a)

Partially tax-exempt interest ............ccccccoiiiinnns $4,500
Credit computed under section 35(a); 3 percent
of $4,500 ....... 135
Section 35(b)(1)
Tax imposed by chapter 1 .... 840
Less:
Credit allowed under section 33 $610
Credit allowed under section 34 120
o $730
Limitation on credit under section 35(b)(1) ........... 110
Section 35(b)(2)
Taxable income 4,000
Limitation on credit under section 35(b)(2); 3 per-
cent of $4,000 120

Since of the three figures ($135, $110, and
$120), the lesser is $110, A’s credit under sec-
tion 35 is limited to $110.

§1.35-2 Taxpayers not entitled to cred-
it.

For taxable years beginning after De-
cember 31, 1957, no credit shall be al-
lowed under section 35 to a nonresident
alien individual with respect to whom
a tax is imposed for such taxable year
under section 871(a).

§1.36B-0 Table of contents.

This section lists the captions con-
tained in §§1.36B-1 through 1.36B-6.
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(k) Exchange.

(1) Self-only coverage.

(m) Family coverage.
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(6) Access period.
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consent.
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[T.D. 9590, 77 FR 30385, May 23, 2012, as
amended by T.D. 9663, 79 FR 26117, May 1,
2014; T.D. 9745, 80 FR 78974, Dec. 18, 2015; T.D.
9604, 81 FR 91763, Dec. 19, 2016; T.D. 9822, 82
FR 34605, July 26, 2017; T.D. 9867, 84 FR 28984,
June 20, 2019; T.D. 9912, 85 FR 76978, Dec. 1,
2020; T.D. 9968, 87 FR 62000, Oct. 13, 2022]

§1.36B-1 Premium tax credit defini-
tions.

(a) In general. Section 36B allows a
refundable premium tax credit for tax-
able years ending after December 31,
2013. The definitions in this section
apply to this section and §§1.36B-2
through 1.36B-5.

(b) Affordable Care Act. The term Af-
fordable Care Act refers to the Patient
Protection and Affordable Care Act,
Public Law 111-148 (124 Stat. 119 (2010)),
and the Health Care and Education
Reconciliation Act of 2010, Public Law
111-152 (124 Stat. 1029 (2010)), as amend-
ed by the Medicare and Medicaid Ex-
tenders Act of 2010, Public Law 111-309
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(124 Stat. 3285 (2010)), the Comprehen-
sive 1099 Taxpayer Protection and Re-
payment of Exchange Subsidy Overpay-
ments Act of 2011, Public Law 112-9 (125
Stat. 36 (2011)), the Department of De-
fense and Full-Year Continuing Appro-
priations Act, 2011, Public Law 112-10
(125 Stat. 38 (2011)), and the 3% With-
holding Repeal and Job Creation Act,
Public Law 112-56 (1256 Stat. 711 (2011)).

(¢) Qualified health plan. The term
qualified health plan has the same
meaning as in section 1301(a) of the Af-
fordable Care Act (42 U.S.C. 18021(a))
but does not include a catastrophic
plan described in section 1302(e) of the
Affordable Care Act (42 U.S.C. 18022(e)).

(d) Family and family size—(1) In
general. A taxpayer’s family means the
individuals for whom a taxpayer prop-
erly claims a deduction for a personal
exemption under section 151 for the
taxable year. Family size means the
number of individuals in the family.
Family and family size may include in-
dividuals who are not subject to or are
exempt from the penalty under section
5000A for failing to maintain minimum
essential coverage.

(2) Special rule for taxr years to which
section 151(d)(5) applies. For taxable
years to which section 151(d)(5) applies,
a taxpayer’s family means the tax-
payer, including both spouses in the
case of a joint return, except for indi-
viduals who qualify as a dependent of
another taxpayer under section 152,
and any other individual for whom the
taxpayer is allowed a personal exemp-
tion deduction and whom the taxpayer
properly reports on the taxpayer’s in-
come tax return for the taxable year.
For purposes of this paragraph (d)(2),
an individual is reported on the tax-
payer’s income tax return if the indi-
vidual’s name and taxpayer identifica-
tion number (TIN) are listed on the
taxpayer’s Form 1040 series return. See
§601.602 of this chapter.

(e) Household income—(1) In general.
Household income means the sum of—

(i) A taxpayer’s modified adjusted
gross income (including the modified
adjusted gross income of a child for
whom an election under section 1(g)(7)
is made for the taxable year);

(ii) The aggregate modified adjusted
gross income of all other individuals
who—
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(A) Are included in the taxpayer’s
family under paragraph (d) of this sec-
tion; and

(B) Are required to file a return of
tax imposed by section 1 for the tax-
able year.

(2) Modified adjusted gross income.
Modified adjusted gross income means
adjusted gross income (within the
meaning of section 62) increased by—

(i) Amounts excluded from gross in-
come under section 911;

(ii) Tax-exempt interest the taxpayer
receives or accrues during the taxable
year; and

(iii) Social security benefits (within
the meaning of section 86(d)) not in-
cluded in gross income under section
86.

(f) Dependent. Dependent has the
same meaning as in section 152.

(g) Lawfully present. Lawfully present
has the same meaning as in 45 CFR
155.20.

(h) Federal poverty line. The Federal
poverty line means the most recently
published poverty guidelines (updated
periodically in the FEDERAL REGISTER
by the Secretary of Health and Human
Services under the authority of 42
U.S.C. 9902(2)) as of the first day of the
regular enrollment period for coverage
by a qualified health plan offered
through an Exchange for a calendar
year. Thus, the Federal poverty line for
computing the premium tax credit for
a taxable year is the Federal poverty
line in effect on the first day of the ini-
tial or annual open enrollment period
preceding that taxable year. See 45
CFR 155.410. If a taxpayer’s primary
residence changes during a taxable
year from one state to a state with dif-
ferent Federal poverty guidelines or
married taxpayers reside in separate
states with different Federal poverty
guidelines (for example, Alaska or Ha-
waii and another state), the Federal
poverty line that applies for purposes
of section 36B and the associated regu-
lations is the higher Federal poverty
guideline (resulting in a lower percent-
age of the Federal poverty line for the
taxpayers’ household income and fam-
ily size).

(i) [Reserved]
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(j) Advance credit payment. Advance
credit payment means an advance pay-
ment of the premium tax credit as pro-
vided in section 1412 of the Affordable
Care Act (42 U.S.C. 18082).

(k) Exchange. Exchange has the same
meaning as in 45 CFR 155.20.

(1) Self-only coverage. Self-only cov-
erage means health insurance that cov-
ers one individual and provides cov-
erage for the essential health benefits
as defined in section 1302(b)(1) of the
Affordable Care Act (42 U.S.C. 18022).

(m) Family coverage. Family coverage
means health insurance that covers
more than one individual and provides
coverage for the essential health bene-
fits as defined in section 1302(b)(1) of
the Affordable Care Act (42 U.S.C.
18022).

(n) Rating area. The term rating area
has the same meaning as used in sec-
tion 2701(a)(2) of the Public Health
Service Act (42 U.S.C. 300gg(a)(2)) and
45 CFR 147.102(b).

(o) Applicability dates. (1) Except for
paragraphs (d)(2), (1), and (m) of this
section, this section applies to taxable
years ending after December 31, 2013.

(2) Paragraph (d)(2) of this section ap-
plies to taxable years ending on or
after December 31, 2020.

(3) Paragraphs (1) and (m) of this sec-
tion apply to taxable years beginning
after December 31, 2018. Paragraphs (1)
and (m) of §1.36B-1 as contained in 26
CFR part 1 edition revised as of April 1,
2016, apply to taxable years ending
after December 31, 2013, and beginning
before January 1, 2019.

[T.D. 9590, 77 FR 30385, May 23, 2012, as
amended by T.D. 9745, 80 FR 78974, Dec. 18,
2015; T.D. 9804, 81 FR 91763, Dec. 19, 2016; T.D.
9912, 85 FR 76978, Dec. 1, 2020]

§1.36B-2 Eligibility for premium tax
credit.

(a) In general. An applicable taxpayer
(within the meaning of paragraph (b) of
this section) is allowed a premium as-
sistance amount only for any month
that one or more members of the appli-
cable taxpayer’s family (the applicable
taxpayer or the applicable taxpayer’s
spouse or dependent)—

(1) Is enrolled in one or more quali-
fied health plans through an Exchange;
and
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(2) Is not eligible for minimum essen-
tial coverage (within the meaning of
paragraph (c) of this section) other
than coverage described in section
5000A(f)(1)(C) (relating to coverage in
the individual market).

(b) Applicabdle taxpayer—(1) In general.
Except as otherwise provided in this
paragraph (b), an applicable taxpayer is
a taxpayer whose household income is
at least 100 percent but not more than
400 percent of the Federal poverty line
for the taxpayer’s family size for the
taxable year.

(2) Married taxrpayers must file joint re-
turn—(@i) In general. Except as provided
in paragraph (b)(2)(ii) of this section, a
taxpayer who is married (within the
meaning of section 7703) at the close of
the taxable year is an applicable tax-
payer only if the taxpayer and the tax-
payer’s spouse file a joint return for
the taxable year.

(i1) Victims of domestic abuse and aban-
donment. Except as provided in para-
graph (b)(2)(v) of this section, a mar-
ried taxpayer satisfies the joint filing
requirement of paragraph (b)(2)(i) of
this section if the taxpayer files a tax
return using a filing status of married
filing separately and the taxpayer—

(A) Is living apart from the tax-
payer’s spouse at the time the taxpayer
files the tax return;

(B) Is unable to file a joint return be-
cause the taxpayer is a victim of do-
mestic abuse, as described in paragraph
(b)(2)(iii) of this section, or spousal
abandonment, as described in para-
graph (b)(2)(iv) of this section; and

(C) Certifies on the return, in accord-
ance with the relevant instructions,
that the taxpayer meets the criteria of
this paragraph (b)(2)(ii).

(iii) Domestic abuse. For purposes of
paragraph (b)(2)(ii) of this section, do-
mestic abuse includes physical, psycho-
logical, sexual, or emotional abuse, in-
cluding efforts to control, isolate, hu-
miliate, and intimidate, or to under-
mine the victim’s ability to reason
independently. All the facts and cir-
cumstances are considered in deter-
mining whether an individual is
abused, including the effects of alcohol
or drug abuse by the victim’s spouse.
Depending on the facts and cir-
cumstances, abuse of the victim’s child
or another family member living in the



Internal Revenue Service, Treasury

household may constitute abuse of the
victim.

(iv) Abandonment. For purposes of
paragraph (b)(2)(ii) of this section, a
taxpayer is a victim of spousal aban-
donment for a taxable year if, taking
into account all facts and cir-
cumstances, the taxpayer is unable to
locate his or her spouse after reason-
able diligence.

(V) Three-year rule. Paragraph
(b)(2)(ii1) of this section does not apply
if the taxpayer met the requirements
of paragraph (b)(2)(ii) of this section
for each of the three preceding taxable
years.

(3) Dependents. An individual is not
an applicable taxpayer if another tax-
payer may claim a deduction under
section 151 for the individual for a tax-
able year beginning in the calendar
year in which the individual’s taxable
year begins.

(4) Individuals not lawfully present or
incarcerated. An individual who is not
lawfully present in the United States
or is incarcerated (other than incarcer-
ation pending disposition of charges) is
not eligible to enroll in a qualified
health plan through an Exchange. How-
ever, the individual may be an applica-
ble taxpayer if a family member is eli-
gible to enroll in a qualified health

plan. See sections 1312(f)(1)(B) and
1312(f)(3) of the Affordable Care Act (42
U.S.C. 18032(H)(1)(B) and (£)@3)) and

§1.36B-3(b)(2).

(6) Individuals lawfully present. If a
taxpayer’s household income is less
than 100 percent of the Federal poverty
line for the taxpayer’s family size and
the taxpayer or a member of the tax-
payer’s family is an alien lawfully
present in the United States, the tax-
payer is treated as an applicable tax-
payer if—

(i) The lawfully present taxpayer or
family member is not eligible for the
Medicaid program; and

(ii) The taxpayer would be an appli-
cable taxpayer if the taxpayer’s house-
hold income for the taxable year was
between 100 and 400 percent of the Fed-
eral poverty line for the taxpayer’s
family size.

(6) Special rule for tarpayers with
household income below 100 percent of the
Federal poverty line for the taxable year—
(i) In general. A taxpayer (other than a
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taxpayer described in paragraph (b)(5)
of this section) whose household in-
come for a taxable year is less than 100
percent of the Federal poverty line for
the taxpayer’s family size is treated as
an applicable taxpayer for the taxable
year if—

(A) The taxpayer or a family member
enrolls in a qualified health plan
through an Exchange for one or more
months during the taxable year;

(B) An Exchange estimates at the
time of enrollment that the taxpayer’s
household income will be at least 100
percent but not more than 400 percent
of the Federal poverty line for the tax-
able year;

(C) Advance credit payments are au-
thorized and paid for one or more
months during the taxable year; and

(D) The taxpayer would be an appli-
cable taxpayer if the taxpayer’s house-
hold income for the taxable year was at
least 100 but not more than 400 percent
of the Federal poverty line for the tax-
payer’s family size.

(ii) Ezxceptions. This paragraph (b)(6)
does not apply for an individual who,
with intentional or reckless disregard
for the facts, provides incorrect infor-
mation to an Exchange for the year of
coverage. A reckless disregard of the
facts occurs if the taxpayer makes lit-
tle or no effort to determine whether
the information provided to the Ex-
change is accurate under  cir-
cumstances that demonstrate a sub-
stantial deviation from the standard of
conduct a reasonable person would ob-
serve. A disregard of the facts is inten-
tional if the taxpayer knows the infor-
mation provided to the Exchange is in-
accurate.

(iii) Advance credit payments are au-
thorized and paid for one or more
months during the taxable year; and

(iv) The taxpayer would be an appli-
cable taxpayer if the taxpayer’s house-
hold income for the taxable year was
between 100 and 400 percent of the Fed-
eral poverty line for the taxpayer’s
family size.

(7)) Computation of premium assistance
amounts for tarpayers with household in-
come below 100 percent of the Federal
poverty line. If a taxpayer is treated as
an applicable taxpayer under para-
graph (b)(5) or (b)(6) of this section, the
taxpayer’s actual household income for
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the taxable year is used to compute the
premium assistance amounts under
§1.36B-3(d).

(c) Minimum essential coverage—(1) In
general. Minimum essential coverage is
defined in section 5000A(f) and regula-
tions issued under that section. As de-
scribed in section 5000A(f), government-
sponsored programs, eligible employer-
sponsored plans, grandfathered health
plans, and certain other health benefits
coverage are minimum essential cov-
erage.

(2) Government-sponsored minimum es-
sential coverage—(i) In general. An indi-
vidual is eligible for government-spon-
sored minimum essential coverage if
the individual meets the criteria for
coverage under a government-spon-
sored program described in section
5000A(f)(1)(A) as of the first day of the
first full month the individual may re-
ceive benefits under the program, sub-
ject to the limitation in paragraph
(c)(2)(ii) of this section. The Commis-
sioner may define eligibility for spe-
cific government-sponsored programs
further in additional published guid-
ance, see §601.601(d)(2) of this chapter.

(i1) Obligation to complete administra-
tive requirements to obtain coverage. An
individual who meets the criteria for
eligibility for government-sponsored
minimum essential coverage must
complete the requirements necessary
to receive benefits. An individual who
fails by the last day of the third full
calendar month following the event
that establishes eligibility under para-
graph (c)(2)(i) of this section to com-
plete the requirements to obtain gov-
ernment-sponsored minimum essential
coverage (other than a veteran’s health
care program) is treated as eligible for
government-sponsored minimum essen-
tial coverage as of the first day of the
fourth calendar month following the
event that establishes eligibility.

(iii) Special rule for coverage for vet-
erans and other individuals under chapter
17 or 18 of title 38, U.S.C. An individual
is eligible for minimum essential cov-
erage under a health care program
under chapter 17 or 18 of title 38, U.S.C.
only if the individual is enrolled in a
health care program under chapter 17
or 18 of title 38, U.S.C. identified as
minimum essential coverage in regula-
tions issued under section 5000A.
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(iv) Retroactive effect of eligibility de-
termination. If an individual receiving
advance credit payments is determined
to be eligible for government-sponsored
minimum essential coverage that is ef-
fective retroactively (such as Med-
icaid), the individual is treated as eli-
gible for minimum essential coverage
under that program no earlier than the
first day of the first calendar month
beginning after the approval.

(v) Determination of Medicaid or Chil-
dren’s Health Insurance Program (CHIP)
ineligibility. An individual is treated as
not eligible for Medicaid, CHIP, or a
similar program for a period of cov-
erage under a qualified health plan if,
when the individual enrolls in the
qualified health plan, an Exchange de-
termines or considers (within the
meaning of 46 CFR 155.302(b)) the indi-
vidual to be not eligible for Medicaid
or CHIP. This paragraph (c)(2)(v) does
not apply for an individual who, with
intentional or reckless disregard for
the facts, provides incorrect informa-
tion to an Exchange for the year of
coverage. A reckless disregard of the
facts occurs if the taxpayer makes lit-
tle or no effort to determine whether
the information provided to the Ex-
change is accurate under cir-
cumstances that demonstrate a sub-
stantial deviation from the standard of
conduct a reasonable person would ob-
serve. A disregard of the facts is inten-
tional if the taxpayer knows that infor-
mation provided to the Exchange is in-
accurate.

(vi) Examples. The following examples
illustrate the provisions of this para-
graph (¢)(2):

Example 1. Delay in coverage effectiveness.
On April 10, 2015, Taxpayer D applies for cov-
erage under a government-sponsored health
care program. D’s application is approved on
July 12, 2015, but her coverage is not effec-
tive until September 1, 2015. Under para-
graph (c¢)(2)(i) of this section, D is eligible for
government-sponsored minimum essential
coverage on September 1, 2015.

Example 2. Time of eligibility. Taxpayer E
turns 65 on June 3, 2015, and becomes eligible
for Medicare. Under section 5000A(f)(1)(A)(),
Medicare is minimum essential coverage.
However, E must enroll in Medicare to re-
ceive benefits. E enrolls in Medicare in Sep-
tember, which is the last month of E’s initial
enrollment period. Thus, E may receive
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Medicare benefits on December 1, 2015. Be-
cause E completed the requirements nec-
essary to receive Medicare benefits by the
last day of the third full calendar month
after the event that establishes E’s eligi-
bility (E turning 65), under paragraph
(¢)(2)(i) and (c)(2)(ii) of this section E is eligi-
ble for government-sponsored minimum es-
sential coverage on December 1, 2015, the
first day of the first full month that E may
receive benefits under the program.

Example 3. Time of eligibility, individual fails
to complete necessary requirements. The facts
are the same as in Erample 2, except that E
fails to enroll in the Medicare coverage dur-
ing E’s initial enrollment period. E is treated
as eligible for government-sponsored min-
imum essential coverage under paragraph
(c)(2)(ii) of this section as of October 1, 2015,
the first day of the fourth month following
the event that establishes E’s eligibility (E
turning 65).

Example 4. Retroactive effect of eligibility. In
November 2014, Taxpayer F enrolls in a
qualified health plan for 2015 and receives ad-
vance credit payments. F loses her part-time
employment and on April 10, 2015 applies for
coverage under the Medicaid program. F’s
application is approved on May 15, 2015, and
her Medicaid coverage is effective as of April
1, 2015. Under paragraph (c)(2)(iv) of this sec-
tion, F is eligible for government-sponsored
minimum essential coverage on June 1, 2015,
the first day of the first calendar month
after approval.

Example 5. Determination of Medicaid ineligi-
bility. In November 2014, Taxpayer G applies
through the Exchange to enroll in health
coverage for 2015. The Exchange determines
that G is not eligible for Medicaid and esti-
mates that G’s household income will be 140
percent of the Federal poverty line for G’s
family size for purposes of determining ad-
vance credit payments. G enrolls in a quali-
fied health plan and begins receiving ad-
vance credit payments. G experiences a re-
duction in household income during the year
and his household income for 2015 is 130 per-
cent of the Federal poverty line (within the
Medicaid income threshold). However, under
paragraph (c)(2)(v) of this section, G is treat-
ed as not eligible for Medicaid for 2015.

Example 6. Mid-year Medicaid eligibility rede-
termination. The facts are the same as in Ex-
ample 5, except that G returns to the Ex-
change in July 2015 and the Exchange deter-
mines that G is eligible for Medicaid. Med-
icaid approves G for coverage and the Ex-
change discontinues G’s advance credit pay-
ments effective August 1. Under paragraphs
(c)(2)(iv) and (c)(2)(v) of this section, G is
treated as not eligible for Medicaid for the
months when G is covered by a qualified
health plan. G is eligible for government-
sponsored minimum essential coverage for
the months after G is approved for Medicaid
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and can receive benefits, August through De-
cember 2015.

(3) Employer-sponsored minimum essen-
tial coverage—(i)(A) Plans other than
health reimbursement arrangements
(HRAs) or other account-based group
health plans described in paragraph
(c)(3)(i)(B) of this section. For purposes
of section 36B, an employee who may
enroll in an eligible employer-spon-
sored plan (as defined in section
5000A(f)(2) and the regulations under
that section) that is minimum essen-
tial coverage, and an individual who
may enroll in the plan because of a re-
lationship to the employee (a related
individual), are eligible for minimum
essential coverage under the plan for
any month only if the plan is afford-
able and provides minimum value. Ex-
cept for the Nonappropriated Fund
Health Benefits Program of the Depart-
ment of Defense, established under sec-
tion 349 of the National Defense Au-
thorization Act for Fiscal Year 1995
(Public Law 103-337; 10 U.S.C. 1587
note), government-sponsored minimum
essential coverage is not an eligible
employer-sponsored plan. The Non-
appropriated Fund Health Benefits
Program of the Department of Defense
is considered eligible employer-spon-
sored coverage, but not government-
sponsored coverage, for purposes of de-
termining if an individual is eligible
for minimum essential coverage under
this section.

(B) HRAs and other account-based
group health plans integrated with indi-
vidual health insurance coverage. An em-
ployee who is offered an HRA or other
account-based group health plan that
would be integrated with individual
health insurance coverage (or Medicare
Part A and B or Medicare Part C),
within the meaning of §§54.9802-4 and
54.9815-2711(d)(4) of this chapter, if the
employee enrolls in individual health
insurance coverage (or Medicare Part A
and B or Medicare Part C), and an indi-
vidual who is offered the HRA or other
account-based group health plan be-
cause of a relationship to the employee
(a related HRA individual), are eligible
for minimum essential coverage under
an eligible employer-sponsored plan for
any month for which the HRA or other
account-based group health plan is of-
fered if the HRA or other account-
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based group health plan is affordable
for the month under paragraph (c)(5) of
this section or if the employee does not
opt out of and waive future reimburse-
ments from the HRA or other account-
based group health plan. An HRA or
other account-based group health plan
described in this paragraph (c¢)(3)(1)(B)
that is affordable for a month under
paragraph (c¢)(5) of this section is treat-
ed as providing minimum value for the
month. For purposes of paragraphs
(c)(3) and (5b) of this section, the defini-
tions under §54.9815-2711(d)(6) of this
chapter apply.

(ii) Plan year. For purposes of this
paragraph (c)(3), a plan year is an eligi-
ble employer-sponsored plan’s regular
12-month coverage period (or the re-
mainder of a 12-month coverage period
for a new employee or an individual
who enrolls during a special enrollment
period). The plan year for an HRA or
other account-based group health plan
described in paragraph (¢)(3)(i)(B) of
this section is the plan’s 12-month cov-
erage period (or the remainder of the
12-month coverage period for a newly
eligible individual or an individual who
enrolls during a special enrollment pe-
riod).

(iii) Eligibility for months during a plan
year—(A) Failure to enroll in plan. An
employee or related individual may be
eligible for minimum essential cov-
erage under an eligible employer-spon-
sored plan for a month during a plan
year if the employee or related indi-
vidual could have enrolled in the plan
for that month during an open or spe-
cial enrollment period for the plan
year. If an enrollment period relates to
coverage for not only the upcoming
plan year (or the current plan year in
the case of an enrollment period other
than an open enrollment period), but
also coverage in one or more suc-
ceeding plan years, this paragraph
(c)(3)(iii)(A) applies only to eligibility
for the coverage in the upcoming plan
year (or the current plan year in the
case of an enrollment period other than
an open enrollment period).

(B) Waiting periods. An employee or
related individual is not eligible for
minimum essential coverage under an
eligible employer-sponsored plan dur-
ing a required waiting period before the
coverage becomes effective.
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(C) Example. The following example
illustrates the provisions of this para-
graph (¢)(3)(iii):

Example. (i) Taxpayer B is an employee of
Employer X. X offers its employees a health
insurance plan that has a plan year (within
the meaning of paragraph (c)(3)(ii) of this
section) from October 1 through September
30. Employees may enroll during an open
season from August 1 to September 15. B
does not enroll in X’s plan for the plan year
October 1, 2014, to September 30, 2015. In No-
vember 2014, B enrolls in a qualified health
plan through an Exchange for calendar year
2015.

(ii) B could have enrolled in X’s plan dur-
ing the August 1 to September 15 enrollment
period. Therefore, unless X’s plan is not af-
fordable for B or does not provide minimum
value, B is eligible for minimum essential
coverage under X’s plan for the months that
B is enrolled in the qualified health plan dur-
ing X’s plan year (January through Sep-
tember 2015).

(iv)  Post-employment coverage. A
former employee (including a retiree),
or an individual related (within the
meaning of paragraph (c¢)(3)(i) of this
section) to a former employee, who
may enroll in eligible employer-spon-
sored coverage or in continuation cov-
erage required under Federal law or a
State law that provides comparable
continuation coverage is eligible for
minimum essential coverage under this
coverage only for months that the
former employee or related individual
is enrolled in the coverage.

(v) Affordable coverage—(A) In gen-
eral—(1) Affordability for employee. Ex-
cept as provided in paragraph
(©)B)(V)(A)3) of this section, an eligi-
ble employer-sponsored plan is afford-
able for an employee if the portion of
the annual premium the employee
must pay, whether by salary reduction
or otherwise (required contribution),
for self-only coverage does not exceed
the required contribution percentage
(as defined in paragraph (c)(3)(v)(C) of
this section) of the applicable tax-
payer’s household income for the tax-
able year. See paragraph (c)(b) of this
section for rules for when an HRA or
other account-based group health plan
described in paragraph (c¢)(3)(i)(B) of
this section is affordable for an em-
ployee for a month.

(2) Affordability for related individual.
Except as provided in paragraph
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(©)B)(V)(A)3) of this section, an eligi-
ble employer-sponsored plan is afford-
able for a related individual if the em-
ployee’s required contribution for fam-
ily coverage under the plan does not
exceed the required contribution per-
centage, as defined in paragraph
(©)(3)(v)(C) of this section, of the appli-
cable taxpayer’s household income for
the taxable year. For purposes of this
paragraph (¢c)(3)(v)(A)(2), an employee’s
required contribution for family cov-
erage is the portion of the annual pre-
mium the employee must pay for cov-
erage of the employee and all other in-
dividuals included in the employee’s
family, as defined in §1.36B-1(d), who
are offered coverage under the eligible
employer-sponsored plan.

(3) Employee safe harbor. An eligible
employer-sponsored plan is not afford-
able for an employee or a related indi-
vidual for a plan year if, when the em-
ployee or a related individual enrolls in
a qualified health plan for a period co-
inciding with the plan year (in whole
or in part), an Exchange determines
that the eligible employer-sponsored
plan is not affordable for that plan
year. This paragraph (¢)(3)(v)(A)(3) does
not apply to a determination made as
part of the redetermination process de-
scribed in 45 CFR 155.335 unless the in-
dividual receiving an Exchange rede-
termination notification affirmatively
responds and provides current informa-
tion about affordability. This para-
graph (c)(3)(v)(A)(3) does not apply for
an individual who, with intentional or
reckless disregard for the facts, pro-
vides incorrect information to an Ex-
change concerning the portion of the
annual premium for coverage for the
employee or related individual under
the plan. A reckless disregard of the
facts occurs if the taxpayer makes lit-
tle or no effort to determine whether
the information provided to the Ex-
change is accurate under cir-
cumstances that demonstrate a sub-
stantial deviation from the standard of
conduct a reasonable person would ob-
serve. A disregard of the facts is inten-
tional if the taxpayer knows that the
information provided to the Exchange
is inaccurate. See paragraph (c)(5) of
this section for an employee safe har-
bor that applies when an Exchange de-
termines that an HRA or other ac-
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count-based group health plan de-
scribed in paragraph (c¢)(3)(i)(B) of this
section is not affordable for an em-
ployee or a related HRA individual for
the period of enrollment in a qualified
health plan.

(4) Wellness program incentives. Non-
discriminatory wellness program in-
centives offered by an eligible em-
ployer-sponsored plan that affect pre-
miums are treated as earned in deter-
mining an employee’s required con-
tribution for purposes of affordability
of an eligible employer-sponsored plan
to the extent the incentives relate ex-
clusively to tobacco use. Wellness pro-
gram incentives that do not relate to
tobacco use or that include a compo-
nent unrelated to tobacco use are
treated as not earned for this purpose.
For purposes of this section, the term
wellness program incentive has the same
meaning as the term reward in §54.9802—
1(f)(1)(@) of this chapter.

(5) Employer contributions to HRAS in-
tegrated with eligible employer-sponsored
plans. Amounts newly made available
for the current plan year under an HRA
that an employee may use to pay pre-
miums, or may use to pay cost-sharing
or benefits not covered by the primary
plan in addition to premiums, reduce
the employee’s required contribution if
the HRA would be integrated, within
the meaning of §54.9815-2711(d)(2) of
this chapter, with an eligible em-
ployer-sponsored plan for an employee
enrolled in the plan. The eligible em-
ployer-sponsored plan and the HRA
must be offered by the same employer.
Employer contributions to an HRA de-
scribed in this paragraph (c)(3)(v)(A)(H)
reduce an employee’s required con-
tribution only to the extent the
amount of the annual contribution is
required under the terms of the plan or
otherwise determinable within a rea-
sonable time before the employee must
decide whether to enroll in the eligible
employer-sponsored plan.

(6) Employer contributions to cafeteria
plans. Amounts made available for the
current plan year under a cafeteria
plan, within the meaning of section 125,
reduce an employee’s or a related indi-
vidual’s required contribution if—

(1) The employee may not opt to re-
ceive the amount as a taxable benefit;
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(ii) The employee may use the
amount to pay for minimum essential
coverage; and

(i1i) The employee may use the
amount exclusively to pay for medical
care, within the meaning of section 213.

(7) Opt-out arrangements. [Reserved]

(8) Multiple offers of coverage. An indi-
vidual who has offers of coverage under
eligible employer-sponsored plans from
multiple employers, either as an em-
ployee or a related individual, has an
offer of affordable coverage if at least
one of the offers of coverage is afford-
able under paragraph (c)(3)(V)(A)(I) or
(2) of this section.

(B) Affordability for part-year period.
Affordability under paragraph
©)@B)(V)(A) of this section is deter-
mined separately for each employment
period that is less than a full calendar
year or for the portions of an employ-
er’s plan year that fall in different tax-
able years of an applicable taxpayer (a
part-year period). Coverage under an
eligible employer-sponsored plan is af-
fordable for a part-year period if the
annualized required contribution for
self-only coverage, in the case of an
employee, or family coverage, in the
case of a related individual, under the
plan for the part-year period does not
exceed the required contribution per-
centage of the applicable taxpayer’s
household income for the taxable year.
The employee’s annualized required
contribution is the employee’s required
contribution for the part-year period
times a fraction, the numerator of
which is 12 and the denominator of
which is the number of months in the
part-year period during the applicable
taxpayer’s taxable year. Only full cal-
endar months are included in the com-
putation under this paragraph
©@(V)(B).

(C) Required contribution percentage.
The required contribution percentage
is 9.5 percent. For plan years beginning
in a calendar year after 2014, the per-
centage will be adjusted by the ratio of
premium growth to income growth for
the preceding calendar year and may
be further adjusted to reflect changes
to the data used to compute the ratio
of premium growth to income growth
for the 2014 calendar year or the data
sources used to compute the ratio of
premium growth to income growth.
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Premium growth and income growth
will be determined under published
guidance, see §601.601(d)(2) of this chap-
ter. In addition, the percentage may be
adjusted for plan years beginning in a
calendar year after 2018 to reflect rates
of premium growth relative to growth
in the consumer price index.

(D) Examples. The following examples
illustrate the provisions of this para-
graph (¢)(3)(v). Unless stated otherwise,
in each example the taxpayer is single
and has no dependents, the employer’s
plan is an eligible employer-sponsored
plan and provides minimum value, the
employee is not eligible for other min-
imum essential coverage, and the tax-
payer, related individual, and em-
ployer-sponsored plan have a calendar
taxable year:

(1) Example 1: Basic determination of
affordability. For all of 2023, taxpayer C
works for an employer, X, that offers
its employees and their spouses a
health insurance plan under which, to
enroll in self-only coverage, C must
contribute an amount for 2023 that does
not exceed the required contribution
percentage of C’s 2023 household in-
come. Because C’s required contribu-
tion for self-only coverage does not ex-
ceed the required contribution percent-
age of C’s household income, under
paragraph (¢)(3)(v)(A)(1) of this section,
X’s plan is affordable for C, and C is eli-
gible for minimum essential coverage
for all months in 2023.

(2) Example 2: Basic determination of
affordability for a related individual. (i)
The facts are the same as in paragraph
(©)B)(V)(D)(1) of this section (Example
1), except that C is married to J, they
file a joint return, and to enroll C and
J, X’s plan requires C to contribute an
amount for coverage for C and J for
2023 that exceeds the required contribu-
tion percentage of C’s and J’s house-
hold income. J does not work for an
employer that offers employer-spon-
sored coverage.

(i1) J is a member of C’s family as de-
fined in §1.36B-1(d). Because C’s re-
quired contribution for coverage of C
and J exceeds the required contribu-
tion percentage of C’s and J’s house-
hold income, under paragraph
(©)B)(V)(A)(2) of this section, X’s plan
is unaffordable for J. Accordingly, J is
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not eligible for minimum essential cov-
erage for 2023. However, under para-
graph (¢)(3)(Vv)(A)(1) of this section, X’s
plan is affordable for C, and C is eligi-
ble for minimum essential coverage for
all months in 2023.

(3) Example 3: Multiple offers of cov-
erage. The facts are the same as in
paragraph (¢)(3)(v)(D)(2) of this section
(Example 2), except that J works all
year for an employer that offers em-
ployer-sponsored coverage to employ-
ees. J’s required contribution for the
cost of self-only coverage from J’s em-
ployer does not exceed the required
contribution percentage of C’s and J’s
household income. Although the cov-
erage offered by C’s employer for C and
J is unaffordable for J, the coverage of-
fered by J’s employer is affordable for
J. Consequently, under paragraphs
(©)B)(V)(A)I) and (8) of this section, J
is eligible for minimum essential cov-
erage for all months in 2023.

(4) Example 4: Cost of covering individ-
uals not part of tarpayer’s family. (i) D
and E are married, file a joint return,
and have two children, F and G, under
age 26. F' is a dependent of D and E, but
G is not. D works all year for an em-
ployer that offers employer-sponsored
coverage to employees, their spouses,
and their children under age 26. E, F,
and G do not work for employers offer-
ing coverage. D’s required contribution
for self-only coverage under D’s em-
ployer’s coverage does not exceed the
required contribution percentage of D’s
and E’s household income. D’s required
contribution for coverage of D, E, F,
and G exceeds the required contribu-
tion percentage of D’s and E’s house-
hold income, but D’s required contribu-
tion for coverage of D, E, and F does
not exceed the required contribution
percentage of the household income.

(ii1) E and F are members of D’s fam-
ily as defined in §1.36B-1(d). G is not a
member of D’s family under §1.36B-
1(d), because G is not D’s dependent.
Under paragraph (¢c)(3)(v)(A)(I) of this
section, D’s employer’s coverage is af-
fordable for D because D’s required
contribution for self-only coverage
does not exceed the required contribu-
tion percentage of D’s and E’s house-
hold income. D’s employer’s coverage
also is affordable for E and F, because,
under paragraph (c)(3)(v)(A)(2) of this
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section, D’s required contribution for
coverage of D, E, and F does not exceed
the required contribution percentage of
D’s and E’s household income. Al-
though D’s cost to cover D, E, F, and G
exceeds the required contribution per-
centage of D’s and E’s household in-
come, under paragraph (¢)(3)(v)(A)(2) of
this section, the cost to cover G is not
considered in determining whether D’s
employer’s coverage is affordable for E
and F, regardless of whether G actually
enrolls in the plan, because G is not in
D’s family. D, E, and F are eligible for
minimum essential coverage for all
months in 2023. TUnder paragraph
(c)(4)(i) of this section, G is considered
eligible for the coverage offered by D’s
employer only if G enrolls in the cov-
erage.

(5) Example 5: More than one family
member with an employer offering cov-
erage. (i) K and L are married, file a
joint return, and have one dependent
child, M. K works all year for an em-
ployer that offers coverage to employ-
ees, spouses, and children under age 26.
L works all year for an employer that
offers coverage to employees only. K’s
required contribution for self-only cov-
erage under K’s employer’s coverage
does not exceed the required contribu-
tion percentage of K’s and L’s house-
hold income. Likewise, L’s required
contribution for self-only coverage
under L’s employer’s coverage does not
exceed the required contribution per-
centage of K’s and L’s household in-
come. However, K’s required contribu-
tion for coverage of K, L, and M ex-
ceeds the required contribution per-
centage of K’s and L’s household in-
come.

(i1) L and M are members of K’s fam-
ily as defined in §1.36B-1(d). Under
paragraph (¢)(3)(v)(A)(1) of this section,
K’s employer’s coverage is affordable
for K because K’s required contribution
for self-only coverage does not exceed
the required contribution percentage of
K’s and L’s household income. Simi-
larly, L’s employer’s coverage is af-
fordable for L, because L’s required
contribution for self-only coverage
does not exceed the required contribu-
tion percentage of K’s and L’s house-
hold income. Thus, K and L are eligible
for minimum essential coverage for all
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months in 2023. However, under para-
graph (¢)(3)(v)(A)(2) of this section, K’s
employer’s coverage is unaffordable for
M, because K’s required contribution
for coverage of K, L., and M exceeds the
required contribution percentage of K’s
and L’s household income. Accord-
ingly, M is not eligible for minimum
essential coverage for 2023.

(6) Example 6: Multiple offers of cov-
erage for a related individual. (i) The
facts are the same as in paragraph
©)B)(V)(D)(5) of this section (Example
5), except that L works all year for an
employer that offers coverage to em-
ployees, spouses, and children under
age 26. L’s required contribution for
coverage of K, L, and M does not ex-
ceed the required contribution percent-
age of K’s and L’s household income.

(i1) Although M is not eligible for af-
fordable employer coverage under K’s
employer’s coverage, paragraph
(©)B)(V)(A)8) of this section dictates
that L’s employer coverage must be
evaluated to determine whether L’s
employer coverage is affordable for M.
Under paragraph (c)(3)(v)(A)(2) of this
section, L’s employer’s coverage is af-
fordable for M, because L’s required
contribution for K, L, and M does not
exceed the required contribution per-
centage of K’s and L’s household in-
come. Accordingly, M is eligible for
minimum essential coverage for all
months in 2023.

(7) Example 7: Determination of
unaffordability at enrollment. (i) Tax-
payer D is an employee of Employer X.
In November 2013 the Exchange for D’s
rating area projects that D’s 2014
household income will be $37,000. It
also verifies that D’s required contribu-
tion for self-only coverage under X’s
health insurance plan will be $3,700 (10
percent of household income). Con-
sequently, the Exchange determines
that X’s plan is unaffordable. D enrolls
in a qualified health plan and not in
X’s plan. In December 2014, X pays D a
$2,500 bonus. Thus, D’s actual 2014
household income is $39,5600 and D’s re-
quired contribution for coverage under
X’s plan is 9.4 percent of D’s household
income.

(i1) Based on D’s actual 2014 house-
hold income, D’s required contribution
does not exceed 9.5 percent of house-
hold income and X’s health plan is af-
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fordable for D. However, when D en-
rolled in a qualified health plan for
2014, the Exchange determined that X’s
plan was not affordable for D for 2014.
Consequently, under paragraph
(©)B)(V)(A)(3) of this section, X’s plan
is not affordable for D and D is not eli-
gible for minimum essential coverage
under X’s plan for 2014.

(8) Example 8: Determination of
unaffordability for plan year. The facts
are the same as in paragraph
©)B)(V)(D)(7) of this section (Example
7), except that X’s employee health in-
surance plan year is September 1 to
August 31. The Exchange for D’s rating
area determines in August 2014 that X’s
plan is unaffordable for D based on D’s
projected household income for 2014. D
enrolls in a qualified health plan as of
September 1, 2014. Under paragraph
(©)B)(V)(A)(3) of this section, X’s plan
is not affordable for D and D is not eli-
gible for minimum essential coverage
under X’s plan for the coverage months
September to December 2014 and Janu-
ary through August 2015.

(9) Example 9: No affordability informa-
tion affirmatively provided for annual re-
determination. (i) The facts are the same
as in paragraph (c)(3)(v)(D)(7) of this
section (Example 7), except the Ex-
change redetermines D’s eligibility for
advance credit payments for 2015. D
does not affirmatively provide the Ex-
change with current information re-
garding affordability and the Exchange
determines that D’s coverage is not af-
fordable for 2015 and approves advance
credit payments based on information
from the previous enrollment period. In
2015, D’s required contribution for cov-
erage under X’s plan is 9.4 percent of
D’s household income.

(ii) Because D does not respond to the
Exchange mnotification and the Ex-
change makes an affordability deter-
mination based on information from an
earlier year, the employee safe harbor
in paragraph (c)(3)(v)(A)(3) of this sec-
tion does not apply. D’s required con-
tribution for 2015 does not exceed 9.5
percent of D’s household income. Thus,
X’s plan is affordable for D for 2015 and
D is eligible for minimum essential
coverage for all months in 2015.

(10) Example 10: Determination of
unaffordability for part of plan year
(part-year period). (i) Taxpayer E is an
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employee of Employer X beginning in
May 2015. X’s employee health insur-
ance plan year is September 1 to Au-
gust 31. E’s required contribution for
self-only coverage for May through Au-
gust is $150 per month ($1,800 for the
full plan year). The Exchange for E’s
rating area projects E’s household in-
come for purposes of eligibility for ad-
vance credit payments as $18,000. E’s
actual household income for the 2015
taxable year is $20,000.

(i) Under paragraph (c)(3)(v)(B) of
this section, whether coverage under
X’s plan is affordable for E is deter-
mined for the remainder of X’s plan
year (May through August). E’s re-
quired contribution for a full plan year
($1,800) exceeds 9.5 percent of E’s house-
hold income (1,800/18,000 = 10 percent).
Therefore, the Exchange determines
that X’s coverage is unaffordable for
May through August. Although E’s ac-
tual household income for 2015 is
$20,000 (and E’s required contribution
of $1,800 does not exceed 9.5 percent of
E’s household income), under para-
graph (¢)(3)(v)(A)(3) of this section, X’s
plan is unaffordable for E for the part
of the plan year May through August
2015. Consequently, E is not eligible for
minimum essential coverage under X’s
plan for the period May through Au-
gust 2015.

(11) Example 11: Affordability deter-
mined for part of a taxable year (part-
year period). (i) Taxpayer F is an em-
ployee of Employer X. X’s employee
health insurance plan year is Sep-
tember 1 to August 31. F’s required
contribution for self-only coverage for
the period September 2014 through Au-
gust 2015 is $150 per month or $1,800 for
the plan year. F does not enroll in X’s
plan during X’s open season but enrolls
in a qualified health plan for Sep-
tember through December 2014. F does
not request advance credit payments
and does not ask the Exchange for his
rating area to determine whether X’s
coverage is affordable for F. F’s house-
hold income in 2014 is $18,000.

(ii) Because F is a calendar year tax-
payer and Employer X’s plan is not a
calendar year plan, F must determine
the affordability of X’s coverage for the
part-year period in 2014 (September-De-
cember) under paragraph (¢)(3)(v)(B) of
this section. F determines the afford-
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ability of X’s plan for the September
through December 2014 period by com-
paring the annual premiums ($1,800) to
F’s 2014 household income. F’s required
contribution of $1,800 is 10 percent of
F’s 2014 household income. Because F’s
required contribution exceeds 9.5 per-
cent of F’s 2014 household income, X’s
plan is not affordable for F for the
part-year period September through
December 2014 and F is not eligible for
minimum essential coverage under X’s
plan for that period.

(iii) F enrolls in Exchange coverage
for 2015 and does not ask the Exchange
to approve advance credit payments or
determine whether X’s coverage is af-
fordable. F’s 2015 household income is
$20,000.

(iv) F must determine if X’s plan is
affordable for the part-year period Jan-
uary 2015 through August 2015. F’s an-
nual required contribution ($1,800) is 9
percent of F’s 2015 household income.
Because F’s required contribution does
not exceed 9.5 percent of F’s 2015 house-
hold income, X’s plan is affordable for
F for the part-year period January
through August 2015 and F is eligible
for minimum essential coverage for
that period.

(12) Example 12: Coverage unaffordable
at year end. Taxpayer G is employed by
Employer X. In November 2014, the Ex-
change for G’s rating area determines
that G is eligible for affordable em-
ployer-sponsored coverage for 2015. G
nonetheless enrolls in a qualified
health plan for 2015 but does not re-
ceive advance credit payments. G’s 2015
household income is less than expected
and G’s required contribution for em-
ployer-sponsored coverage for 2015 ex-
ceeds 9.5 percent of G’s actual 2015
household income. Under paragraph
(©)B)(V)(A)(I) of this section, G is not
eligible for minimum essential cov-
erage under X’s plan for 2015.

(13) Wellness program incentives: (i)
Employer X offers an eligible em-
ployer-sponsored plan with a non-
discriminatory wellness program that
reduces premiums by $300 for employ-
ees who do not use tobacco products or
who complete a smoking cessation
course. Premiums are reduced by $200 if
an employee completes cholesterol
screening within the first six months of
the plan year. Employee B does not use
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tobacco and the cost of his premiums is
$3,700. Employee C uses tobacco and
the cost of her premiums is $4,000.

(71) Under paragraph (c)(3)(v)(A)(4) of
this section, only the incentives re-
lated to tobacco use are counted to-
ward the premium amount used to de-
termine the affordability of X’s plan. C
is treated as having earned the $300 in-
centive for attending a smoking ces-
sation course regardless of whether C
actually attends the course. Thus, the
required contribution for determining
affordability for both Employee B and
Employee C is $3,700. The $200 incentive
for completing cholesterol screening is
treated as not earned and does not re-
duce their required contribution.

(vi) Minimum value. See §1.36B-6 for
rules for determining whether an eligi-
ble employer-sponsored plan provides
minimum value. An HRA or other ac-
count-based group health plan de-
scribed in paragraph (c)(3)(i)(B) of this
section that is affordable for a month
under paragraph (c)(b) of this section is
treated as providing minimum value
for the month.

(vil) Enrollment in eligible employer-
sponsored plan—(A) In general. Except
as provided in paragraph (c)(3)(vii)(B)
of this section, the requirements of af-
fordability and minimum value do not
apply for months that an individual is
enrolled in an eligible employer-spon-
sored plan.

(B) Automatic enrollment. An em-
ployee or related individual is treated
as not enrolled in an eligible employer-
sponsored plan for a month in a plan
year or other period for which the em-
ployee or related individual is auto-
matically enrolled if the employee or
related individual terminates the cov-
erage before the later of the first day of
the second full calendar month of that
plan year or other period or the last
day of any permissible opt-out period
provided by the employer-sponsored
plan or in regulations to be issued by
the Department of Labor, for that plan
year or other period.

(C) Examples. The following examples
illustrate the provisions of this para-
graph (¢)(3)(vii):

Example 1. Taxpayer H is employed by Em-
ployer X in 2014. H’s required contribution
for self-only employer coverage exceeds 9.5
percent of H’s 2014 household income. H en-
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rolls in X’s calendar year plan for 2014. Under
paragraph (c)(3)(vii)(A) of this section, H is
eligible for minimum essential coverage for
2014 because H is enrolled in an eligible em-
ployer-sponsored plan for 2014.

Example 2. The facts are the same as in Ex-
ample 1, except that H terminates plan cov-
erage on June 30, 2014. Under paragraph
(c)(3)(vii)(A) of this section, H is eligible for
minimum essential coverage under X’s plan
for January through June 2014 but is not eli-
gible for minimum essential coverage under
X’s plan for July through December 2014.

Example 3. The facts are the same as in Ex-
ample 1, except that Employer X automati-
cally enrolls H in the plan for calendar year
2015. H terminates the coverage on January
20, 2015. Under paragraph (c)(3)(vii)(B) of this
section, H is not eligible for minimum essen-
tial coverage under X’s plan for January
2015.

(4) Special eligibility rules—(i) Related
individual. An individual who may en-
roll in minimum essential coverage be-
cause of a relationship to another per-
son eligible for the coverage, but is not
included in the family, as defined in
§1.36B-1(d), of the other eligible person,
is treated as eligible for such minimum
essential coverage only for months
that the related individual is enrolled
in the coverage.

(ii) Exchange unable to discontinue ad-
vance credit payments—(A) In general. If
an individual who is enrolled in a
qualified health plan for which advance
credit payments are made informs the
Exchange that the individual is or will
soon be eligible for other minimum es-
sential coverage and that advance cred-
it payments should be discontinued,
but the Exchange does not discontinue
advance credit payments for the first
calendar month beginning after the
month the individual informs the Ex-
change, the individual is treated as eli-
gible for the other minimum essential
coverage no earlier than the first day
of the second calendar month begin-
ning after the first month the indi-
vidual may enroll in the other min-
imum essential coverage.

(B) Medicaid or CHIP. If a determina-
tion is made that an individual who is
enrolled in a qualified health plan for
which advance credit payments are
made is eligible for Medicaid or CHIP
but the advance credit payments are
not discontinued for the first calendar
month beginning after the eligibility
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determination, the individual is treat-
ed as eligible for the Medicaid or CHIP
no earlier than the first day of the sec-
ond calendar month beginning after
the eligibility determination.

(b) Affordable HRA or other account-
based group health plan—(@i) In general.
Except as otherwise provided in this
paragraph (c)(5), an HRA or other ac-
count-based group health plan de-
scribed in paragraph (c)(3)(i)(B) of this
section is affordable for a month if the
employee’s required HRA contribution
(as defined in paragraph (c)(5)(ii) of
this section) for the month does not ex-
ceed 1/12 of the product of the employ-
ee’s household income for the taxable
year and the required contribution per-
centage (as defined in paragraph
(€)(B)(V)(C) of this section).

(ii) Required HRA contribution. An em-
ployee’s required HRA contribution is
the excess of—

(A) The monthly premium for the
lowest cost silver plan for self-only
coverage of the employee offered in the
Exchange for the rating area in which
the employee resides, over

(B) The monthly self-only HRA or
other account-based group health plan
amount (or the monthly maximum
amount available to the employee
under the HRA or other account-based
group health plan if the HRA or other
account-based group health plan pro-
vides for reimbursements up to a single
dollar amount regardless of whether an
employee has self-only or other-than-
self-only coverage).

(iii) Monthly amounts—(A) Monthly
lowest cost silver plan premium. For pur-
poses of paragraph (c)(5)(ii)(A) of this
section, the premium for the lowest
cost silver plan is determined without
regard to any wellness program incen-
tive that affects premiums unless the
wellness program incentive relates ex-
clusively to tobacco use, in which case
the incentive is treated as earned. If
the premium differs for tobacco users
and non-tobacco users, the premium
for the lowest cost silver plan is the
premium that applies to non-tobacco
users. For the purpose of this para-
graph (c)(5)(iii)(A), the term wellness
program incentive has the same mean-
ing as the term reward in 26 CFR
54.9802-1(f)(1)(1). A silver-level qualified
health plan that is used for purposes of
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determining a taxpayer’s lowest cost
silver plan for self-only coverage under
paragraph (c)(5)(ii)(A) of this section
does not cease to be the taxpayer’s low-
est cost silver plan for self-only cov-
erage solely because the plan termi-
nates or closes to enrollment during
the taxable year.

(B) Monthly HRA amount. For pur-
poses of paragraph (c)(5)(ii)(B) of this
section, the monthly self-only HRA or
other account-based group health plan
amount is the self-only HRA or other
account-based group health plan
amount newly made available under
the HRA for the plan year, divided by
the number of months in the plan year
the HRA or other account-based group
health plan is available to the em-
ployee. The monthly maximum amount
available to the employee under the
HRA or other account-based group
health plan is the maximum amount
newly made available for the plan year
to the employee under the plan, divided
by the number of months in the plan
year the HRA or other account-based
group health plan is available to the
employee.

(iv) Employee safe harbor. An HRA or
other account-based group health plan
described in paragraph (c)(3)(i)(B) of
this section is not affordable for a
month for an employee or a related
HRA individual if, when the employee
or related HRA individual enrolls in a
qualified health plan for a period coin-
ciding with the period the HRA or
other account-based group health plan
is available to the employee or related
HRA individual (in whole or in part),
an Exchange determines that the HRA
or other account-based group health
plan is not affordable for the period of
enrollment in the qualified health
plan. This paragraph (c)(5)(iv) does not
apply to a determination made as part
of the redetermination process de-
scribed in 45 CFR 155.335 unless the in-
dividual receiving an Exchange rede-
termination notification affirmatively
responds and provides current informa-
tion about affordability. This para-
graph (¢)(5)(iv) does not apply for an in-
dividual who, with intentional or reck-
less disregard for the facts, provides in-
correct information to an Exchange
concerning the relevant HRA or other
account-based group health plan
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amount offered by the employee’s em-
ployer. A reckless disregard of the
facts occurs if the taxpayer makes lit-
tle or no effort to determine whether
the information provided to the Ex-
change is accurate under  cir-
cumstances that demonstrate a sub-
stantial deviation from the standard of
conduct a reasonable person would ob-
serve. A disregard of the facts is inten-
tional if the taxpayer knows that the
information provided to the Exchange
is inaccurate.

(v) Amounts used for affordability de-
termination. Only amounts that are
newly made available for the plan year
of the HRA or other account-based
group health plan described in para-
graph (¢)(3)(i)(B) of this section and de-
terminable within a reasonable time
before the beginning of the plan year of
the HRA or other account-based health
plan are considered in determining
whether an HRA or other account-
based group health plan described in
paragraph (¢)(3)(i)(B) of this section is
affordable. Amounts made available for
a prior plan year that carry over to the
current plan year are not taken into
account for purposes of this paragraph
(c)(5). Similarly, amounts made avail-
able to account for amounts remaining
in a different HRA or other account-
based group health plan the employer
previously provided to the employee
and under which the employee is no
longer covered are not taken into ac-
count for purposes of this paragraph
(€)(3).

(vi) Affordability for part-year period.
Affordability under this paragraph
(c)(b) is determined separately for each
employment period that is less than a
full calendar year or for the portions of
the plan year of an employer’s HRA or
other account-based group health plan
that fall in different taxable years of
an applicable taxpayer. An HRA or
other account-based group health plan
described in paragraph (c)(3)(i)(B) of
this section is affordable for a part-
year  period if  the employee’s
annualized required HRA contribution
for the part-year period does not ex-
ceed the required contribution percent-
age of the applicable taxpayer’s house-
hold income for the taxable year. The
employee’s annualized required HRA
contribution is the employee’s required
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HRA contribution for the part-year pe-
riod times a fraction, the numerator of
which is 12 and the denominator of
which is the number of months in the
part-year period during the applicable
taxpayer’s taxable year. Only full cal-
endar months are included in the com-
putation under this paragraph
(©)(5)(vi).

(vii) Related individual not allowed as
a personal exemption deduction. A re-
lated HRA individual is treated as in-
eligible for minimum essential cov-
erage under an HRA or other account-
based group health plan described in
paragraph (¢)(3)(1)(B) of this section for
months that the employee opted out of
and waived future reimbursements
from the HRA or other account-based
group health plan and the employee is
not allowed a personal exemption de-
duction under section 151 for the re-
lated HRA individual.

(viii) Post-employment coverage. An in-
dividual who is offered an HRA or
other account-based group health plan
described in paragraph (¢)(3)(i)(B) of
this section, for months after an em-
ployee terminates employment with
the employer offering the HRA or other
account-based group health plan, is eli-
gible for minimum essential coverage
under the HRA or other account-based
group health plan for months after ter-
mination of employment only if the
employee does not forfeit or opt out of
and waive future reimbursements from
the HRA or other account-based group
health plan for months after termi-
nation of employment.

(ix) Examples. The following examples
illustrate the provisions of this para-
graph (c)(5). The required contribution
percentage is defined in paragraph
©)@B)(V)(C) of this section and is up-
dated annually. Because the required
contribution percentage for 2020 has
not yet been determined, the examples
assume a required contribution per-
centage for 2020 of 9.78 percent.

(A) Example 1: Determination of afford-
ability—(1) Facts. In 2020 Taxpayer A is
single, has no dependents, and has
household income of $28,000. A is an
employee of Employer X for all of 2020.
X offers its employees an HRA de-
scribed in paragraph (c)(3)(i)(B) of this
section that reimburses $2,400 of med-
ical care expenses for single employees

110



Internal Revenue Service, Treasury

with no children (the self-only HRA
amount) and $4,000 for employees with
a spouse or children for the medical ex-
penses of the employees and their fam-
ily members. A enrolls in a qualified
health plan through the Exchange in
the rating area in which A resides and
remains enrolled for all of 2020. The
monthly premium for the lowest cost
silver plan for self-only coverage of A
that is offered in the Exchange for the
rating area in which A resides is $500.

(2) Conclusion. A’s required HRA con-
tribution, as defined in paragraph
(c)(5)(ii) of this section, is $300, the ex-
cess of $500 (the monthly premium for
the lowest cost silver plan for self-only
coverage of A) over $200 (1/12 of the self-
only HRA amount provided by Em-
ployer X to its employees). In addition,
1/12 of the product of 9.78 percent and
A’s household income is $228 ($28,000 x
.0978 = $2,738; $2,738/12 = $228). Because
A’s required HRA contribution of $300
exceeds $228 (1/12 of the product of 9.78
percent and A’s household income), the
HRA is unaffordable for A for each
month of 2020 under paragraph (c)(5) of
this section. If A opts out of and waives
future reimbursements from the HRA,
A is not eligible for minimum essential
coverage under the HRA for each
month of 2020 under paragraph
(¢)(3)(1)(B) of this section.

(B) Example 2: Determination of afford-
ability for a related HRA individual—()
Facts. In 2020 Taxpayer B is married
and has one child who is a dependent of
B for 2020. B has household income of
$28,000. B is an employee of Employer X
for all of 2020. X offers its employees an
HRA described in paragraph (¢)(3)(i)(B)
of this section that reimburses $3,600 of
medical care expenses for single em-
ployees with no children (the self-only
HRA amount) and $5,000 for employees
with a spouse or children for the med-
ical expenses of the employees and
their family members. B, B’s spouse,
and B’s child enroll in a qualified
health plan through the Exchange in
the rating area in which B resides and
they remain enrolled for all of 2020. No
advance credit payments are made for
their coverage. The monthly premium
for the lowest cost silver plan for self-
only coverage of B that is offered in
the Exchange for the rating area in
which B resides is $500.
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(2) Conclusion. B’s required HRA con-
tribution, as defined in paragraph
(c)(5)(ii) of this section, is $200, the ex-
cess of $500 (the monthly premium for
the lowest cost silver plan for self-only
coverage for B) over $300 (1/12 of the
self-only HRA amount provided by Em-
ployer X to its employees). In addition,
1/12 of the product of 9.78 percent and
B’s household income for 2020 is $228
($28,000 x .0978 = $2,738; $2,738/12 = $228).
Because B’s required HRA contribution
of $200 does not exceed $228 (1/12 of the
product of 9.78 percent and B’s house-
hold income for 2020), the HRA is af-
fordable for B under paragraph (c)(5) of
this section, and B is eligible for min-
imum essential coverage under an eli-
gible employer-sponsored plan for each
month of 2020 under paragraph
(©)(3)(1)(B) of this section. In addition,
B’s spouse and child are also eligible
for minimum essential coverage under
an eligible employer-sponsored plan for
each month of 2020 under paragraph
(¢)(3)(1)(B) of this section.

(C) Example 3: Ezxchange determines
that HRA is unaffordable—(1) Facts. The
facts are the same as in paragraph
(c)(5)(ix)(B) of this section (Example 2),
except that B, when enrolling in Ex-
change coverage for B’s family, re-
ceived a determination by the Ex-
change that the HRA was unaffordable,
because B believed B’s household in-
come would be lower than it turned out
to be. Consequently, advance -credit
payments were made for their 2020 cov-
erage.

(2) Conclusion. Under paragraph
(¢)(5)(iv) of this section, the HRA is
considered unaffordable for B, B’s
spouse, and B’s child for each month of
2020 provided that B did not, with in-
tentional or reckless disregard for the
facts, provide incorrect information to
the Exchange concerning the HRA.

(D) Example 4: Affordability determined
for part of a taxable year (part-year pe-
riod)—(1) Facts. Taxpayer C is an em-
ployee of Employer X. C’s household
income for 2020 is $28,000. X offers its
employees an HRA described in para-
graph (¢)(3)(i)(B) of this section that
reimburses medical care expenses of
$3,600 for single employees without
children (the self-only HRA amount)
and $5,000 to employees with a spouse
or children for the medical expenses of
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the employees and their family mem-
bers. X’s HRA plan year is September 1
to August 31 and C is first eligible to
participate in the HRA for the period
beginning September 1, 2020. C enrolls
in a qualified health plan through the
Exchange in the rating area in which C
resides for all of 2020. The monthly pre-
mium for the lowest cost silver plan for
self-only coverage of C that is offered
in the Exchange for the rating area in
which C resides for 2020 is $500.

(2) Conclusion. Under paragraph
(¢)(3)(vi) of this section, the afford-
ability of the HRA is determined sepa-
rately for the period September 1
through December 31, 2020, and for the
period January 1 through August 31,
2021. C’s required HRA contribution, as
defined in paragraph (c)(5)(ii) of this
section, for the period September 1
through December 31, 2020, is $200, the
excess of $500 (the monthly premium
for the lowest cost silver plan for self-
only coverage for C) over $300 (1/12 of
the self-only HRA amount provided by
X to its employees). In addition, 1/12 of
the product of 9.78 percent and C’s
household income is $228 ($28,000 x .0978
= $2,738; $2,738/12 = $228). Because C’s re-
quired HRA contribution of $200 does
not exceed $228, the HRA is affordable
for C for each month in the period Sep-
tember 1 through December 31, 2020,
under paragraph (c)(b) of this section.
Affordability for the period January 1
through August 31, 2021, is determined
using C’s 2021 household income and re-
quired HRA contribution.

(E) Example 5: Carryover amounts ig-
nored in determining affordability—)
Facts. Taxpayer D is an employee of
Employer X for all of 2020 and 2021. D is
single. For each of 2020 and 2021, X of-
fers its employees an HRA described in
paragraph (c)(3)(i)(B) of this section
that provides reimbursement for med-
ical care expenses of $2,400 to single
employees with no children (the self-
only HRA amount) and $4,000 to em-
ployees with a spouse or children for
the medical expenses of the employees
and their family members. Under the
terms of the HRA, amounts that an
employee does not use in a calendar
year may be carried over and used in
the next calendar year. In 2020, D used
only $1,500 of her $2,400 maximum reim-
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bursement and the unused $900 is car-
ried over and may be used by D in 2021.

(2) Conclusion. Under paragraph
(c)(5)(v) of this section, only the $2,400
self-only HRA amount offered to D for
2021 is considered in determining
whether D’s HRA is affordable for D.
The $900 carryover amount is not con-
sidered in determining the afford-
ability of the HRA.

(d) Applicability date. Paragraphs
()(2) and (c)B)(v)(C) of this section
apply to taxable years beginning after
December 31, 2013.

(e) Applicability dates. (1) Except as
provided in paragraphs (e)(2) through
(5) of this section, this section applies
to taxable years ending after December
31, 2013.

(2) Paragraph (b)(6)(ii), the last three
sentences of paragraph (c)(2)(v), para-
graph (c)(3)(1), paragraph (c)(3)(iii)(A),
the last three sentences of paragraph
(©)B)(V)(A)(3), and paragraph (c)(4) of
this section apply to taxable years be-
ginning after December 31, 2016. Para-
graphs (b)(6), (¢)(3)(1), (c)(3)({ii)(A), and
(c)(4) of §1.36B-2 as contained in 26 CFR
part I edition revised as of April 1, 2016,
apply to taxable years ending after De-
cember 31, 2013, and beginning before
January 1, 2017.

(3) Paragraphs (¢)(3)(i1)(B) and (c)(b) of
this section, and the last sentences of
paragraphs  (c)(3)(i1),  ()B)V)(A)I)
through (3), and (c)(3)(vi) of this sec-
tion apply to taxable years beginning
on or after January 1, 2020.

(4) Paragraph (c)(4)(i) of this section
applies to taxable years ending on or
after December 31, 2020.

(5) The first two sentences of para-

graph (©)BW(A)2D), paragraph
(©)B)(V)(A)8), the second sentence of
paragraph ©)B)(V)(B), paragraphs

(©)B)(v)(D)(1) through (6), and the first
sentences of paragraphs (c)(3)(v)(D)(8)
and (9) of this section apply to taxable
years beginning after December 31,
2022.

[T.D. 9590, 77 FR 30385, May 23, 2012, as
amended by T.D. 9611, 78 FR 7265, Feb. 1, 2013;
T.D. 9683, 79 FR 43626, July 28, 2014; 80 FR
78974, Dec. 18, 2015; T.D. 9804, 81 FR 91764,
Dec. 19, 2016; T.D. 9822, 82 FR 34606, July 26,
2017; T.D. 9867, 84 FR 28984, June 20, 2019; T.D.
9912, 85 FR 76978, Dec. 1, 2020; T.D. 9968, 87 FR
62002, Oct. 13, 2022]
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§1.36B-3 Computing the premium as-
sistance credit amount.

(a) In general. A taxpayer’s premium
assistance credit amount for a taxable
year is the sum of the premium assist-
ance amounts determined under para-
graph (d) of this section for all cov-
erage months for individuals in the
taxpayer’s family.

(b) Definitions. For purposes of this
section—

(1) The cost of a qualified health plan
is the premium the plan charges; and

(2) The term coverage family means, in
each month, the members of a tax-
payer’s family for whom the month is a
coverage month.

(c) Coverage month—(1) In general. A
month is a coverage month for an indi-
vidual if—

(i) As of the first day of the month,
the individual is enrolled in a qualified
health plan through an Exchange;

(ii) The taxpayer pays the taxpayer’s
share of the premium for the individ-
ual’s coverage under the plan for the
month by the unextended due date for
filing the taxpayer’s income tax return
for that taxable year, or the full pre-
mium for the month is paid by advance
credit payments; and

(iii) The individual is not eligible for
the full calendar month for minimum
essential coverage (within the meaning
of §1.36B-2(c)) other than coverage de-
scribed in section 5000A(f)(1)(C) (relat-
ing to coverage in the individual mar-
ket).

(2) Certain individuals enrolled during
a month. If an individual enrolls in a
qualified health plan and the enroll-
ment is effective on the date of the in-
dividual’s birth, adoption, or place-
ment for adoption or in foster care, or
on the effective date of a court order,
the individual is treated as enrolled as
of the first day of that month for pur-
poses of this paragraph (c).

(3) Premiums paid for a tarpayer. Pre-
miums another person pays for cov-
erage of the taxpayer, taxpayer’s
spouse, or dependent are treated as
paid by the taxpayer.

(4) Appeals of coverage eligibility. A
taxpayer who is eligible for advance
credit payments pursuant to an eligi-
bility appeal decision implemented
under 45 CFR 155.545(c)(1)(ii) for cov-
erage of a member of the taxpayer’s
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coverage family who, based on the ap-
peal decision, retroactively enrolls in a
qualified health plan is considered to
have met the requirement in paragraph
(c)(1)(ii) of this section for a month if
the taxpayer pays the taxpayer’s share
of the premiums for coverage under the
plan for the month on or before the
120th day following the date of the ap-
peals decision.

(5) Examples. The following examples
illustrate the provisions of this para-
graph (c):

Example 1. (i) Taxpayer M is single with no
dependents. In December 2013, M enrolls in a
qualified health plan for 2014 and the Ex-
change approves advance credit payments. M
pays M’s share of the premiums. On May 15,
2014, M enlists in the U.S. Army and is eligi-
ble immediately for government-sponsored
minimum essential coverage.

(ii) Under paragraph (c)(1) of this section,
January through May 2014 are coverage
months for M. June through December 2014
are not coverage months because M is eligi-
ble for minimum essential coverage for those
months. Thus, under paragraph (a) of this
section, M’s premium assistance credit
amount for 2014 is the sum of the premium
assistance amounts for the months January
through May.

Example 2. (i) Taxpayer N has one depend-
ent, S. S is eligible for government-spon-
sored minimum essential coverage. N is not
eligible for minimum essential coverage. N
enrolls in a qualified health plan for 2014 and
the Exchange approves advance credit pay-
ments. On August 1, 2014, S loses eligibility
for minimum essential coverage. N termi-
nates enrollment in the qualified health plan
that covers only N and enrolls in a qualified
health plan that covers N and S for August
through December 2014. N pays all premiums
not covered by advance credit payments.

(ii) Under paragraph (c)(1) of this section,
January through December of 2014 are cov-
erage months for N and August through De-
cember are coverage months for N and S. N’s
premium assistance credit amount for 2014 is
the sum of the premium assistance amounts
for these coverage months.

Example 3. (i) O and P are the divorced par-
ents of T. Under the divorce agreement be-
tween O and P, T resides with P and P claims
T as a dependent. However, O must pay pre-
miums for health insurance for T. P enrolls
T in a qualified health plan for 2014. O pays
the portion of T’s qualified health plan pre-
miums not covered by advance credit pay-
ments.

(ii) Because P claims T as a dependent, P
(and not O) may claim a premium tax credit
for coverage for T. See §1.36B-2(a). Under
paragraph (c)(2) of this section, the pre-
miums that O pays for coverage for T are
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treated as paid by P. Thus, the months when
T is covered by a qualified health plan and
not eligible for other minimum essential
coverage are coverage months under para-
graph (c¢)(1) of this section in computing P’s
premium tax credit under paragraph (a) of
this section.

Example 4. Q, an American Indian, enrolls
in a qualified health plan for 2014. Q’s tribe
pays the portion of Q’s qualified health plan
premiums not covered by advance credit pay-
ments. Under paragraph (c)(2) of this section,
the premiums that Q’s tribe pays for Q are
treated as paid by Q. Thus, the months when
Q is covered by a qualified health plan and
not eligible for other minimum essential
coverage are coverage months under para-
graph (c)(1) of this section in computing Q’s
premium tax credit under paragraph (a) of
this section.

(d) Premium assistance amount—(1)
Premium assistance amount. The pre-
mium assistance amount for a coverage
month is the lesser of—

(i) The premiums for the month, re-
duced by any amounts that were re-
funded in the same taxable year as the
premium liability is incurred, for one
or more qualified health plans in which
a taxpayer or a member of the tax-
payer’s family enrolls (enrollment pre-
miums); or

(ii) The excess of the adjusted month-
ly premium for the applicable bench-
mark plan (benchmark plan premium)
over Y2 of the product of a taxpayer’s
household income and the applicable
percentage for the taxable year (the
taxpayer’s contribution amount).

(2) Examples. The following examples
illustrate the rules of paragraph (d)(1)
of this section.

Example 1. Taxpayer Q is single and has no
dependents. Q enrolls in a qualified health
plan with a monthly premium of $400. Q’s
monthly benchmark plan premium is $500,
and his monthly contribution amount is $80.
Q’s premium assistance amount for a cov-
erage month is $400 (the lesser of $400, Q’s
monthly enrollment premium, and $420, the
difference between Q’s monthly benchmark
plan premium and Q’s contribution amount).

Example 2. (i) Taxpayer R is single and has
no dependents. R enrolls in a qualified health
plan with a monthly premium of $450. The
difference between R’s benchmark plan pre-
mium and contribution amount for the
month is $420.

(ii) The issuer of R’s qualified health plan
is notified that R died on September 20. The
issuer terminates coverage as of that date
and refunds the remaining portion of the
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September enrollment premiums ($150) for
R’s coverage.

(iii) R’s premium assistance amount for
each coverage month from January through
August is $420 (the lesser of $450 and $420).
Under paragraph (d)(1) of this section, R’s
premium assistance amount for September is
the lesser of the enrollment premiums for
the month, reduced by any amounts that
were refunded ($300 ($450-$150)) or the dif-
ference between the benchmark plan pre-
mium and the contribution amount for the
month ($420). R’s premium assistance
amount for September is $300, the lesser of
$420 and $300.

Example 3. The facts are the same as in Ex-
ample 2 of this paragraph (d)(2), except that
the qualified health plan issuer does not re-
fund any enrollment premiums for Sep-
tember. Under paragraph (d)(1) of this sec-
tion, R’s premium assistance amount for
September is $420, the lesser of $450 and $420.

(e) Adjusted monthly premium. The ad-
justed monthly premium is the pre-
mium an issuer would charge for the
applicable benchmark plan to cover all
members of the taxpayer’s coverage
family, adjusted only for the age of
each member of the coverage family as
allowed under section 2701 of the Public
Health Service Act (42 U.S.C. 300gg).
The adjusted monthly premium is de-
termined without regard to any pre-
mium discount or rebate under the
wellness discount demonstration
project under section 2705(d) of the
Public Health Service Act (42 U.S.C.
300gg-4(d)) and may not include any ad-
justments for tobacco use. The ad-
justed monthly premium for a coverage
month is determined as of the first day
of the month.

(f) Applicable benchmark plan—@Q1) In
general. Except as otherwise provided
in this paragraph (f), the applicable
benchmark plan for each coverage
month is the second-lowest-cost silver
plan (as described in section
1302(d)(1)(B) of the Affordable Care Act
(42 U.S.C. 18022(d)(1)(B))) offered to the
taxpayer’s coverage family through the
Exchange for the rating area where the
taxpayer resides for—

(i) Self-only coverage for a tax-
payer—

(A) Who computes tax under section
1(c) (unmarried individuals other than
surviving spouses and heads of house-
hold) and is not allowed a deduction
under section 151 for a dependent for
the taxable year;
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(B) Who purchases only self-only cov-
erage for one individual; or

(C) Whose coverage family includes
only one individual; and

(ii) Family coverage for all other tax-
payers.

(2) Family coverage. The applicable
benchmark plan for family coverage is
the second lowest-cost silver plan that
would cover the members of the tax-
payer’s coverage family (such as a plan
covering two adults if the members of
a taxpayer’s coverage family are two
adults).

(3) Silver-level plan mnot covering pedi-
atric dental benefits. If one or more sil-
ver-level qualified health plans offered
through an Exchange do not cover pe-
diatric dental benefits, the premium
for the applicable benchmark plan is
determined based on the second lowest-
cost option among—

(i) The silver-level qualified health
plans that are offered by the Exchange
to the members of the coverage family
and that provide pediatric dental bene-
fits; and

(ii) The silver-level qualified health
plans that are offered by the Exchange
to the members of the coverage family
that do not provide pediatric dental
benefits in conjunction with the second
lowest-cost portion of the premium for
a stand-alone dental plan (within the
meaning of section 1311(d)(2)(B)(ii) of
the Affordable Care Act (42 U.S.C.
18031(d)(2)(B)(ii)) offered by the Ex-
change to the members of the coverage
family that is properly allocable to pe-
diatric dental Dbenefits determined
under guidance issued by the Secretary
of Health and Human Services.

(4) Family members residing in different
locations. If members of a taxpayer’s
coverage family reside in different lo-
cations, the taxpayer’s benchmark plan
premium is the sum of the premiums
for the applicable benchmark plans for
each group of coverage family members
residing in different locations, based on
the plans offered to the group through
the Exchange where the group resides.
If all members of a taxpayer’s coverage
family reside in a single location that
is different from where the taxpayer re-
sides, the taxpayer’s benchmark plan
premium is the premium for the appli-
cable benchmark plan for the coverage
family, based on the plans offered
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through the Exchange to the tax-
payer’s coverage family for the rating
area where the coverage family resides.

(5) Single or multiple policies needed to
cover the family—(i) Policy covering a
taxpayer’s family. If a silver-level plan
or a stand-alone dental plan offers cov-
erage to all members of a taxpayer’s
coverage family who reside in the same
location under a single policy, the pre-
mium (or allocable portion thereof, in
the case of a stand-alone dental plan)
taken into account for the plan for pur-
poses of determining the applicable
benchmark plan under paragraphs
() (1), ()(2), and (f)(3) of this section is
the premium for this single policy.

(i1) Policy not covering a taxpayer’s
family. If a silver-level qualified health
plan or a stand-alone dental plan would
require multiple policies to cover all
members of a taxpayer’s coverage fam-
ily who reside in the same location (for
example, because of the relationships
within the family), the premium (or al-
locable portion thereof, in the case of a
standalone dental plan) taken into ac-
count for the plan for purposes of de-
termining the applicable benchmark
plan under paragraphs (f)(1), (f)(2), and
(£)(3) of this section is the sum of the
premiums (or allocable portion thereof,
in the case of a stand-alone dental
plan) for self-only policies under the
plan for each member of the coverage
family who resides in the same loca-
tion.

(6) Plan not available for enrollment. A
silver-level qualified health plan or a
stand-alone dental plan that is not
open to enrollment by a taxpayer or
family member at the time the tax-
payer or family member enrolls in a
qualified health plan is disregarded in
determining the applicable benchmark
plan.

(T) Benchmark plan terminates or closes
to enrollment during the year. A silver-
level qualified health plan or a stand-
alone dental plan that is used for pur-
poses of determining the applicable
benchmark plan under this paragraph
(f) for a taxpayer does not cease to be
the applicable benchmark plan for a
taxable year solely because the plan or
a lower cost plan terminates or closes
to enrollment during the taxable year.

(8) Only one silver-level plan offered to
the coverage family. If there is only one
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silver-level qualified health plan or one
stand-alone dental plan offered through
an Exchange that would cover all mem-
bers of a taxpayer’s coverage family
who reside in the same location
(whether under one policy or multiple
policies), that plan is used for purposes
of determining the taxpayer’s applica-
ble benchmark plan.

(9) Examples. The following examples
illustrate the rules of this paragraph
(f). Unless otherwise stated, in each ex-
ample the plans are open to enrollment
to a taxpayer or family member at the
time of enrollment and are offered
through the Exchange for the rating
area where the taxpayer resides:

Example 1. Single taxpayer enrolls in Ex-
change coverage. Taxpayer A is single, has no
dependents, and enrolls in a qualified health
plan. The Exchange in the rating area in
which A resides offers only silver-level quali-
fied health plans that provide pediatric den-
tal benefits. Under paragraphs (f)(1) and (f)(2)
of this section, A’s applicable benchmark
plan is the second lowest cost silver plan
providing self-only coverage for A.

Example 2. Single taxpayer enrolls with de-
pendent child through an Exchange where all
qualified health plans provide pediatric dental
benefits. Taxpayer B is single and claims her
12-year old daughter, C, as a dependent. B
purchases family coverage for herself and C.
The Exchange in the rating area in which B
and C reside offers qualified health plans
that provide pediatric dental benefits but
does not offer qualified health plans without
pediatric dental benefits. Under paragraphs
(£)(1) and (f)(2) of this section, B’s applicable
benchmark plan is the second lowest-cost
silver plan providing family coverage to B
and C.

Example 3. Single tarpayer enrolls with de-
pendent child through an Exchange where one
or more qualified health plans do not provide
pediatric dental benefits. (i) Taxpayer D is sin-
gle and claims his 10-year old son, E, as a de-
pendent. The Exchange in the rating area in
which D and E reside offers three silver-level
qualified health plans, one of which provides
pediatric dental benefits (S1) and two of
which do not (S2 and S3), in which D and E
may enroll. The Exchange also offers two
stand-alone dental plans (DP1 and DP2)
available to D and E. The monthly premiums
allocable to essential health benefits for the
silver-level plans are as follows:

S51—$650
S2—$620
S3—8$590

(ii) The monthly premiums, and the por-
tion of the premium allocable to pediatric
dental benefits, for the two dental plans are
as follows:
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DP1—$50 ($20 allocable to pediatric dental
benefits)

DP2—$40 ($15 allocable to pediatric dental
benefits).

(iii) Under paragraph (f)(3) of this section,
D’s applicable benchmark plan is the second
lowest cost option among the following of-
fered by the rating area in which D resides:
Silver-level qualified health plans providing
pediatric dental benefits ($650 for S1) and the
silver-level qualified health plans not pro-
viding pediatric dental benefits, in conjunc-
tion with the second lowest-cost portion of
the premium for a stand-alone dental plan
properly allocable to pediatric dental bene-
fits ($690 for S3 in conjunction with $20 for
DP1 = $610 and $620 for S2 in conjunction
with $20 for DP1 = $640). Under paragraph (e)
of this section, the adjusted monthly pre-
mium for D’s applicable benchmark plan is
$640.

Example 4. Single taxpayer enrolls with de-
pendent adult through an Exchange where one
or more qualified health plans do not provide
pediatric dental benefits. (i) The facts are the
same as in Example 3, except Taxpayer D’s
coverage family consists of D and D’s 22-year
old son, F, who is a dependent of D. The
monthly premiums allocable to essential
health benefits for the silver-level plans are
as follows:

S1—$630
52—$590
S3—$580

(ii) Because no one in D’s coverage family
is eligible for pediatric dental benefits, $0 of
the premium for a stand-alone dental plan is
allocable to pediatric dental benefits in de-
termining A’s applicable benchmark plan.
Consequently, under paragraphs (f)(1), (£)(2),
and (f)(3) of this section, D’s applicable
benchmark plan is the second lowest-cost op-
tion among the following options offered by
the rating area in which D resides: Silver-
level qualified health plans providing pedi-
atric dental benefits ($630 for S1) and the sil-
ver-level qualified health plans not providing
pediatric dental benefits, in conjunction
with the second lowest-cost portion of the
premium for a stand-alone dental plan prop-
erly allocable to pediatric dental benefits
($580 for S3 in conjunction with $0 for DP1 =
$580 and $590 for S2 in conjunction with $0 for
DP1 = $590). Under paragraph (e) of this sec-
tion, the adjusted monthly premium for D’s
applicable benchmark plan is $590.

Example 5. Single taxpayer enrolls with de-
pendent and nondependent. Taxpayer G is sin-
gle and resides with his 25-year old daughter,
H, and with his 14-year old son, I. G may
claim I, but not H, as a dependent. G, H, and
I enroll in coverage through the Exchange in
the rating area in which they all reside. The
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Exchange offers only silver-level plans pro-
viding pediatric dental benefits. Under para-
graphs (£)(1) and (f)(2) of this section, G’s ap-
plicable benchmark plan is the second low-
est-cost silver plan covering G and I. How-
ever, H may qualify for a premium tax credit
if H is otherwise eligible. See paragraph (h)
of this section.

Example 6. Change in coverage family. Tax-
payer J is single and has no dependents when
she enrolls in a qualified health plan. The
Exchange in the rating area in which she re-
sides offers only silver-level plans that pro-
vide pediatric dental benefits. On August 1, J
has a child, K, whom she claims as a depend-
ent. J enrolls in a qualified health plan cov-
ering J and K effective August 1. Under para-
graphs (f)(1) and (f)(2) of this section, J’s ap-
plicable benchmark plan for January
through July is the second lowest-cost silver
plan providing self-only coverage for J, and
J’s applicable benchmark plan for the
months August through December is the sec-
ond lowest-cost silver plan covering J and K.

Example 7. Minimum essential coverage for
some coverage months. Taxpayer L claims his
6-year old daughter, M, as a dependent. L
and M are enrolled for the entire year in a
qualified health plan that offers only silver-
level plans that provide pediatric dental ben-
efits. L, but not M, is eligible for govern-
ment-sponsored minimum essential coverage
for September to December. Thus, under
paragraph (c)(1)(iii) of this section, January
through December are coverage months for
M, and January through August are coverage
months for L. Because, under paragraphs (d)
and (f)(1) of this section, the premium assist-
ance amount for a coverage month is com-
puted based on the applicable benchmark
plan for that coverage month, L’s applicable
benchmark plan for January through August
is the second lowest-cost option covering L
and M. Under paragraph (f)(1)(i)(C) of this
section, L’s applicable benchmark plan for
September through December is the second
lowest-cost silver plan providing self-only
coverage for M.

Example 8. Family member eligible for min-
imum essential coverage for the taxable year.
The facts are the same as in Example 7, ex-
cept that L is not eligible for government-
sponsored minimum essential coverage for
any months and M is eligible for government
sponsored minimum essential coverage for
the entire year. Under paragraph (f)(1)(i)(C)
of this section, L’s applicable benchmark
plan is the second lowest-cost silver plan
providing self-only coverage for L.

Example 9. Benchmark plan premium for a
coverage family with family members who reside
in different locations. (i) Taxpayer N’s cov-
erage family consists of N and her three de-
pendents O, P, and Q. N, O, and P reside to-
gether but Q resides in a different location.
The monthly applicable benchmark plan pre-
mium for N, O, and P is $1,000 and the
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monthly applicable benchmark plan pre-
mium for Q is $220.

(ii) Under paragraph (f)(4) of this section,
because the members of N’s coverage family
reside in different locations, the monthly
premium for N’s applicable benchmark plan
is the sum of $1,000, the monthly premiums
for the applicable benchmark plan for N, O,
and P, who reside together, and $220, the
monthly applicable benchmark plan pre-
mium for Q, who resides in a different loca-
tion than N, O, and P. Consequently, the pre-
mium for N’s applicable benchmark plan is
$1,220.

Example 10. Aggregation of silver-level policies
for plans not covering a family under a single
policy. (i) Taxpayers R and S are married and
live with S’s mother, T, whom they claim as
a dependent. The Exchange for their rating
area offers self-only and family coverage at
the silver level through Issuers A, B, and C,
which each offer only one silver-level plan.
The silver-level plans offered by Issuers A
and B do not cover R, S, and T under a single
policy. The silver-level plan offered by Issuer
A costs the following monthly amounts for
self-only coverage of R, S, and T, respec-
tively: $400, $450, and $600. The silver-level
plan offered by Issuer B costs the following
monthly amounts for self-only coverage of R,
S, and T, respectively: $250, $300, and $450.
The silver-level plan offered by Issuer C pro-
vides coverage for R, S, and T under one pol-
icy for a $1,200 monthly premium.

(ii) Under paragraph (f)(5) of this section,
Issuer C’s silver-level plan that covers R, S,
and T under one policy ($1,200 monthly pre-
mium) and Issuer A’s and Issuer B’s silver-
level plans that do not cover R, S and T
under one policy are considered in deter-
mining R’s and S’s applicable benchmark
plan. In addition, under paragraph (f)(5)(ii) of
this section, in determining R’s and S’s ap-
plicable benchmark plan, the premium taken
into account for Issuer A’s plan is $1,450 (the
aggregate premiums for self-only policies
covering R ($400), S ($450), and T ($600) and
the premium taken into account for Issuer
B’s plan is $1,000 (the aggregate premiums
for self-only policies covering R ($250), S
($300), and T ($450). Consequently, R’s and S’s
applicable benchmark plan is the Issuer C
silver-level plan covering R’s and S’s cov-
erage family and the premium for their ap-
plicable benchmark plan is $1,200.

Example 11. Benchmark plan premium for a
taxpayer with family members who cannot en-
roll in one policy and who reside in different lo-
cations. (i) Taxpayer U’s coverage family
consists of U, U’s mother, V, and U’s two
daughters, W and X. U and V reside together
in Location 1 and W and X reside together in
Location 2. The Exchange in the rating area
in which U and V reside does not offer a sil-
ver-level plan that covers U and V under a
single policy, whereas all the silver-level
plans offered through the Exchange in the
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rating area in which W and X reside cover W
and X under a single policy. Both Exchanges
offer only silver-level plans that provide pe-
diatric dental benefits. The silver plan of-
fered by the Exchange for the rating area in
which U and V reside that would cover U and
V under self-only policies with the second-
lowest aggregate premium costs $400 a
month for self-only coverage for U and $600 a
month for self-only coverage for V. The
monthly premium for the second-lowest cost
silver plan covering W and X that is offered
by the Exchange for the rating area in which
W and X reside is $500.

(ii) Under paragraph (f)(5)(ii) of this sec-
tion, because multiple policies are required
to cover U and V, the members of U’s cov-
erage family who reside together in Location
1, the premium taken into account in deter-
mining U’s benchmark plan is $1,000, the sum
of the premiums for the second-lowest aggre-
gate cost of self-only policies covering U
($400) and V ($600) offered by the Exchange to
U and V for the rating area in which U and
V reside. Under paragraph (£)(5)(i) of this sec-
tion, because all silver-level plans offered by
the Exchange in which W and X reside cover
W and X under a single policy, the premium
for W and X’s coverage that is taken into ac-
count in determining U’s benchmark plan is
$500, the second-lowest cost silver policy cov-
ering W and X that is offered by the Ex-
change for the rating area in which W and X
reside. Under paragraph (f)(4) of this section,
because the members of U’s coverage family
reside in different locations, U’s monthly
benchmark plan premium is $1,500, the sum
of the premiums for the applicable bench-
mark plans for each group of family mem-
bers residing in different locations ($1,000 for
U and V, who reside in Location 1, plus $500
for W and X, who reside in Location 2).

Example 12. Qualified health plan closed to
enrollment. Taxpayer Y has two dependents, Z
and AA. Y, Z, and AA enroll in a qualified
health plan through the Exchange for the
rating area where the family resides. The Ex-
change, which offers only qualified health
plans that include pediatric dental benefits,
offers silver-level plans J, K, L, and M, which
are, respectively, the first, second, third, and
fourth lowest cost silver plans covering Y’s
family. When Y’s family enrolls, Plan J is
closed to enrollment. Under paragraph (f)(6)
of this section, Plan J is disregarded in de-
termining Y’s applicable benchmark plan,
and Plan L is used in determining Y’s appli-
cable benchmark plan.

Example 13. Benchmark plan closes to new en-
rollees during the year. (i) Taxpayers BB, CC,
and DD each have coverage families con-
sisting of two adults. In that rating area,
Plan 2 is the second lowest cost silver plan
and Plan 3 is the third lowest cost silver plan
covering the two adults in each coverage
family offered through the Exchange. The
BB and CC families each enroll in a qualified
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health plan that is not the applicable bench-
mark plan (Plan 4) in November during the
annual open enrollment period. Plan 2 closes
to new enrollees the following June. Thus,
on July 1, Plan 3 is the second lowest cost
silver plan available to mnew enrollees
through the Exchange. The DD family en-
rolls in a qualified health plan in July.

(ii) Under paragraphs (f)(1), (£)(2), (f)(3), and
(£)(7) of this section, the silver-level plan
that BB and CC use to determine their appli-
cable benchmark plan for all coverage
months during the year is Plan 2. The appli-
cable benchmark plan that DD uses to deter-
mine DD’s applicable benchmark plan is
Plan 3, because Plan 2 is not open to enroll-
ment through the Exchange when the DD
family enrolls.

Example 14. Benchmark plan terminates for
all enrollees during the year. The facts are the
same as in Example 13, except that Plan 2 ter-
minates for all enrollees on June 30. Under
paragraphs (H)(1), (H)(2), (H(3), and (£)(7) of
this section, Plan 2 is the silver-level plan
that BB and CC use to determine their appli-
cable benchmark plan for all coverage
months during the year, and Plan 3 is the ap-
plicable benchmark plan that DD uses.

Example 15. Exchange offers only one silver-
level plan. Taxpayer EE’s coverage family
consists of EE, his spouse FF, and their two
dependent children GG and HH, who all re-
side together. The Exchange for the rating
area in which they reside offers only one sil-
ver-level plan that EE’s family may enroll in
and the plan does not provide pediatric den-
tal benefits. The Exchange also offers one
stand-alone dental plan in which the family
may enroll. Under paragraph (f)(8) of this
section, the silver-level plan and the stand-
alone dental plan offered by the Exchange
are used for purposes of determining EE’s ap-
plicable benchmark plan under paragraph
()(3) of this section. Moreover, the lone sil-
ver-level plan and the lone stand-alone den-
tal plan offered by the Exchange are used for
purposes of determining EE’s applicable
benchmark plan regardless of whether these
plans cover EE’s family under a single policy
or multiples policies.

(g) Applicable percentage—(1) In gen-
eral. The applicable percentage multi-
plied by a taxpayer’s household income
determines the taxpayer’s annual re-
quired share of premiums for the
benchmark plan. The required share is
divided by 12 and this monthly amount
is subtracted from the adjusted month-
ly premium for the applicable bench-
mark plan when computing the pre-
mium assistance amount. The applica-
ble percentage is computed by first de-
termining the percentage that the tax-
payer’s household income bears to the
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Federal poverty line for the taxpayer’s
family size. The resulting Federal pov-
erty line percentage is then compared
to the income categories described in
the table in paragraph (g)(2) of this sec-
tion. An applicable percentage within
an income category increases on a slid-
ing scale in a linear manner and is
rounded to the nearest one-hundredth
of one percent. For taxable years be-
ginning after December 31, 2014, the ap-
plicable percentages in the table will
be adjusted by the ratio of premium
growth to income growth for the pre-
ceding calendar year and may be fur-
ther adjusted to reflect changes to the
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data used to compute the ratio of pre-
mium growth to income growth for the
2014 calendar year or the data sources
used to compute the ratio of premium
growth to income growth. Premium
growth and income growth will be de-
termined in accordance with published
guidance, see §601.601(d)(2) of this chap-
ter. In addition, the applicable percent-
ages in the table may be adjusted for
taxable years beginning after Decem-
ber 31, 2018, to reflect rates of premium
growth relative to growth in the con-
sumer price index.
(2) Applicable percentage table.

Household income percentage of Federal poverty line perlz?eltﬁlage per?e?\atlage
Less than 133% ............ 2.0 2.0
At least 133% but less than 150% ..... 3.0 4.0
At least 150% but less than 200% ..... 4.0 6.3
At least 200% but less than 250% ..... 6.3 8.05
At least 250% but less than 300% ..... 8.05 9.5
At least 300% but not more than 400% 9.5 9.5

(3) Examples. The following examples
illustrate the rules of this paragraph
(8):

Example 1. A’s household income is 275 per-
cent of the Federal Poverty line for A’s fam-
ily size for that taxable year. In the table in
paragraph (g)(2) of this section, the initial
percentage for a taxpayer with household in-
come of 250 to 300 percent of the Federal pov-
erty line is 8.06 and the final percentage is
9.5. A’s Federal poverty line percentage of
275 percent is halfway between 250 percent
and 300 percent. Thus, rounded to the nearest
one-hundredth of one percent, A’s applicable
percentage is 8.78, which is halfway between
the initial percentage of 8.06 and the final
percentage of 9.5.

Example 2. (i) B’s household income is 210
percent of the Federal poverty line for B’s
family size. In the table in paragraph (g)(2)
of this section, the initial percentage for a
taxpayer with household income of 200 to 250
percent of the Federal poverty line is 6.3 and
the final percentage is 8.05. B’s applicable
percentage is 6.65, computed as follows.

(ii) Determine the excess of B’s Federal
poverty line percentage (210) over the initial
household income percentage in B’s range
(200), which is 10. Determine the difference
between the initial household income per-
centage in the taxpayer’s range (200) and the
ending household income percentage in the
taxpayer’s range (250), which is 50. Divide the
first amount by the second amount:

210 — 200 = 10
250 — 200 = 50

10 /50 = .20

(iii) Compute the difference between the
initial premium percentage (6.3) and the sec-
ond premium percentage (8.05) in the tax-
payer’s range; 8.05—6.3 = 1.75.

(iv) Multiply the amount in the first cal-
culation (.20) by the amount in the second
calculation (1.75) and add the product (.35) to
the initial premium percentage in B’s range
(6.3), resulting in B’s applicable percentage
of 6.65:

.20 x1.75 = .35
6.3 + .35 = 6.65.

(h) Plan covering more than one fam-
ily—Q) In general. If a qualified health
plan covers more than one family
under a single policy, each applicable
taxpayer covered by the plan may
claim a premium tax credit, if other-
wise allowable. Each taxpayer com-
putes the credit using that taxpayer’s
applicable percentage, household in-
come, and the benchmark plan that ap-
plies to the taxpayer under paragraph
(f) of this section. In determining
whether the amount computed under
paragraph (d)(1)(i) of this section (the
premiums for the qualified health plan
in which the taxpayer enrolls) is less
than the amount computed under para-
graph (d)(1)(ii) of this section (the
benchmark plan premium minus the
product of household income and the
applicable percentage), the premiums
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paid are allocated to each taxpayer in
proportion to the premiums for each
taxpayer’s applicable benchmark plan.

(2) Example. The following example il-
lustrates the rules of this paragraph
(h):

Example. (i) Taxpayers A and B enroll in a
single policy under a qualified health plan. B
is A’s 25-year old child who is not A’s de-
pendent. B has no dependents. The plan cov-
ers A, B, and A’s two additional children who
are A’s dependents. The premium for the
plan in which A and B enroll is $15,000. The
premium for the second lowest cost silver
family plan covering only A and A’s depend-
ents is $12,000 and the premium for the sec-
ond lowest cost silver plan providing self-
only coverage to B is $6,000. A and B are ap-
plicable taxpayers and otherwise eligible to
claim the premium tax credit.

(ii) Under paragraph (h)(1) of this section,
both A and B may claim premium tax cred-
its. A computes her credit using her house-
hold income, a family size of three, and a
benchmark plan premium of $12,000. B com-
putes his credit using his household income,
a family size of one, and a benchmark plan
premium of $6,000.

(iii) In determining whether the amount in
paragraph (d)(1)(i) of this section (the pre-
miums for the qualified health plan A and B
purchase) is less than the amount in para-
graph (d)(1)(ii) of this section (the bench-
mark plan premium minus the product of
household income and the applicable per-
centage), the $15,000 premiums paid are allo-
cated to A and B in proportion to the pre-
miums for their applicable benchmark plans.
Thus, the portion of the premium allocated
to A is $10,000 ($15,000 x $12,000/$18,000) and
the portion allocated to B is $5,000 ($15,000 x
$6,000/$18,000).

(1) [Reserved]

(j) Additional benefits—(1) In general.
If a qualified health plan offers benefits
in addition to the essential health ben-
efits a qualified health plan must pro-
vide under section 1302 of the Afford-
able Care Act (42 U.S.C. 18022), or a
State requires a qualified health plan
to cover benefits in addition to these
essential health benefits, the portion of
the premium for the plan properly allo-
cable to the additional benefits is ex-
cluded from the monthly premiums
under paragraph (d)(1)(i) or (ii) of this
section. Premiums are allocated to ad-
ditional benefits before determining
the applicable benchmark plan under
paragraph (f) of this section.

(2) Method of allocation. The portion
of the premium properly allocable to
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additional benefits is determined under
guidance issued by the Secretary of
Health and Human Services. See sec-
tion 36B(b)(3)(D).

(3) Examples. The following examples
illustrate the rules of this paragraph
3:

Example 1. (i) Taxpayer B enrolls in a quali-
fied health plan that provides benefits in ad-
dition to essential health benefits (addi-
tional benefits). The monthly premiums for
the plan in which B enrolls are $370, of which
$35 is allocable to additional benefits. B’s
benchmark plan premium (determined after
allocating premiums to additional benefits
for all silver level plans) is $440, of which $40
is allocable to additional benefits. B’s
monthly contribution amount, which is the
product of B’s household income and the ap-
plicable percentage, is $60.

(ii) Under this paragraph (j), B’s enroll-
ment premiums and the benchmark plan pre-
mium are reduced by the portion of the pre-
mium that is allocable to the additional ben-
efits provided under that plan. Therefore, B’s
monthly enrollment premiums are reduced
to $335 (8370 — $35) and B’s benchmark plan
premium is reduced to $400 ($440 — $40). B’s
premium assistance amount for a coverage
month is $335, the lesser of $335 (B’s enroll-
ment premiums, reduced by the portion of
the premium allocable to additional bene-
fits) and $340 (B’s benchmark plan premium,
reduced by the portion of the premium allo-
cable to additional benefits ($400), minus B’s
$60 contribution amount).

Example 2. The facts are the same as in Ex-
ample 1 of this paragraph (j)(3), except that
the plan in which B enrolls provides no bene-
fits in addition to the essential health bene-
fits required to be provided by the plan.
Thus, under paragraph (j) of this section, B’s
benchmark plan premium ($440) is reduced
by the portion of the premium allocable to
additional benefits provided under that plan
($40). B’s enrollment premiums ($370) are not
reduced under this paragraph (j). B’s pre-
mium assistance amount for a coverage
month is $340, the lesser of $370 (B’s enroll-
ment premiums) and $340 (B’s benchmark
plan premium, reduced by the portion of the
premium allocable to additional benefits
($400), minus B’s $60 contribution amount).

(k) Pediatric dental coverage—(1) In
general. For purposes of determining
the amount of the monthly premium a
taxpayer pays for coverage under para-
graph (d)(1)(i) of this section, if an indi-
vidual enrolls in both a qualified
health plan and a plan described in sec-
tion 1311(d)(2)(B)(ii) of the Affordable
Care Act (42 U.S.C. 13031(d)(2)(B)(ii1)) (a
stand-alone dental plan), the portion of
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the premium for the stand-alone dental
plan that is properly allocable to pedi-
atric dental benefits that are essential
benefits required to be provided by a
qualified health plan is treated as a
premium payable for the individual’s
qualified health plan.

(2) Method of allocation. The portion
of the premium for a stand-alone den-
tal plan properly allocable to pediatric
dental benefits is determined under
guidance issued by the Secretary of
Health and Human Services.

(3) Example. The following example il-
lustrates the rules of this paragraph
(kK):

Example. (i) Taxpayer C and C’s dependent,
R, enroll in a qualified health plan. The pre-
mium for the plan in which C and R enroll is
$7,200 ($600/month) (Amount 1). The plan does
not provide dental coverage. C also enrolls in
a stand-alone dental plan covering C and R.
The portion of the premium for the dental
plan allocable to pediatric dental benefits
that are essential health benefits is $240 ($20
per month). The excess of the premium for
C’s applicable benchmark plan over C’s con-
tribution amount (the product of C’s house-
hold income and the applicable percentage)
is $7,260 ($605/month) (Amount 2).

(ii) Under this paragraph (k), the amount C
pays for premiums (Amount 1) for purposes
of computing the premium assistance
amount is increased by the portion of the
premium for the stand-alone dental plan al-
locable to pediatric dental benefits that are
essential health benefits. Thus, the amount
of the premiums for the plan in which C en-
rolls is treated as $620 for purposes of com-
puting the amount of the premium tax cred-
it. C’s premium assistance amount for each
coverage month is $605 (Amount 2), the lesser
of Amount 1 (increased by the premiums al-
locable to pediatric dental benefits) and
Amount 2.

(1) Families including individuals not
lawfully present—(1) In general. If one or
more individuals for whom a taxpayer
is allowed a deduction under section
151 are not lawfully present (within the
meaning of §1.36B-1(g)), the percentage
a taxpayer’s household income bears to
the Federal poverty line for the tax-
payer’s family size for purposes of de-
termining the applicable percentage
under paragraph (g) of this section is
determined by excluding individuals
who are not lawfully present from fam-
ily size and by determining household
income in accordance with paragraph
(1)(2) of this section.
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(2) Revised household income computa-
tion—(i) Statutory method. For purposes
of paragraph (1)(1) of this section,
household income is equal to the prod-
uct of the taxpayer’s household income
(determined without regard to this
paragraph (1)(2)) and a fraction—

(A) The numerator of which is the
Federal poverty line for the taxpayer’s
family size determined by excluding in-
dividuals who are not lawfully present;
and

(B) The denominator of which is the
Federal poverty line for the taxpayer’s
family size determined by including in-
dividuals who are not lawfully present.

(i1) Comparable method. The Commis-
sioner may describe a comparable
method in additional published guid-
ance, see §601.601(d)(2) of this chapter.

(m) Applicability date. Paragraph
(2)(1) of this section applies to taxable
years beginning after December 31,
2013.

(n) Effective/applicability date. (1) Ex-
cept as provided in paragraphs (n)(2)
and (3) of this section, this section ap-
plies to taxable years ending after De-
cember 31, 2013.

(2) Paragraphs (c)(4), (d)(1) and (d)(2)
of this section apply to taxable years
beginning after December 31, 2016.
Paragraph (f) of this section applies to
taxable years beginning after Decem-
ber 31, 2018. Paragraphs (d)(1) and (d)(2)
of §1.36B-3, as contained in 26 CFR part
I edition revised as of April 1, 2016, ap-
plies to taxable years ending after De-
cember 31, 2013, and beginning before
January 1, 2017. Paragraph (f) of §1.36B—
3, as contained in 26 CFR part I edition
revised as of April 1, 2016, applies to
taxable years ending after December
31, 2013, and beginning before January
1, 2019.

(3) Paragraph (d)(1)(i) of this section
applies to taxable years beginning after
December 31, 2022.

[T.D. 9590, 77 FR 30385, May 23, 2012; 77 FR
41048, July 12, 2012; T.D. 9683, 79 FR 43627,
July 28, 2014; T.D. 9745, 80 FR 78975, Dec. 18,
2015; 81 FR 2088, Jan. 15, 2016; T.D. 9804, 81 FR
91765, Dec. 19, 2016; T.D. 9822, 82 FR 34606,
July 26, 2017; T.D. 9968, 87 FR 62002, Oct. 13,
2022]
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§1.36B-4 Reconciling the premium tax
credit with advance credit pay-
ments.

(a) Reconciliation—(1) Coordination of
premium tax credit with advance credit
payments—(i) In general. A taxpayer
must reconcile the amount of credit al-
lowed under section 36B with advance
credit payments on the taxpayer’s in-
come tax return for a taxable year. A
taxpayer whose premium tax credit for
the taxable year exceeds the taxpayer’s
advance credit payments may receive
the excess as an income tax refund. A
taxpayer whose advance credit pay-
ments for the taxable year exceed the
taxpayer’s premium tax credit owes
the excess as an additional income tax
liability.

(ii) Allocation rules and responsibility
for advance credit payments—(A) In gen-
eral. A taxpayer must reconcile all ad-
vance credit payments for coverage of
any member of the taxpayer’s family.

(B) Individuals enrolled by a taxpayer
and claimed as a personal exemption de-
duction by another taxpayer—(1) In gen-
eral. If a taxpayer (the enrolling tax-
payer) enrolls an individual in a quali-
fied health plan and another taxpayer
(the claiming taxpayer) claims a per-
sonal exemption deduction for the indi-
vidual (the shifting enrollee), then for
purposes of computing each taxpayer’s
premium tax credit and reconciling
any advance credit payments, the en-
rollment premiums and advance credit
payments for the plan in which the
shifting enrollee was enrolled are allo-
cated under this paragraph (a)(1)(ii)(B)
according to the allocation percentage
described in paragraph (a)(1)(ii)(B)(2) of
this section. If advance credit pay-
ments are allocated under paragraph
(a)(1)({1)(B)(4) of this section, the
claiming taxpayer and enrolling tax-
payer must use this same allocation
percentage to calculate their §1.36B-
3(d)(1)({i) adjusted monthly premiums
for the applicable benchmark plan
(benchmark plan premiums). This
paragraph (a)(1)(ii)(B) does not apply to
amounts allocated under §1.36B-3(h)
(qualified health plan covering more
than one family) or if the shifting en-
rollee or enrollees are the only individ-
uals enrolled in the qualified health
plan. For purposes of this paragraph
(a)(1)(1)(B)(I), a taxpayer who is ex-
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pected at enrollment in a qualified
health plan to be the taxpayer filing an
income tax return for the year of cov-
erage with respect to an individual en-
rolling in the plan has enrolled that in-
dividual. For taxable years to which
section 151(d)(5) applies, the claiming
taxpayer is the taxpayer who properly
includes the shifting enrollee in his or
her family for the taxable year.

(2) Allocation percentage. The enroll-
ing taxpayer and claiming taxpayer
may agree on any allocation percent-
age between zero and one hundred per-
cent. If the enrolling taxpayer and
claiming taxpayer do not agree on an
allocation percentage, the percentage
is equal to the number of shifting en-
rollees properly included in the enroll-
ing taxpayer’s family divided by the
number of individuals enrolled by the
enrolling taxpayer in the same quali-
fied health plan as the shifting en-
rollee.

(3) Allocating premiums. In computing
the premium tax credit, the claiming
taxpayer is allocated a portion of the
enrollment premiums for the plan in
which the shifting enrollee was en-
rolled equal to the enrollment pre-
miums times the allocation percent-
age. The enrolling taxpayer is allo-
cated the remainder of the enrollment
premiums not allocated to one or more
claiming taxpayers.

(4) Allocating advance credit payments.
In reconciling any advance credit pay-
ments, the claiming taxpayer is allo-
cated a portion of the advance credit
payments for the plan in which the
shifting enrollee was enrolled equal to
the enrolling taxpayer’s advance credit
payments for the plan times the alloca-
tion percentage. The enrolling tax-
payer is allocated the remainder of the
advance credit payments not allocated
to one or more claiming taxpayers.
This paragraph (a)(1)(ii)(B)(4) only ap-
plies in situations in which advance
credit payments are made for coverage
of a shifting enrollee.

(5) Premiums for the applicable bench-
mark plan. If paragraph (a)(1)(ii)(B)4)
of this section applies, the claiming
taxpayer’s benchmark plan premium is
the sum of the benchmark plan pre-
mium for the claiming taxpayer’s cov-
erage family, excluding the shifting en-
rollee or enrollees, and the allocable
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portion. The allocable portion for pur-
poses of this paragraph (a)(1)(ii)(B)(H) is
the product of the benchmark plan pre-
mium for the enrolling taxpayer’s cov-
erage family if the shifting enrollee
was a member of the enrolling tax-
payer’s coverage family and the alloca-
tion percentage. If the enrolling tax-
payer’s coverage family is enrolled in
more than one qualified health plan,
the allocable portion is determined as
if the enrolling taxpayer’s coverage
family includes only the coverage fam-
ily members who enrolled in the same
plan as the shifting enrollee or enroll-
ees. The enrolling taxpayer’s bench-
mark plan premium is the benchmark
plan premium for the enrolling tax-
payer’s coverage family had the shift-
ing enrollee or enrollees remained a
part of the enrolling taxpayer’s cov-
erage family, minus the allocable por-
tion.

(C) Responsibility for advance credit
payments for an individual not reported
on any taxpayer’s return. If advance
credit payments are made for coverage
of an individual who is not included in
any taxpayer’s family, as defined in
§1.36B-1(d), the taxpayer who attested
to the Exchange to the intention to in-
clude such individual in the taxpayer’s
family as part of the advance credit
payment eligibility determination for
coverage of the individual must rec-
oncile the advance credit payments.

§1.36B-4

(iii) Advance credit payment for a
month in which an issuer does not provide
coverage. For purposes of reconcili-
ation, a taxpayer does not have an ad-
vance credit payment for a month if
the issuer of the qualified health plan
in which the taxpayer or a family
member is enrolled does not provide
coverage for that month.

(2) Credit computation. The premium
assistance credit amount is computed
on the taxpayer’s return using the tax-
payer’s household income and family
size for the taxable year. Thus, the tax-
payer’s contribution amount (house-
hold income for the taxable year times
the applicable percentage) is deter-
mined using the taxpayer’s household
income and family size at the end of
the taxable year. The applicable bench-
mark plan for each coverage month is
determined under §1.36B-3(f).

(3) Limitation on additional tar—@{) In
general. The additional tax imposed
under paragraph (a)(1) of this section
on a taxpayer whose household income
is less than 400 percent of the Federal
poverty line is limited to the amounts
provided in the table in paragraph
(a)(3)(i1) of this section (or successor
tables). For taxable years beginning
after December 31, 2014, the limitation
amounts may be adjusted in published
guidance, see §601.601(d)(2) of this chap-
ter, to reflect changes in the consumer
price index.

(ii) Additional tax limitation table.

Household income percentage of Federal poverty line

Limitation amount for
taxpayers whose tax is
determined under

Limitation amount for all
other taxpayers

section 1(c)
Less than 200% ........... s $300 $600
At least 200% but less than 300% .........cccccceveiiiiiiiiiiiiiinee 750 1,500
At least 300% but less than 400% .........cccccceciiiiiiiiiiiniiicccce e 1,250 2,500

(iii) Limitation on additional taxr for
tarpayers who claim a section 162(1) de-
duction for a qualified health plan—(A)
In general. A taxpayer who receives ad-
vance credit payments and deducts pre-
miums for a qualified health plan
under section 162(1) must use paragraph
(a)(3)(iii)(B), and paragraph
(a)(3)(iii)(C) or (D), of this section to
determine the limitation on additional
tax in this paragraph (a)(3) (limitation
amount). Taxpayers must make this
determination before calculating their

section 162(1) deduction and premium
tax credit. For additional rules for tax-
payers who may claim a deduction
under section 162(1) for a qualified
health plan for which advance credit
payments are made, see §1.162(1)-1.

(B) Determining the limitation amount.
A taxpayer described in paragraph
(a)(3)(iii)(A) of this section must use
the limitation amount for which the
taxpayer qualifies under paragraph
(a)(3)(1ii)(C) or (D) of this section. The
limitation amount determined under
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this paragraph (a)(3)(iii) replaces the
limitation amount that would other-
wise be determined under the addi-
tional tax limitation table in para-
graph (a)(3)(ii) of this section. In apply-
ing paragraph (a)(3)(iii)(C) of this sec-
tion, a taxpayer must first determine
whether he or she qualifies for the lim-
itation amount applicable to taxpayers
with household income of less than 200
percent of the Federal poverty line for
the taxpayer’s family size. If the tax-
payer does not qualify to use the limi-
tation amount applicable to taxpayers
with household income of less than 200
percent of the Federal poverty line for
the taxpayer’s family size, the tax-
payer must next determine whether he
or she qualifies for the limitation ap-
plicable to taxpayers with household
income of less than 300 percent of the
Federal poverty line for the taxpayer’s
family size. If the taxpayer does not
qualify to use the limitation amount
applicable to taxpayers with household
income of less than 300 percent of the
Federal poverty line for the taxpayer’s
family size, the taxpayer must next de-
termine whether he or she qualifies for
the limitation applicable to taxpayers
with household income of less than 400
percent of the Federal poverty line for
the taxpayer’s family size. If the tax-
payer does not qualify to use the limi-
tation amount applicable to taxpayers
with household income of less than 200
percent, 300 percent, or 400 percent of
the Federal poverty line for the tax-
payer’s family size, the limitation on
additional tax under section
36B(f)(2)(B) does not apply to the tax-
payer.

(C) Requirements. A taxpayer meets
the requirements of this paragraph
(a)(3)(iii)(C) for a limitation amount if
the taxpayer’s household income as a
percentage of the Federal poverty line
is less than or equal to the maximum
household income as a percentage of
the Federal poverty line for which that
limitation is available. Household in-
come for this purpose is determined by
using a section 162(1) deduction equal
to the lesser of—

(I) The sum of the specified pre-
miums for the plan not paid through
advance credit payments, the limita-
tion amount (determined without re-
gard to paragraph (a)(1){ii)(C)(2) of
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this section), and any deduction allow-
able under section 162(1) for premiums
other than specified premiums, and

(2) The earned income from the trade
or business with respect to which the
health insurance plan is established.

(D) Specified premiums not paid
through advance credit payments. For
purposes of paragraph (a)(3)(iii)(C) of
this section, specified premiums not
paid through advance credit payments
means specified premiums, as defined
in §1.162(1)-1(a)(2), minus advance cred-
it payments made with respect to the
specified premiums.

(BE) Examples. For examples illus-
trating the rules of this paragraph
(a)(3)(iii), see Examples 13, 14, and 15 of
paragraph (a)(4) of this section.

(4) Examples. The following examples
illustrate the rules of this paragraph
(a). In each example the taxpayer en-
rolls in a higher cost qualified health
plan than the applicable benchmark
plan:

Example 1. Household income increases. (i)
Taxpayer A is single and has no dependents.
The Exchange for A’s rating area projects
A’s 2014 household income to be $27,925 (250
percent of the Federal poverty line for a fam-
ily of one, applicable percentage 8.05). A en-
rolls in a qualified health plan. The annual
premium for the applicable benchmark plan
is $5,200. A’s advance credit payments are
$2,952, computed as follows: benchmark plan
premium of $5,200 less contribution amount
of $2,248 (projected household income of
$27,925 x .0805) = $2,952.

(ii) A’s household income for 2014 is $33,622,
which is 301 percent of the Federal poverty
line for a family of one (applicable percent-
age 9.5). Consequently, A’s premium tax
credit for 2014 is $2,006 (benchmark plan pre-
mium of $5,200 less contribution amount of
$3,194 (household income of $33,622 x .095)).
Because A’s advance credit payments for 2014
are $2,952 and A’s 2014 credit is $2,006, A has
excess advance payments of $946. Under para-
graph (a)(1) of this section, A’s tax liability
for 2014 is increased by $946. Because A’s
household income is between 300 percent and
400 percent of the Federal poverty line, if A’s
excess advance payments exceeded $1,250,
under the limitation of paragraph (a)(3) of
this section, A’s additional tax liability
would be limited to that amount.

Example 2. Household income increases, re-
payment limitation applies. The facts are the
same as in Erample 1, except that A’s house-
hold income for 2014 is $43,560 (390 percent of
the Federal poverty line for a family of one,
applicable percentage 9.5). Consequently, A’s
premium tax credit for 2014 is $1,062 ($5,200
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benchmark plan premium less contribution
amount of $4,138 (household income of $43,560
% .095)). A’s advance credit payments for 2014
are $2,952; therefore, A has excess advance
payments of $1,890. Because A’s household in-
come is between 300 percent and 400 percent
of the Federal poverty line, A’s additional
tax liability for the taxable year is $1,250
under the repayment limitation of paragraph
(a)(3) of this section.

Example 3. Household income decreases. The
facts are the same as in Example 1, except
that A’s actual household income for 2014 is
$22,340 (200 percent of the Federal poverty
line for a family of one, applicable percent-
age 6.3). Consequently, A’s premium tax
credit for 2014 is $3,793 ($5,200 benchmark
plan premium less contribution amount of
$1,407 (household income of $22,340 x .063)).
Because A’s advance credit payments for 2014
are $2,952, A is allowed an additional credit
of $841 ($3,793 less $2,952).

Example 4. Family sice decreases. (i) Tax-
payers B and C are married and have two
children, K and L (ages 17 and 20), whom they
claim as dependents in 2013. The Exchange
for their rating area projects their 2014
household income to be $63,388 (275 percent of
the Federal poverty line for a family of four,
applicable percentage 8.78). B and C enroll in
a qualified health plan for 2014 that covers
the four family members. The annual pre-
mium for the applicable benchmark plan is
$14,100. B’s and C’s advance credit payments
for 2014 are $8,5635, computed as follows:
Benchmark plan premium of $14,100 less con-
tribution amount of $5,565 (projected house-
hold income of $63,388 x .0878) = $8,535.

(ii) In 2014, B and C do not claim L as their
dependent (and no taxpayer claims a per-
sonal exemption deduction for L). Con-
sequently, B’s and C’s family size for 2014 is
three, their household income of $63,388 is 332
percent of the Federal poverty line for a fam-
ily of three (applicable percentage 9.5), and
the annual premium for their applicable
benchmark plan is $12,000. Their premium
tax credit for 2014 is $5,978 ($12,000 bench-
mark plan premium less $6,022 contribution
amount (household income of $63,388 x .095)).
Because B’s and C’s advance credit payments
for 2014 are $8,535 and their 2014 credit is
$5,978, B and C have excess advance pay-
ments of $2,557. B’s and C’s additional tax li-
ability for 2014 under paragraph (a)(1) of this
section, however, is limited to $2,500 under
paragraph (a)(3) of this section.

Example 5. Repayment limitation does not
apply. (i) Taxpayer D is single and has no de-
pendents. The Exchange for D’s rating area
approves advance credit payments for D
based on 2014 household income of $39,095 (350
percent of the Federal poverty line for a fam-
ily of one, applicable percentage 9.5). D en-
rolls in a qualified health plan. The annual
premium for the applicable benchmark plan
is $5,200. D’s advance credit payments are
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$1,486, computed as follows: benchmark plan
premium of $5,200 less contribution amount
of $3,714 (projected household income of
$39,095 x .095) = $1,486.

(ii) D’s actual household income for 2014 is
$44,903, which is 402 percent of the Federal
poverty line for a family of one. D is not an
applicable taxpayer and may not claim a
premium tax credit. Additionally, the repay-
ment limitation of paragraph (a)(3) of this
section does not apply. Consequently, D has
excess advance payments of $1,486 (the total
amount of the advance credit payments in
2014). Under paragraph (a)(1) of this section,
D’s tax liability for 2014 is increased by
$1,486.

Example 6. Coverage for less than a full tax-
able year. (i) Taxpayer F is single and has no
dependents. In November 2013, the Exchange
for F’s rating area projects F’s 2014 house-
hold income to be $27,925 (250 percent of the
Federal poverty line for a family of one, ap-
plicable percentage 8.05). F enrolls in a quali-
fied health plan. The annual premium for the
applicable benchmark plan is $5,200. F’s
monthly advance credit payment is $246,
computed as follows: benchmark plan pre-
mium of $5,200 less contribution amount of
$2,248 (projected household income of $27,925
% .0805) = $2,952; $2,952/12 = $246.

(ii) F begins a new job in August 2014 and
is eligible for employer-sponsored minimum
essential coverage for the period September
through December 2014. F discontinues her
Exchange coverage effective November 1,
2014. F’s household income for 2014 is $28,707
(257 percent of the Federal poverty line for a
family size of one, applicable percentage
8.25).

(iii) Under §1.36B-3(a), F’s premium assist-
ance credit amount is the sum of the pre-
mium assistance amounts for the coverage
months. Under §1.36B-3(c)(1)(iii), a month in
which an individual is eligible for minimum
essential coverage other than coverage in
the individual market is not a coverage
month. Because F is eligible for employer-
sponsored minimum essential coverage as of
September 1, only the months January
through August of 2014 are coverage months.

(iv) If F had 12 coverage months in 2014, F’s
premium tax credit would be $2,832 (bench-
mark plan premium of $5,200 less contribu-
tion amount of $2,368 (household income of
$28,707 x .0825)). Because F has only eight
coverage months in 2014, F’s credit is $1,888
($2,832/12 x 8). Because F does not discontinue
her Exchange coverage until November 1,
2014, F’s advance credit payments for 2014 are
$2,460 ($246 x 10). Consequently, F has excess
advance payments of $572 ($2,460 less $1,888)
and F’s tax liability for 2014 is increased by
$572 under paragraph (a)(1) of this section.

Example 7. Changes in coverage months and
applicable benchmark plan. (i) Taxpayer E
claims one dependent, F. E is eligible for
government-sponsored minimum essential
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coverage. E enrolls F in a qualified health
plan for 2014. The Exchange for E’s rating
area projects E’s 2014 household income to be
$30,260 (200 percent of the Federal poverty
line for a family of two, applicable percent-
age 6.3). The annual premium for E’s applica-
ble benchmark plan is $5,200. E’s monthly ad-
vance credit payment is $275, computed as
follows: benchmark plan premium of $5,200
less contribution amount of $1,906 (projected
household income of $30,260 x .063) = $3,294;
$3,294/12 = $275.

(ii) On August 1, 2014, E loses her eligi-
bility for government-sponsored minimum
essential coverage. E enrolls in the qualified
health plan that covers F for August through
December 2014. The annual premium for the
applicable benchmark plan is $10,000. The Ex-
change computes E’s monthly advance credit
payments for the period September through

Advance credit payments (Jan. to July) ..........
Advance credit payments (Aug. to Dec.) ..........

Total advance credit payments ............

Benchmark plan premium (Jan. to July) .

Benchmark plan premium (Aug. to Dec.) .........

Total benchmark plan premium ...........
Contribution amount (taxable year household in-

come x applicable percentage).

Credit (total benchmark plan premium less

contribution amount).

(iv) E’s advance credit payments for 2014
are $5,300. E’s premium tax credit is $5,521.
Thus, E is allowed an additional credit of
$221.

Example 8. Part-year coverage and changes in
coverage months and applicable benchmark
plan. (i) The facts are the same as in Erample
7, except that F is eligible for government-

Advance credit payments (March to July) .......
Advance credit payments (Aug. to Dec.) ..........

Total advance credit payments ............

Benchmark plan premium (March to July)

Benchmark plan premium (Aug. to Dec.) .........

Total benchmark plan premium ...........
Contribution amount for 10 coverage months (tax-
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December to be $675 as follows: benchmark
plan premium of $10,000 less contribution
amount of $1,906 (projected household income
of $30,260 x .063) = $8,094; $8,094/12 = $675. E’s
household income for 2014 is $28,747 (190 per-
cent of the Federal poverty line, applicable
percentage 5.84).

(iii) Under §1.36B-3(c)(1), January through
July of 2014 are coverage months for F and
August through December are coverage
months for E and F. Under paragraph (a)(2)
of this section, E must compute her premium
tax credit using the premium for the applica-
ble benchmark plan for each coverage
month. E’s premium assistance credit
amount for 2014 is the sum of the premium
assistance amounts for all coverage months.
E reconciles her premium tax credit with ad-
vance credit payments as follows:

$1,925
3,375

(8275 x7)
($675 x 5)

5,300

3,033
4,167

(($5,200/12) x 7)
(($10,000/12) x 5)

7,200

1,679 ($28,747 x .0584)

5,521

sponsored minimum essential coverage for
January and February 2014, and E enrolls F
in a qualified health plan beginning in March
2014. Thus, March through July are coverage
months for F and August through December
are coverage months for E and F.

(ii) E reconciles her premium tax credit
with advance credit payments as follows:

$1,375
3,375

($275 x 5)
($675 x 5)

4,750

2,167
4,167

(($5,200/12) x 5)
(($10,000/12) x 5)

6,334

1,399 ($28,747 x .0584 x 10/12)

able year household income x applicable percent-

age x 10/12).

Credit (total benchmark plan premium less

contribution amount).

(iii) E’s advance credit payments for 2014
are $4,750. E’s premium tax credit is $4,935.
Thus, E is allowed an additional credit of
$185.

4,935

Example 9. Advance credit payments for
months an issuer does not provide coverage. (i)
Taxpayer F enrolls in a qualified health plan
for 2014 and the Exchange approves advance
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credit payments. F pays the portion of the
premium not covered by advance credit pay-
ments for January through April of 2014 but
fails to make payments in May, June, and
July. As a result, the issuer of the qualified
health plan initiates the 3-month grace pe-
riod under section 1412(c)(2)(B)(iv)(II) of the
Affordable Care Act and 45 CFR 156.270(d).
During the grace period the issuer continues
to receive advance credit payments on behalf
of F. On July 1 the issuer rescinds F’s cov-
erage retroactive to the end of the first
month of the grace period, May 31.

(ii) Under paragraph (a)(1)(iii) of this sec-
tion, F does not take into account advance
credit payments for June or July of 2014
when reconciling the premium tax credit
with advance credit payments under para-
graph (a)(1) of this section.

Example 10. Allocation percentage, agreement
on allocation. (i) Taxpayers G and H are di-
vorced and have two children, J and K. G en-
rolls herself and J and K in a qualified health
plan for 2014. The premium for the plan in
which G enrolls is $13,000. The Exchange in
G’s rating area approves advance credit pay-
ments for G based on a family size of three,
an annual benchmark plan premium of
$12,000, and projected 2014 household income
of $58,5690 (300 percent of the Federal poverty
line for a family of three, applicable percent-
age 9.5). G’s advance credit payments for 2014
are $6,434 ($12,000 benchmark plan premium
less $5,666 contribution amount (household
income of $58,590 x .095)). G’s actual house-
hold income for 2014 is $58,900.

(ii) K lives with H for more than half of
2014 and H claims K as a dependent for 2014.
G and H agree to an allocation percentage,
as described in paragraph (a)(1)(ii)(B)(2) of
this section, of 20 percent. Under the agree-
ment, H is allocated 20 percent of the items
to be allocated, and G is allocated the re-
mainder of those items.

(iii) If H is eligible for a premium tax cred-
it, H takes into account $2,600 of the pre-
miums for the plan in which K was enrolled
(813,000 x .20) and $2,400 of G’s benchmark
plan premium ($12,000 x .20). In addition, H is
responsible for reconciling $1,287 ($6,434 x .20)
of the advance credit payments for K’s cov-
erage.

(iv) G’s family size for 2014 includes only G
and J and G’s household income of $58,900 is
380 percent of the Federal poverty line for a
family of two (applicable percentage 9.5). G’s
benchmark plan premium for 2014 is $9,600
(the benchmark premium for the plan cov-
ering G, J, and K ($12,000), minus the amount
allocated to H ($2,400). Consequently, G’s pre-
mium tax credit is $4,004 (G’s benchmark
plan premium of $9,600 minus G’s contribu-
tion amount of $5,596 ($58,900 x .095)). G has
an excess advance payment of $1,143 (the ex-
cess of the advance credit payments of $5,147
($6,434 — $1,287 allocated to H) over the pre-
mium tax credit of $4,004).
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Example 11. Allocation percentage, no agree-
ment on allocation. (i) The facts are the same
as in Example 10 of paragraph (a)(4) of this
section, except that G and H do not agree on
an allocation percentage. Under paragraph
(a)(1)(ii)(B)(2) of this section, the allocation
percentage is 33 percent, computed as fol-
lows: The number of shifting enrollees, 1 (K),
divided by the number of individuals en-
rolled by the enrolling taxpayer on the same
qualified health plan as the shifting enrollee,
3 (G, J, and K). Thus, H is allocated 33 per-
cent of the items to be allocated, and G is al-
located the remainder of those items.

(ii) If H is eligible for a premium tax cred-
it, H takes into account $4,290 of the pre-
miums for the plan in which K was enrolled
($13,000 x .33). H, in computing H’s bench-
mark plan premium, must include $3,960 of
G’s benchmark plan premium ($12,000 x .33).
In addition, H is responsible for reconciling
$2,123 ($6,434 x .33) of the advance credit pay-
ments for K’s coverage.

(iii) G’s benchmark plan premium for 2014
is $8,040 (the benchmark premium for the
plan covering G, J, and K ($12,000), minus the
amount allocated to H ($3,960). Consequently,
G’s premium tax credit is $2,444 (G’s bench-
mark plan premium of $8,040 minus G’s con-
tribution amount of $5,596 ($58,900 x .095)). G
has an excess advance credit payment of
$1,867 (the excess of the advance credit pay-
ments of $4,311 ($6,434 — $2,123 allocated to H)
over the premium tax credit of $2,444).

Example 12. Allocations for an emancipated
child. Spouses L and M enroll in a qualified
health plan with their child, N. L and M at-
test that they will claim N as a dependent
and advance credit payments are made for
the coverage of all three family members.
However, N files his own return and claims a
personal exemption deduction for himself for
the taxable year. Under paragraph
(a)(1)(ii)(B)(1) of this section, L and M are en-
rolling taxpayers, N is a claiming taxpayer,
and all are subject to the allocation rules in
paragraph (a)(1)(ii)(B) of this section.

Example 13. Taxpayer with advance credit
payments allowed a section 162(1) deduction but
not a limitation on additional tax. (i) In 2014, B,
B’s spouse, and their two dependents enroll
in the applicable second lowest cost silver
plan with an annual premium of $14,000. B’s
advance credit payments attributable to the
premiums are $8,000. B is self-employed for
all of 2014 and derives $75,000 of earnings
from B’s trade or business. B’s household in-
come without including a deduction under
section 162(1) for specified premiums is
$103,700. The Federal poverty line for a fam-
ily the size of B’s family is $23,550.

(ii) Because B received the benefit of ad-
vance credit payments and deducts pre-
miums for a qualified health plan under sec-
tion 162(1), B must determine whether B is
allowed a limitation on additional tax under
paragraph (a)(3)(iii) of this section. B begins
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by testing eligibility for the $600 limitation
amount for taxpayers with household income
at less than 200 percent of the Federal pov-
erty line for the taxpayer’s family size. B de-
termines household income as a percentage
of the Federal poverty line by taking a sec-
tion 162(1) deduction equal to the lesser of
$6,600 (the sum of the amount of premiums
not paid through advance credit payments,
$6,000 ($14,000 — $8,000), and the limitation
amount, $600) and $75,000 (the earned income
from the trade or business with respect to
which the health insurance plan is estab-
lished). The result is $97,100 ($103,700 — $6,600)
or 412 percent of the Federal poverty line for
B’s family size. Since 412 percent is not less
than 200 percent, B may not use a $600 limi-
tation amount.

(iii) B performs the same calculation for
the $1,500 ($103,700 — $7,500 = $96,200 or 408
percent of the Federal poverty line) and
$2,500 limitation amounts ($103,700 — $8,500 =
$95,200 or 404 percent of the Federal poverty
line), the amounts for taxpayers with house-
hold income of less than 300 percent or 400
percent, respectively, of the Federal poverty
line for the taxpayer’s family size, and deter-
mines that B may not use either of those
limitation amounts. Because B does not
meet the requirements of paragraph
(a)(3)(iii) of this section for any of the limi-
tation amounts in section 36B(f)(2)(B), B is
not eligible for the limitation on additional
tax for excess advance credit payments.

(iv) Although B may not claim a limitation
on additional tax for excess advance credit
payments, B may still be eligible for a pre-
mium tax credit. B would determine eligi-
bility for the premium tax credit, the
amount of the premium tax credit, and the
section 162(1) deduction using the rules under
section 36B and section 162(1), applying no
limitation on additional tax.

Example 14. Taxpayer with advance credit
payments allowed a section 162(1) deduction and
a limitation on additional tax. (i) The facts are
the same as in Example 13 of paragraph (a)(4)
of this section, except that B’s household in-
come without including a deduction under
section 162(1) for specified premiums is
$78,802.

(ii) Because B received the benefit of ad-
vance credit payments and deducts pre-
miums for a qualified health plan under sec-
tion 162(1), B must determine whether B is
allowed a limitation on additional tax under
paragraph (a)(3)(iii) of this section. B first
determines that B does not meet the require-
ments of paragraph (a)(3)(iii)(C) of this sec-
tion for using the $600 or $1,500 limitation
amounts, the amounts for taxpayers with
household income of less than 200 percent or
300 percent, respectively, of the Federal pov-
erty line for the taxpayer’s family size. That
is because B’s household income as a per-
centage of the Federal poverty line, deter-
mined by using a section 162(1) deduction for
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premiums for the qualified health plan equal
to the lesser of the sum of the premiums for
the plan not paid through advance credit
payments and the limitation amount, and
the earned income from the trade or business
with respect to which the health insurance
plan is established, is more than the max-
imum household income as a percentage of
the Federal poverty line for which that limi-
tation is available (using the $600 limitation,
B’s household income would be $72,202
($78,802— ($6,000 + $600)), which is 307 percent
of the Federal poverty line for B’s family
size; and using the $1,500 limitation, B’s
household income would be $71,302
($78,802— ($6,000 + $1,500)), which is 303 per-
cent of the Federal poverty line for B’s fam-
ily size).

(iii) However, B meets the requirements of
paragraph (a)(3)(iii)(C) of this section using
the $2,500 limitation amount for taxpayers
with household income of less than 400 per-
cent of the Federal poverty line for the tax-
payer’s family size. That is because B’s
household income as a percentage of the Fed-
eral poverty line by taking a section 162(1)
deduction equal to the lesser of $8,500 (the
sum of the amount of premiums not paid
through advance credit payments, $6,000, and
the limitation amount, $2,500) and $75,000
(the earned income from the trade or busi-
ness with respect to which the health insur-
ance plan is established), is $70,302 (299 per-
cent of the Federal poverty line), which is
below 400 percent of the Federal poverty line
for B’s family size, and is less than the max-
imum amount for which that limitation is
available. Thus, B uses a limitation amount
of $2,500 in computing B’s additional tax on
excess advance credit payments.

(iv) B may determine the amount of the
premium tax credit and the section 162(1) de-
duction using the rules under section 36B
and section 162(1), applying the $2,500 limita-
tion amount determined above.

Example 15. Taxpayer with advance credit
payments allowed a section 162(1) deduction and
a limitation on additional tax limited to earned
income from trade or business. (i) In 2017, C, C’s
spouse, and their two dependents enroll in
the applicable second lowest cost silver plan
with an annual premium of $14,000. C’s ad-
vance credit payments attributable to the
premiums are $8,000. C is self-employed for
all of 2017 and derives $3,000 of earnings from
C’s trade or business. C’s household income,
without including a deduction under section
162(1) for specified premiums, is $39,100. The
Federal poverty line for a family the size of
C’s family is $24,600.

(ii) Because C received the benefit of ad-
vance credit payments and deducts pre-
miums for a qualified health plan under sec-
tion 162(1), C must determine whether C is al-
lowed a limitation on additional tax under
paragraph (a)(3)(iii) of this section. C begins
by testing eligibility for the $600 limitation
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amount for taxpayers with household income
at less than 200 percent of the Federal pov-
erty line for the taxpayer’s family size. C de-
termines household income as a percentage
of the Federal poverty line by taking a sec-
tion 162(1) deduction equal to the lesser of
$6,600 (the sum of the amount of premiums
not paid through advance credit payments,
$6,000 ($14,000—$8,000), and the limitation
amount, $600), and $3,000 (C’s earned income
from the trade or business with respect to
which the health insurance plan is estab-
lished). The result is $36,100 ($39,100— $3,000)
or 147 percent of the Federal poverty line for
C’s family size. Because 147 percent is less
than 200 percent, the limitation amount
under paragraph (a)(3)(iii) of this section
that C uses in computing C’s additional tax
on excess advance credit payments is $600.

(iii) C may determine the amount of the
premium tax credit and the section 162(1) de-
duction using the rules under section 36B
and section 162(1), applying the $600 limita-
tion amount determined above.

(b) Changes in filing status—(1) In gen-
eral. Except as provided in paragraph
(b)(2) or (b)(3) of this section, a tax-
payer whose marital status changes
during the taxable year computes the
premium tax credit by using the appli-
cable benchmark plan or plans for the
taxpayer’s marital status as of the first
day of each coverage month. The tax-
payer’s contribution amount (house-
hold income for the taxable year times
the applicable percentage) is deter-
mined using the taxpayer’s household
income and family size at the end of
the taxable year.

(2) Taxpayers who marry during the
taxable year—(i) In general. Taxpayers
who marry during and file a joint re-
turn for the taxable year may compute
the additional tax imposed under para-
graph (a)(1) of this section under para-
graph (b)(2)(ii) of this section. Only
taxpayers who are unmarried at the be-
ginning of the taxable year and are
married (within the meaning of section
7703) at the end of the taxable year, at
least one of whom receives advance
credit payments, may use this alter-
native computation.

(i1) Alternative computation of addi-
tional tax liability—(A) In general. The
additional tax liability determined
under this paragraph (b)(2)(ii) is equal
to the excess of the taxpayers’ advance
credit payments for the taxable year
over the amount of the alternative
marriage-year credit. The alternative
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marriage-year credit is the sum of both
taxpayers’ alternative premium assist-
ance amounts for the pre-marriage
months and the premium assistance
amounts for the marriage months. This
paragraph (b)(2)(ii) may not be used to
increase the additional premium tax

credit computed wunder paragraph
(a)(1)(i) of this section.
(B) Alternative premium assistance

amounts for pre-marriage months. Tax-
payers compute the alternative pre-
mium assistance amounts for each tax-
payer for each full or partial month the
taxpayers are unmarried as described
in paragraph (a)(2) of this section, ex-
cept that each taxpayer treats the
amount of household income as one-
half of the actual household income for
the taxable year and treats family size
as the number of individuals in the tax-
payer’s family prior to the marriage.
The taxpayers may include a dependent
of the taxpayers for the taxable year in
either taxpayer’s family size for the
pre-marriage months.

(C) Premium assistance amounts for
marriage months. Taxpayers compute
the premium assistance amounts for
each full month the taxpayers are mar-
ried as described in paragraph (a)(2) of
this section.

(38) Taxpayers not married to each other
at the end of the taxable year. Taxpayers
who are married (within the meaning
of section 7703) to each other during a
taxable year but legally separate under
a decree of divorce or of separate main-
tenance during the taxable year, and
who are enrolled in the same qualified
health plan at any time during the tax-
able year must allocate the benchmark
plan premiums, the enrollment pre-
miums, and the advance credit pay-
ments for the period the taxpayers are
married during the taxable year. Tax-
payers must also allocate these items
if one of the taxpayers has a dependent
enrolled in the same plan as the tax-
payer’s former spouse or enrolled in
the same plan as a dependent of the
taxpayer’s former spouse. The tax-
payers may allocate these items to
each former spouse in any proportion
but must allocate all items in the same
proportion. If the taxpayers do not
agree on an allocation that is reported
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to the IRS in accordance with the rel-
evant forms and instructions, 50 per-
cent of: The benchmark plan pre-
miums; the enrollment premiums; and
the advance credit payments for the
married period, is allocated to each
taxpayer. If for a period a plan covers
only one of the taxpayers and no de-
pendents, only one of the taxpayers
and one or more dependents of that
same taxpayer, or only one or more de-
pendents of one of the taxpayers, then
the benchmark plan premiums, the en-
rollment premiums, and the advance
credit payments for that period are al-
located entirely to that taxpayer.

(4) Taxpayers filing returns as married
filing separately or head of household—(i)
Allocation of advance credit payments.
Except as provided in §1.36B-2(b)(2)(ii),
the premium tax credit is allowed to
married (within the meaning of section
7703) taxpayers only if they file joint
returns. See §1.36B-2(b)(2)(1). Taxpayers
who receive advance credit payments
as married taxpayers and who do not
file a joint return must allocate the ad-
vance credit payments for coverage
under a qualified health plan equally to
each taxpayer for any period the plan
covers and in which advance credit
payments are made for both taxpayers,
only one of the taxpayers and one or
more dependents of the other taxpayer,
or one or more dependents of both tax-
payers. If, for a period a plan covers,
advance credit payments are made for
only one of the taxpayers and no de-
pendents, only one of the taxpayers
and one or more dependents of that
same taxpayer, or only one or more de-
pendents of one of the taxpayers, the
advance credit payments for that pe-
riod are allocated entirely to that tax-
payer. If one or both of the taxpayers is
an applicable taxpayer eligible for a
premium tax credit for the taxable
year, the premium tax credit is com-
puted by allocating the enrollment pre-
miums under paragraph (b)(4)(ii) of this
section. The repayment limitation de-
scribed in paragraph (a)(3) of this sec-
tion applies to each taxpayer based on
the household income and family size
reported on that taxpayer’s return.
This paragraph (b)(4) also applies to
taxpayers who receive advance credit
payments as married taxpayers and file
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a tax return using the head of house-
hold filing status.

(ii) Allocation of premiums. If tax-
payers who are married within the
meaning of section 7703, without regard
to section 7703(b), do not file a joint re-
turn, 50 percent of the enrollment pre-
miums are allocated to each taxpayer.
However, all of the enrollment pre-
miums are allocated to only one of the
taxpayers for a period in which a quali-
fied health plan covers only that tax-
payer and no dependents, only that
taxpayer and one or more dependents
of that taxpayer, or only one or more
dependents of that taxpayer.

(5) Examples. The following examples
illustrate the provisions of this para-
graph (b). In each example the tax-
payer enrolls in a higher cost qualified
health plan than the applicable bench-
mark plan:

Example 1. Taxpayers marry during the tax-
able year, general rule for computing additional
tax. (i) P is a single taxpayer with no depend-
ents. In 2013 the Exchange for the rating area
where P resides determines that P’s 2014
household income will be $40,000 (358 percent
of the Federal poverty line, applicable per-
centage 9.5). P enrolls in a qualified health
plan. The premium for the applicable bench-
mark plan is $5,200. P’s monthly advance
credit payment is $117, computed as follows:
$5,200 benchmark plan premium minus con-
tribution amount of $3,800 ($40,000 x .095)
equals $1,400 (total advance credit payment);
$1,400/12 = $117.

(ii) Q is a single taxpayer with two depend-
ents. In 2013 the Exchange for the rating area
where Q resides determines that Q’s 2014
household income will be $35,000 (183 percent
of the Federal poverty line, applicable per-
centage 5.52). Q enrolls in a qualified health
plan. The premium for the applicable bench-
mark plan is $10,000. Q’s monthly advance
credit payment is $672, computed as follows:
$10,000 benchmark plan premium minus con-
tribution amount of $1,932 ($35,000 x .0552)
equals $8,068 (total advance credit); $8,068/12
= $672.

(iii) P and Q marry on July 17, 2014 and en-
roll in a single policy for a qualified health
plan covering four family members, effective
August 1, 2014. The premium for the applica-
ble benchmark plan is $14,000. Based on
household income of $75,000 and a family size
of four (325 percent of the Federal poverty
line, applicable percentage 9.5), the Ex-
change approves advance credit payments of
$673 per month, computed as follows: $14,000
benchmark plan premium minus contribu-
tion amount of $7,125 (875,000 x .095) equals
$6,875 (total advance credit); $6,875/12 = $573.
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(iv) P and Q file a joint return for 2014 and
report $75,000 in household income and a
family size of four. P and Q compute their
credit at reconciliation under paragraph
(b)(1) of this section. They use the premiums
for the applicable benchmark plans that
apply for the months married and the

Advance payments for P (Jan. to July) ............

Advance payments for Q (Jan. to July) ......
Advance payments for P and Q (Aug. to Dec.)

Total advance payments

Benchmark plan premium for P (Jan. to July)
Benchmark plan premium for Q (Jan. to July)

Benchmark plan premium for P and Q (Aug. to Dec.)
Total benchmark plan premium ...........
Contribution amount (taxable year household income x applicable percentage) ..

Credit (total benchmark plan premium less contribution amount) ..........

Additional tax

(v) P’s and Q’s tax liability for 2014 is in-
creased by $814 under paragraph (a)(1) of this
section.

Example 2. Taxpayers marry during the tax-
able year, alternative computation of additional
tax. (i) The facts are the same as in Example
1, except that P and Q compute their addi-
tional tax liability under paragraph (b)(2)(ii)
of this section. P’s and Q’s additional tax is
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months not married, and their contribution
amount is based on their Federal poverty
line percentage at the end of the taxable
yvear. P and Q reconcile their premium tax
credit with advance credit payments as fol-
lows:

$819
4,704
2,865

8,388
3,033

5,833
5,833

14,699

7,125

the excess of their advance credit payments
for the taxable year ($8,388) over their alter-
native marriage-year credit, which is the
sum of the alternative premium assistance
amounts for the pre-marriage months and
the premium assistance amounts for the
marriage months.

(ii) P and Q compute the alternative mar-
riage-year credit as follows:

Alternative premium assistance amounts for pre-mar-

riage months:

Benchmark plan premium for P (Jan. to

July).

Contribution amount (Y2 taxable

year

$3,033  (($5,200/12) x 7)

2,078 (837,500 x .095 x 7/12)

household income X applicable percent-

age) x 7/12).

Alternative premium assistance amount for

P’s pre-marriage months.

Benchmark plan premium for Q (Jan. to

July).

Contribution amount (2 taxable

year

955  ($3,033—$2,078)

5,833 (($10,000/12) x 7)

1,339 ($37,500 x .0612 x 7/12)

household income x applicable percentage

% 7/12).

Alternative premium assistance amount for

Q’s pre-marriage months.
Premium assistance amount for marriage months:

Benchmark plan premium for P and Q

(Aug. to Dec.).

Contribution amount (taxable year house-

4,494 (85,833 —$1,339)

5,833  (($14,000/12 x 5)

2,969 (875,000 x .095 x 5/12)

hold income x applicable percentage x 5/

12).

Premium assistance amount for marriage

months.

Alternative marriage-year credit (sum of
premi